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ABSTRACT

This thesis investigates the effectiveness of QaeoGovernance (CG) reforms in
Pakistan. Using a sample of 160 Pakistani firmsf2003 to 2013 and governance data
collected manually from the annual reports, thissit investigates seven closely related
and important corporate issues that are relatethégocompliance of governance rules.
Specifically, it aims to : (i) investigate the degrof CG compliance with 2002 Pakistani
Code of CG (PCCQG); (ii) determine whether the idtrction of 2002 PCCG has improved
Pakistani CG practices; (iii) investigate the det@ants of CG compliance and disclosure
for Pakistani listed firms; (iv) test the nexusveeén CG compliance with the 2002 PCCG
and firms’ cost of capital (COC); (v) investigateetimpact of different individual CG
mechanisms on listed firms COC; (vi) examine hdaffecent ownership structures impact
on firms’ COC; and (vii) analyse relationship beéneCG structures and Cost of Equity
(COE) as well as Cost of Debt (COD) for Pakistasted firms.

These empirical investigations report some impadrtasults. First, the reported
findings suggest that Pakistani firms have respdrusitively to governance disclosure
requirements over the eleven year period from 20@013. The results also show that the
introduction of the PCCG in 2002 has improved Céndards by Pakistani listed firms.
Second, the reported results related to the detemts of CG compliance demonstrate that
significant and positive association between insthal, government and foreign
ownership with CG compliance. However, findingsatiglg to the determinants of CG
compliance show a negative and significant assoaidbetween board size and block
ownership with CG compliance and disclosure. Theysfinds no significant relationship
between director ownership, audit firm size and phesence of female board members
with the constructed Pakistan Corporate Governahogex ECGI). Third, the
investigation on the relationship between CG andCQO®port a significantly negative
nexus betweerPCGI and firms’ COC. The investigation on the assocratbetween
ownership structures and COC report a negative sagiificant nexus between block
ownership with firms’ COC. Further, a number of uetmess analyses performed in this
study suggest that the empirical results repontethis study are generally robust to the

alternative CG variables, alternative COC varialbled potential endogeneity problems.
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CHAPTER ONE

1 INTRODUCTION

The corporate world has witnessed a number of catpcscandals (e.g., Enron,
WorldCom and Tyco) that had shaken investors’ faithcapital markets. Traditional
governance structures were unable to protect sblgieis who had been affected by these
scandals and corruptions. In this regard, profes$icrganizations and regulatory
authorities in developed countries had to reinstiageconfidence of investors in capital
markets by adopting codes of governance. For instddSA issued Sarbanes Oxley Act in
2002 with the view to increasing transparency, antability, and responsibility in the
management of companies. Similarly, CG codes hpuead around the world and more
firms are motivated to practice good CG standards.

The 1997 Asian financial crises was an evolvinglsape for Asian policymakers
and companies. Several institutional and policykmeases were uncovered by these crises
and led to numerous economic reforms in the redgi@gulations and guidelines have been
legislated in developing countries with the supprinternational organizations such as
the World Bank and OECD (OECD, 1999). The PakiStotk Exchanges have not been
spared these major reforms in the way companiemareaged and controlled which have
swept across the world in recent times. CG refomnage the most important part of those
reforms that were aimed to restore investors’ amfce. In this regard, Securities and
Exchange Commission of Pakistan (SECP) was edtabliander the SECP act of 1997 as
a market regulatory agency in the country and itrasponsible for the supervisory
functions of the stock exchanges. As it will becdssed further in chapter two, SECP has
two main departments under the company law divjsioamely, Corporatization &
Compliance and Enforcements departments. The Catipation & Compliance
department is responsible for administration of teenpanies Ordinance 1984 or rules
made under other relevant laws whereas the EnfactmDepartment is responsible for
regulation and enforcement of laws affecting firhs¢ed on the stock exchange (SECP,
2013).

With respect to adopting CG codes, and as the wditbe most of developing
countries, Pakistan issued its CG code in March2200ich is regarded as an important
development for CG reforms. This CG code has bstabkshed by the combined efforts
of SECP and Institute of Chartered Accountantsaiif?an (ICAP). The requirements of
the code are comprehensively influenced by UK Qe gfTarig and Abbas, 2013). The

code has a series of governance provisions thdbaused on three main areas including
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better disclosure, strengthening of internal cdnsystems and reforms of the board of
directors with regards to making it accountablénestockholders.

The critical question is whether adopting similaB @rovisions from developed
countries can effectively assist Pakistani firmsirtorease their firm value by reducing
their COC. Prior studies in developed countrieorepvidence that CG can reduce COC.
For instance, Phaet al (2012) argued that corporations with weak legateans perform
poorly during market down turn and thus should bkjected to a high COC over this
period. They indicated that when companies hawe dggernal monitoring, managers may
tend to use unnecessary borrowings that increasedmpany’s market wide risk and,
eventually, its weighted average cost of capitah(Z). Hence, the above study including
others (e.g., Zhu, 2012; Tran, 2014) suggests@@AE is an important factor that affects
the firm’s value.

A numbers of studies have been conducted to examm@eimpact of several
governance mechanisms on firm behaviour in Pakistaese studies can be categorized
into three main areas. First, prior studies (é&/ghar, 2005; Ahmed and Javid, 2009; Afzal
and Sehrish, 2010; Afza and Mirza, 2011) have itigated the association between
individual CG mechanisms and dividend policy amdisted firms. For example, Afzal
and Sehrish (2010) found a positive and significassociation between board size,
individual ownership and firm size, and dividenddpaising a sample of 42 firms from
2005 to 2009. Second, a group of studies (e.g..SAkhet al, 2009; Butt and Hasan,
2009; Rehmaret al, 2010) have examined the impact of CG on COE.ikstance, Ali
Shah (2009) examines the association between tdnmigividual CG variables and COE
with a small sample of 119 firms for a period ofefiyears from 2003 to 2007. They report
evidence of negative association. Third, previstiglies (e.g., Mir and Nishat, 2004;
Shaheen and Nishat, 2004; Javid and Igbal, 2008sé&fa2011; Azamet al, 2011; Tariq
and Abbas, 2013) investigate the influence of CGimancial performance. For instance,
Tarig and Abbas (2013) have examined the effectarhipliance with the code and
financial performance. They report evidence that thigh complaint firms have a
significant negative relationship with performar(dariq and Abbas, 2013). The current
study is different from these prior studies in sal/&ays. First and distinctively from the
above mentioned studies, the current study invaetsgCG reforms over a longer period
from 2003 to 2013 and for 160 listed firms. Secah@ current study uses COC rather
than either COE or COD in investigating the impafc€G on firms’ COC. Finally, current

study uses panel data to address and mitigatenttageneity problems.
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In addition to level of compliance and factors uefhcing the level of CG
compliance, this study also investigate the vakgating role of CG mechanisms using a
different approach to the previous studies (i.eingusindividual CG variables and
investigating the impact CG on COE only) through@@&s value creating variable. The
previous studies examine the nexus between indwvigavernance variables and financial
performance such as ROA, ROE and Tobin's Q. Theeatirstudy investigates the
relationship between firm-level governance mechasisand firm-level COC will be
investigated by constructing a CG index. Argualdypetter governance environment
increases the value of the firm by limiting the mgriation of minority stockholders
(Yasser, 2011; Azarat al, 2011). It is expected that better compliancd G code can
reduce a company’s COC which is basically investeguired rate of return and is based
on their perception about the risk-level of thenfitUltimately, a better governed firm can

have a perception of lower risk, lower COC, anddeencreased value.

1.1 RESEARCH AIM AND OBJECTIVES

This thesis aims to extend the literature by examifCG reforms that have been
followed by Pakistan since 2002. Three importantporate decisions relating to the
compliance of governance rules have been investigat this thesis; namely governance
disclosure, determinants of level of compliancehvitG standards and the impact of CG
on firms’ Cost of Capital (COC). This study invgstes the extent to which CG reforms
in Pakistan have enhanced these corporate policisides. Using a sample of 160
Pakistani listed firms from 2003 to 2013, this stwdms to achieve the following eight
objectives. First, by constructing a CG index xiamines the level of CG compliance with
the provisions of 2002 Pakistani Code of Corpofadeernance (PCCG) among Pakistani
listed firms. Second, it seeks to determine whe2®2 PCCG assisted to increase the CG
practices among Pakistani listed firms. Third, thiesis investigates the impact of
traditional firm ownership structures and auditMabaharacteristics on the level of CG
compliance and disclosure. Fourth, the study séeksscertain whether better governed
firms (high level of compliance with 2002 PCCG) deto have lower cost of capital
(COC) than those of poorly governed counterpacwél level of compliance with 2002
PCCG). Specifically, the thesis examines the néetsreen the firm’s compliance with
2002 PCCG and COC by applying a researcher’s saltcucted Pakistani CG Index (the
PCGI) containing 70 governance provisions mainly basedhe 2002 PCCG. Fifth, this
study intends to investigate the impact of owngrsstructures (e.g., director, block,
institutional, foreign and government ownership) @®C among Pakistani listed firms.
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Sixth, the thesis aims to examine the impact ofithaahrd characteristics on firm-level
COC. Notably, the current study uses a number dit/loard characteristics to investigate
this relationship which has not been examined widlelthe literature. For instance, the
current study examines the influence of the presefdoreign and female members on the
board of directors. It also investigates the immddiig audit firms on sampled firms COC.
Finally, the study investigates the impact of diéi@ CG structures on both COE (COE)
capital and firm’s Cost of Debt (COD), individuallyhis may assist in understanding that

how CG practices could have an impact on sharetoltel stakeholder.

1.2 MOTIVATIONS

The current study on Pakistan is motivated by #neal factors. First, like most
countries in the developing world, Pakistani com@srhave controlling shareholders in
the form of family ownership. This provides the trolling shareholders with both the
incentive in the case of low cash flow rights ampgartunity in the case of high free cash
flows to expropriate outsider minority sharehold@Bszec and Laurin, 2008). Similarly,
strong CG and investor protection found in the ¢tgved countries are believed to be
much effective as compared to Asian countries (bdaPet al., 1998; Dyck and Zingales,
2004). Particularly, the Pakistani corporate sgtsihares some level of similarities and
differences with the UK corporate environment. @& éne hand, and contrary to the Berle
and Means model of separation of ownership andralnPakistani foremost firms
ownership structure bear a resemblance to a caatedtfamily ownership structure. In
this regard, majority shareholders not only hold ttontrol of the firm, but also, are
involved in its management. Arguably, this concatetl ownership structure of Pakistani
firms is different than those of Anglo-Americanustiure of dispersed ownership. On the
other hand, and similar to Anglo-American, the Balii legal structure is based on
common law. Similarly, and by ignoring this factdfferent ownership structures between
the countries, Pakistan replicates the UK and Saifican CG reform initiatives
(Ibrahim, 2006). The CG mechanisms formulated Hioyong markets with dispersed
ownership structure may not offer the right remealyhe governance issues for a market
with concentrated ownership. Therefore, this stutgy offer interesting and different
findings than those from the Anglo-American colagri

Second, the Companies ordinance (1984, XL Vllestéhat the minimum threshold
for seeking a remedy from the court against misrgangent and oppression requires that
at least twenty percent of the shareholders irgtiatcompliant. Shareholders representing

at least ten percent but less than twenty percéttieocompany’s shares can apply to the
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SECP to appoint an inspector to investigate the paomg’s affairs. Because neither the
Companies ordinance nor the Code recognizes shatersowho represent less than ten
percent of the company’s share (the minority shalddr), no analogous provision exists
for these shareholdersTherefore, it is expected that in the Pakistaomtext with less or
no protection for minority shareholders with le$srt 10% holding, this study offer
interesting results by investigating the relatiopgtetween ownership structure and COC
than those from the developed world.

Third, Pakistan’s constitution requires that al$éaconform to Islarh Although, the
fiduciary duties set by SECP are initially based Aimglo-American common law and
shareholdingmodel of CG, but more importantly, they must atsmform to Islamic
business ethics (Ibrahim, 2006). In this reganshngt Islamic notions are incorporated in
Pakistani CG code, such as accountability, tramsmgr and responsibility and these can
have important implications for the level of CG q@rance and disclosure (Abu-Tapajeh,
2009; Ahmad, 2011afor example, the Islamic models of ‘Hesab’ and fifaére related to
several theories discussed in this thesis, suchessurce dependence, stewardship, and
stakeholder theories (Bhatti and Bhatti, 2010)thiis regard, the norm of ‘Hesab’ (account)
specifies that the directors as individuals shdugdtrustworthy with resources under their
control (Bhatti and Bhatti, 2010). Therefore, dices are answerable to the creator and will be
rewarded or punished for their actions (Abu-Tapan009; Ahmad, 2011b). Similarly, the
concept of ‘Taklif' indicates that the managersr@sponsible persons, are the trustees of the
firm’s resources and should act as guardians arafests for stakeholders (Rahman, 1998;
Igbal and Mirakhor, 2004, Heart al, 2011). Such Islamic values can potentially wosk a
governance mechanisms which can discipline exezsitimd diminish agency problems.

Specifically, it can be said that Shariah anotivates insiders to reliably signal quality
information to the stakeholders by offering exteasCG information (Baydoun and Willett,
2000). Consequently and similar to Anglo-Americasurdtries, Pakistan is following the
traditional shareholdingmodel of CG. However, Pakistani executives are ebgueto be

socially responsible as encouraged by the intrils$a&enic principles.

1 “(Article 2-A of the Annex to the Constitution oéttslamic Republic of Pakistan (the Objectives Refm) and article
227 of the Constitution of the Islamic Republic akiBtan 1973 explicitly incorporate Islam into t@enstitution. Article
2-A of the Annex states:Wherein the principles efacracy, freedom, equality, tolerance and soadietige as
enunciated by Islam shall be fully observed; Whetke Muslims shall be enabled to order their lireshe individual
and collective spheres in accordance with the tegghiand requirements of Islam as set out in theyialran and the
Sunnah. CONST. ISLAMIC REPUB. PAK., Annex, art. 2285)L).

Article 227 of the Constitution of Pakistan stabespart: All existing laws shall be brought in confuty with the
Injunctions of Islam as laid down in the Holy Qurand Sunnabh, in this Part referred to as the Injiorts of Islam, and
no law shall be enacted which is repugnant to sugmbtions. CONST. ISLAMIC REPUB. PAK. art. 227(1) @)97

2 According to Cerimagic (2010)Jslamic Sharia laws tend to adhere strictly on tmimgiples and values intimated in
the Qur'an... The law is there to protect the welfafralbthe parties involved. The clearly stated matof these laws
can make business easier and have less risk. Aateahet of Islamic law is that it seeks to providstice and
fairness to both partie’s
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Fourth, of close relevance to the current studg study conducted by Tariq and
Abbas (2013) who investigate the degree of CG campé with PCCG using a weighted
index. They divided clauses of the code into quiailie units as they believe that all
provisions of the code are not equal in importarideey then assigned different weights
ranging from O to 5 to the clauses to distinguisé importance of each provision for
reporting purposes. Their findings suggest thah legmplaint firms are less profitable
than average compared to low compliant firms. Tluene be several reasons for such an
unpredicted finding. For instance, Bozec and Bd28d41) argued that the rating of CG
provisions might significantly be affected by sudtjee view of analysts which may result
in incorrect inference, indicating that CG proviso should be equally weighted.
Additionally, they used a sample of 119 firms whiohy impact on the generalizability of
the findings. Therefore, this study re-examinedbestruction of the CG index using other
method such as un weighted CG index based on 20@Z5R0 investigate the relationship
between CG compliance and firm value using COC.

Fifth, prior studies have not explored the factonfluencing the level of
compliance and disclosure with PCCG 2002. In aolditd those traditional CG variables,
this study examines a number of variables whichehast been examined widely before
even in the international literature. For exampihe, study investigates the impact of the
presence of foreign and female members on the lemmdell as government and foreign
ownership on the level of CG compliance for Pakislated firms.

Sixth, studies in Pakistan on the potential impaficCG on different aspects of
corporate performance have mainly focused on fi@hnmerformance (Mir and Nishat,
2004; Shaheen and Nishat, 2004; Javid and Igb8@B;20asser, 2011; Azamt al, 2011,
Tarig and Abbas, 2013), dividend policy (Mehar, 20Bhmed and Javid, 2009; Ahmed
and Javed, 2010; Afzal and Sehrish, 2010; Afza Mitda, 2011), earning management
(Ali Shahet al, 2009). In contrast, studies investigating thatrehship between CG and
COC for Pakistani firms are limited and only exaenihe relationship between CG and
COE (e.g., Ali Shah and Butt, 2009; Butt and Has#0()9; Rehmaret al, 2010). For
instance, Butt and Hasan (2009) investigated thmaahof board size, board composition
and CEO duality on leverage and reported mixedltes8imilarly, Ali Shah and Butt
(2009) investigated the impact of CG on COE anantefnat for the limited CG variables
that they examined, only board size and managewakrship has a negative relationship
with COE whereas board independence and audit ctieertiave a positive relationship
with COE. This research differs from prior reseawrh Pakistan in several means. For

instance, prior researches have focused on few ersmdf governance provisions (e.g.,
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Javid and Igbal, 2008) or on one governance varidbbwever, this study constructs an
index containing 70 provisions categorised in fsu-indices. Also, prior studies (Butt
and Hasan, 2009; Shat al, 2009; Afza and Mirza, 2011; Tariq and Abbas, J0iave
studied less firms than the current research. Theist study employs balanpanelfrom
2003 to 2013, while prior studies employed unbatadata and for a smaller period of
time. Therefore, this study is more comprehendram tprior studies with respect to sample
size and the time period covered.

Seventh, using a sample of 19 Pakistani Banks peeiod of 2005 to 2006,
Rehmanet al, (2010) investigated the impact of several CG masms on COE and
report empirical evidence that CG has no role aguceng the COE. As explained above,
most of the studies investigated CG mechanismsfiamdperformance using individual
CG variables rather than CG index. There is ndystto the best of my knowledge, that
has investigated the relationship between CG an@ @@h CG index. It can be argued
that effective CG mechanisms can minimize the oisthe firm which leads to lower COC
for firms. Therefore, this can lead to an increiasthe value of the firm. The current study
adds to knowledge by providing evidence on thetimiahip between CG standards and
firms’ COC.

Finally, Pakistan has adopted the Anglo-Americardehon order to improve CG
standards in its corporate sector. This may raisati@al question as to whether Anglo-
American model of CG is appropriate given the défeces in culture between Pakistan
and those countries. Agency problem is expecteoetalifferent in developing countries
like Pakistan due to the nature of ownership stmast where the conflict of interests is
between minority (outsider) and majority (insidehareholders instead of managers and
shareholders as is the case in UK and US (BozecBazéc, 2011). For instance, the
dominance of family members on a board may dimitighinfluence of Independent Non-
Executive Directors (INED) representations on tlkard and that is against the spirit of
good CG (Butt and Hasan, 2009). They provide ewdesupporting the argument that
agency problems vary according to the economicitiond, ownership structures, cultural
underpinnings, and capital market development. &foee, family ownership is expected
to discourage firms from practicing good CG whiclaynmpact negatively on firms’
decisions, particularly in emerging markets. Theref this study sheds light on whether
the adaptation of commonly accepted CG standardpr@sosed by Anglo-American

countries can improve the CG practices in emergoanomies like Pakistan.
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1.3 RESEARCH QUESTIONS

Given the differences and similarities between tgpex world and Pakistani CG
environment discussed above, this study seeks sweanthe following seven research
questions. First, what is the level of compliangthwhe CG provisions of 2002 PCCG by
Pakistani listed firms? This research question stigates the extent to which Pakistani
listed firms comply with PCCG. Following the litéuae (e.g., Elghuweett al, 2016;
Ntim et al., 2012a), a CG index has been used to investigateCth compliance for
Pakistan. The second research question investigatas whether the introduction of 2002
PCCG has improved Pakistani CG practices.

The third research question investigates the datamts of CG disclosure with the
2002 PCCG for Pakistani listed firms. The CG litara suggests that the traditional firm
ownership structures and audit/board charactesistan be the main determinants of CG
disclosure (e.g., Chalevas, 2011). Thus, followtimg recent CG literature, the ownership
structures and audit/board characteristics aresiigeged in this study. Importantly, this
study examines a number of CG variables which maibeen widely investigated in the
past in Pakistan such as, the presence of foreignfemale members on the board and
government and foreign ownership.

The fourth research question deals with the associdetween CG disclosure and
the firms’ COC. Fifth research question inves#gathe impact of different individual CG
structures (e.g. audit firm size, size of board bhodrd diversity) on firms’ COC. Notably,
the current study uses a number of audit/board achenistics to investigate this
relationship for the first time for Pakistani lidtérms. How different ownership structures
(e.g. managerial Ownership, Institutional ownersigovernment Ownership, Foreign
Ownership, and Block Ownership) impact on firms’ €@ the sixth research question
investigated in the current study. Finally, theesdl research question investigates how
different CG structures impact both on Cost of Bguapital (COE) and on a firm’s Cost
of Debt (COD).

1.4 SUMMARY OF MAJOR FINDINGS

Using the data of 160 Pakistani firms for eleveargefrom 2003 to 2013, this
thesis has examined the level of compliance WI@GI, factors influencing the level of
compliance and the relationship between CG stracamd firm COC. The reported
findings relating to the CG disclosure suggest timternance disclosure has improved

over the study period with an overall increase 41666 over eleven years of tiRCGI
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from 2003 to 2013. The findings of the study alsggest that the introduction of 2002
PCCG has improved CG standards among Pakistagd lfstns. The results of the study
suggest a positive and significant relationshipdeen institutional ownership, government
ownership and foreign ownership witRCGIl. However, study report significant and
negative nexus between board size and block owipevsath PCGI. Further, the findings
report no relationship between director ownershiglit firm size, board diversity on the
basis of gender and board diversity on the basisatibnality with level of governance
disclosure compliance.

The results on the relationship between CG and (GD@yest that there is a
negative and statistically significant relationstoptweenPCGI and COC. Similarly, a
negative and significant association between blmekership withCOC is reported. The
reported results indicate that there is a posiawvel significant relationship between
director ownership, foreign ownership and boardediity with COC. However, the
relationship between Institutional and governmenhership, big4 and board size with
COC reports no significant relationship.

1.5 CONTRIBUTIONS OF THE STUDY

Several studies that include Pakistani listed firmsheir samples, either examines
the nexus between CG disclosure and firm finanmeaformance (Javid and Igbal, 2006;
Javid and Igbal, 2007; Ali Shah, 2009) using ROAHRand Tobin’s Q or the relationship
between CG disclosure and COE. These studies dexpidre whether and to what extent
Pakistani firms comply with CG recommendations ssged by the 2002 PCCG, nor do
they examine the factors influencing the level ofmpliance. Distinctively, the current
study uses a researcher’s self-constructed CG iadex proxy to measure the firm-level
CG compliance and disclosure with 2002 PCCG. Anyaismof CG literature advocates
that a good number of studies have been condunte@veloped markets to analyse the
effectiveness of CG codes. Therefore, investigati compliance and disclosure in
different regulatory, cultural, institutional ands@ontext is essential as it is likely to come
up with different findings. In one hand, severaearches analysing determinants of CG
compliance have been performed in the develope#tatsaawith generally similar CG and
institutional settings. On the other hand, faciofkiencing the level of CG compliance
and disclosure in emerging markets like Pakistdrere empirical findings are rare, is vital
in providing a broader picture of CG compliance distlosure behaviour.

This study makes numerous contributions and extesdo the extant CG literature.
First, using one of the largest manually collectlada set on CG in emerging markets
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directly from firms’ annual reports (i.e., a samplel60 Pakistani listed firms from 2003
to 2013, with 1760 firm-year observations), thisdst reports the findings on effectiveness
of CG reforms in Pakistan. Precisely, it providietailed findings on the CG disclosure
level with 2002 PCCG. Similar to limited numberpofor studies in emerging markets, the
introduction of 2002 PCCG facilitates consistencly @G standards; the results
recommend that CG practices still differ largelycmm Pakistani listed firms over the
period eleven year examined.

Second, the current study offers evidence that tatap of commonly accepted
CG standards as proposed by UK Cadbury Report t@@2improve Pakistani firms’
value. Though legal enforcement is not as strongnageveloped world, the evidence
suggests that Pakistani listed firms have comphkad PCCG, to some extent, with those
provisions largely drawn from UK code. Hence, ih ¢ argued that reliance of emerging
markets on Anglo- American model of CG regime topiiave their CG practices is
justified.

Third, and following the recommendations of CG rhtere that governance
practices may be well investigated with the helppd€G compliance index, the current
study offers a researcher’s self-constructed C@xrttiat contains five sub indices. With
the help of this CG index (thBCGI), numerous issues related with CG in Pakistani
corporate setting may be investigated. Due to testipnable applicability of weighted
and analysts’ CG indices, this CG index can heligeani policy makers and researchers
to conduct additional empirical studies.

Fourth, the current study offers empirical evidencehow traditional ownerships
influence the CG compliance level of Pakistani 8rrfor the first time. Fifth, the present
study also provides empirical evidence on how b@andit characteristics can influence
the CG compliance level. Specifically, it offersidance for the first time on how gender
and nationality diversity in the board can influenthe CG disclosure level. Sixth, the
current research offers a multi-theoritical apploacthe CG literature that considers most
of the relevant theories which can be useful feeagchers to examine other CG issues in
Pakistan and similar corporate contexts as distedeatures of Pakistani context is likely
to result in mixed predictions on CG code’s abilityimprove CG standards and firms’
value by decreasing COC.

Seventh, to study the value creating role of CGhaerisms using an alternative
approach (COC) to those which were used in previtersture (ROA, ROE and Tobin’s
Q), is another contribution to the extent literatais there is a lack of empirical evidence

on CG compliance and COC. Finally, this study pdegi empirical evidence on factors
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influencing level of CG compliance and on the negfti€G-COC by applying alternative
variables, estimations and models. Further, analjig@e been performed to test whether
the main findings of study are robust to alterratrariables, firm level characteristics, and
endogeneity problems. These analyses includesnatiee CG index (weighed CG index),
alternative COC measure (COE and COD), lagged @@tste, fixed or random effect
and 2SLS model. Arguably, it has improved the kelity of the findings.

1.6 THESIS ORGANISATION

This study is organised into eight chapters. F&slapter aims to present the
objectives of the study, discusses background,am®plmain motivations, lists out the
research questions and summarises the researatbaotohs. Chapter two will define CG
in detail includingshareholdingandstakeholdingmodels. This chapter will also present a
review of Pakistani CG framework. Specifically, tegternal CG structures including
regulatory and supervisory bodies will be discusgettiitionally, it will also shed light on
CG framework including CG reforms and listing rules

Theoretical and empirical review of literature @vel of compliance with PCCG,
determinant of CG compliance and CG-COC will beriedr out in chapter three.
Particularly, it is orgnised in four parts. The tpane will discuss existing theories related
to CG practices and firms’ COC. The second parthef chapter reviews the empirical
literature on the level of compliance with CG dastire from both developing and
developed countries. The third part will review #dsting empirical literature of factors
influencing level of CG compliance and the develepinof the hypotheses tested in the
current study. Chapter four will discuss the resleatesign in three sections, namely the
sample selection and data sources, research mébggdand statistical analysis. Chapter
five will discuss the modelling techniques usedhie study and the empirical findings will
be presented in chapter six. Chapter seven wibrtetpe findings based on the robustness

analyses and the conclusion of the study will les@nted in chapter eight.
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CHAPTER 2

2 CORPORATE GOVERNANCE IN PAKISTAN:
BACKGROUND AND FRAMEWORK

This chapter aims to define Corporate Governan€g),(grovide a brief discussion
on CG models established within the internationalvé&nance literature and then to
present a comprehensive description of CG frameworkPakistan. This chapter is
organized as follows. Section 2.1 provides a dsomson definitions of CG. Section 2.2
discusses the different CG models. Section 2.3eptegshe CG model in Pakistani context

while section 2.4 presents the summary of the @napt

2.1 DEFINING CORPORATE GOVERNANCE

Corporate governance (CG) has emerged as a nemaggkndent field of study in
last three decades (Denis, 2001). It cuts acroffereht disciplines (e.g., finance,
accounting, management, economics, law, politiggmzational behaviour). A number of
definitions of CG exist in the literature (e.g.,I@fer and Vishny, 1997; OECD, 1999).
Although there are many definitions of CG, scholarsl researchers categorize these
definitions into two types as either “broad” or fraw”. This categorization is based on
the degree to which a CG system is concentratingatesfy shareholders only or all
stakeholders. Hence, it can be called narrow ifsystem of CG is emphasizing only on
the shareholders (Sternberg, 2004; West, 2006kaadn as broad if it is trying to satisfy
the wider interests of various different stakeholgleups (Gillan, 2006).

A narrow CG definition has been given by a numbesaholars. For instance,
Sheikh and Chatterjee (1995, p.5) defined itasystem whereby directors are entrusted
with responsibilities and duties in relation to thdirection of company’s affaits
Similarly, it is “...the way in which suppliers of finance to corporai@assure themselves
of getting a return on their investmér(Sheifer and Vishny, 1997 p.737). Sternberg
(2004, p.28) also defined it as/dys of ensuring that corporate actions, agents asgkts
are directed at achieving the corporate objectivetablished by the corporation’s
shareholders 1t is clearly noted that these definitions amncentrated on shareholder’s
wealth.

The broad CG definition is been given by Sir AdriarWorld Bank Report (1999,
p.7) as “...concerned with holding the balance between econamit social goals and
between individual and communal goals....the ainoialign as nearly as possible the

interests of individuals, corporations, and societgimilarly, the OECD (2004, p.11)
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definition is “...a set of relationships between a company’s bodsdshareholders and
other stakeholders. It also provides the structtlieough which the objectives of the
company are set, and the means of attaining thbgectives and monitoring performance
are determined Another definition is “..the system of check and balance, both internal
and external to companies, which ensures that compalischarge their accountability to
all their stakeholder and act in socially responsilway in all area of their business
activity’, (Solomon and Solomon, 2004, p.14).

As explained above, the literature has mainly a@efitCG in these two entirely
opposing models: the broad and narrow models (Rassouwet al, 2002; Agleet al,
2008). A broad CG structure is usually referrecsostakeholdingdue to its perception
that firms are responsible and accountable to lthetakeholders of whom shareholders are
merely one. On the other hand, a narrow CG straaginormally calledshareholding
due to its consideration of firms to be primarilgsponsible and accountable to their
shareholders. Fundamentally, these models havé deghcountry origins. Particularly,
Aguilera and Cuervo-Cazurra (2009) have suggesiaid'dstakeholdingmodel tend to be
common in Asia and Europe, like Japan and Germaitty eivil or Scandinavian origin,
whilst the shareholding’CG structure is usually found in Anglo-Americaruntries, such
as the US and UK with common laws origins. Argualflgkistan has an Anglo-Amrican

or ‘shareholding’CG structure with common law origin.

2.2 CORPORATE GOVERNANCE MODELS

This section provides a brief discussion @hareholding’ and ‘stakeholding’

models of CG including the theoretical assumptichsyacteristics and criticisms.

2.2.1 The Shareholding Model

According to this model, the purpose of corporatien shareholder value
maximization and dominance (Schwartz, 1983). Barid Means (1932) suggest that the
shareholding model involves the separation of ogmprand control, and thus, it assumes
that the firm must be operating primarily for timerest of its owners. Therefore, there is a
serious issue of agency problem where the pringifsdareholders) have to appoint agents
(managers) to control their business on their belddnce, it is likely to be risky that
managers and directors will try to look after theierests rather than that of shareholder
(Letzaet al.,2004).

In response to agency problems, the shareholdirdghsuggests some solutions in

resolving conflicts of interest between principated agents. Firstly, this model suggests
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introducing a code of CG which includes disciplirethics, fairness, independence,
transparency, and independency to control managedsdirectors behavior (Cadbury,
1992). Secondly, this model recommends that canstri@aee competition must be
encouraged (Letzat al, 2004). Third, it emphasizes the bringing in et contacts to
control and run the affiliation between the labaod owners (Jensen and Meckling, 1976).
Finally, Weimer and Pape (1999) propose the retefiment of the system of managerial
incentive by familiarising performance related mgeraent reward schemes to align the
interests of managers and shareholders. On the loémel, the shareholding model limits
external interventions forced on corporations froentral authorities and government

which may disturb the operations of free marketr{HED95).

2.2.2 The Stakeholder Model

According to the stakeholder model, the purposa a@brporation is not only to
maximize the wealth of shareholders, but to max@mize firm value to society, i.e.
maximize the welfare of stakeholders (Blair, 199B)is model suggests that companies
should consider the interest of all stakeholderso whay be affected by the firm’s
operations. Theoretically, governance problemseaeggerated because of the absence of
stakeholders’ participation in the operations @&f plublic and private corporations (Leta
al., 2004). Like the shareholding model, this modelsiders the separation of control and
ownership as CG problem (Keaselyal., 1997). However, the stakeholder model rejects
the hypothesis that only managers and shareholmlersmportant partners in such a
relationship (Blair, 1995).

The stakeholder model provides different solutiaasCG problems. First, it
suggests a move from one-tier to a two tier boardcaire for achieving a wider
representation of the interests of stakeholderslliMa2007). In such a stakeholder
governance framework, companies have dual boaodtate including management and
supervisory board. A supervisory board will hawdeanocratic element with representation
elected by employees as well as other stakeholdeis) as investors, suppliers, and
government representatives on behalf of broadeneegof society (West, 2009). Usually,
management board strategic decisions-making needsw tverified by the supervisory
board, which makes it more possible to run the @aons in the best interests of all
stakeholders. Second, it emphasizes on building-term and trust worthy relationship
between stakeholders and firms (Letaal., 2004). Stakeholding model boosts closer
contacts among managers, shareholders, suppl@traditors to achieve a balance in the
interest of stakeholders (Rwegasira, 2000). Finaly presence of block shareholders

from different stakeholders, such as banks, emglaygon, and government, leads to high
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ownership concentration (Rwegasira, 2000). Thiscentrated ownership provides better
monitoring of management that reduces the agensty co

Stakeholder model has been criticised in severgbwhirst, it is not suitable with
the concept of business, governance and propeghgsri(Letzaet al, 2004; Solomon,
2010). Second, the definition of stakeholder alsmnss to be ambiguous. Since,
stakeholders are all who can affect or be affettedhe business, the number of those
people whose interests need to be consideredtisqustless (Sternberg, 2004).

Third, it is incompatible with the concept of CG. major CG notion is
accountability: the accountability employees to agers; the accountability of mangers to
directors, and the accountability of directors bargholders (Sternberg, 2004; Solomon,
2010). The model advocates that firm should be wdedle to the shareholders and
stakeholders as well(Letz al.,2004). Hence, this model regards firms as accbolsta
everyone. In this regard, King Report (2002) sugg#sat a firm which is accountable to
everyone is basically accountable to no one. Algfioan exception of this is Ackoff's
circularity of accountability within democratic garations. Finally, the model does not
offer operational independent standards by whicipa@ate managers (agents) can be

judged.

2.3 CORPORATE GOVERNANCE MODEL IN PAKISTAN

As discussed in section 2.2, the CG regime in Pakiss mostly influenced by
shareholderingnodel of CG where shareholder’s interests are pamam(Javid and Igbal,
2008; Tariq and Abbas, 2013) for the following #hreasons. First and like other Anglo-
Amrican countries, Pakistan has a common law ari§ectond, Pakistani corporate law is
based on British India Act of 1913 before the appuent of company Law commission
by Pakistani government in 1959 which started waykinder the name of Corporate Law
Authority (CLA) under the ministry of Finance. Fllya Pakistan benefits from the UK and
South African CG reform initiatives (Ibrahim, 2006or investor protection, the Security
and Exchange Ordinance (SEO) was issued in 1988 hasic Securities Law. The
Companies Ordinance (CO) sets the rules for reiguktand governance of the companies
in 1984 based on common law. A new institution,usiées and Exchange Commission of
Pakistan (SECP) was established under the SECIMAK999. The SECP is responsible
for supervisory functions of stock exchanges iniglgdissuing securities, brokers, and
takeovers.

For this purpose, the first Pakistani Code of CE&{&) was presented by the
SECP in March 2002. It was an important developm@n€G reforms in the country. The
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code was developed by the joint efforts of SECPlastitute of Chartered Accountants of
Pakistan (ICAP) (Javid and Igbal, 2008). Similatlye code issued by SECP is intensely
influenced by UK governance regulations (Tariq abas, 2013).This influence was
likely for these two main reasons. First, beingoaxmonwealth country, Pakistan has a
historic link with the UK, as the country was ati& colony till its independence in 1947.
Second, according to Solomaet al. (2003) to attract foreign investments and to be
globally competitive, emerging countries tend togtccommonly accepted CG standards.

The Pakistani CG environment can be classified ietgernal and internal
framework. Concisely, external CG refers to the tanthat is exercised over the
corporations from the outside. In Pakistan, theml CG framework comprises of: (i) the
Ministry of Finance (MoF); (ii) the Corporate Lawuthority (CLA) (iii) the Security and
Exchange Commission of Pakistan (SECP); (iv) tregeSBank of Pakistan; (v) Karachi
Stock Exchange (KSE); (vi) Lahore Stock Exchang&H); (vii) Islamabad Stock
Exchange (ISE); and The Pakistan Stock ExchangX)(Phe Corporate Law Authority
(CLA) was an attached department of the MinistrfFwfance which was restructured into
SECP in 1997 under the Capital Market Developmdah Bf the Asian Development
Bank (ADB). Similarly, The PSX is the official stoexchange of Pakistan launched on 11
January 2016 after the merger of individual stogkhanges’ of Karachi, Lahore and
Islamabad. On the other hand, an internal CG rdéethe way in which corporations are
governed from within. Internal CG mechanisms of iB@ak consist of: (i) Companies
Ordinance 1984; (ii) the listing rules; and (iinet Pakistani Code of Corporate Governance
(PCCQG). In the next subsections, the external Aedrternal CG framework of Pakistan
are briefly discussed.

2.3.1 The External Corporate Governance System

The external Corporate Governance (CG) frameworRakistan is shaped by a
number of influences. First, it is made up of kayoecement bodies and financial
regulators, which are primarily responsible for ihglementation and enforcement of
corporate regulations. Second, there are legigldéiws and instruments that firms have to
comply with. The main institutions and regulatonsitt shape the Pakistani external CG
framework includes: (i) the Ministry of Finance (M (ii) the Security and Exchange
Commission of Pakistan (SECP); (iii) the State BafkPakistan; (iv) Karachi Stock
Exchange (KSE).
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2.3.1.1 The Security and Exchange Commission of Pakistan

The SECP is the successor to the erstwhile of dhgocate law authority that was
working under MOF. The reorganization process oAQias been started in 1997 with the
plan of Capital Market Development under the Asiaevelopment Bank (ADB). The
SECP act was approved by the Assembly in Decenf¥®f.1n pursuance of that act, the
SECP starts operations in January of 1999 as amauious body. This act provided
financial and administrative independence to tlganisation to implement the CG reform
program for the capital market.

The SECP was established as a market regulatoncag@ad it is held responsible
for supervisory functions of stock exchanges. laisital financial regulatory agency in
Pakistan for the regulation of the capital markatsl control of corporate entities. Its
principal objective is to build an efficient and desn corporate sector with a capital
market based on comprehensive regulatory valuesder to boost investment and foster
the country economic growth. The SECP has two rdaartments under the company
law division, namely, Corporatization & Complianaed Enforcement department. For
instance, Corporatization & Compliance departmentesponsible for administration of
the companies Ordinance 1984 or rules made undeer atelevant laws whereas
Enforcement department is responsible for regutaéind enforcement of firms listed on
stock exchange (SECP, 2013).The SECP has been meagensible for supervisory

functions of stock exchanges including issuing s&es, brokers, and takeovers.

2.3.1.2 Pakistan Stock Exchange (PSX)

The PSX is the official stock exchange of Pakistath trading offices in Karachi,
Islamabad and Lahore. By December 23, 2015, 555anies have been listed on the
exchange with the overall market capitalization$éf/ billion. The investor consists of
1,886 foreigner institutional financiers and 888dbinstitutional investors alongside 0.22
million of retail investors. Additionally, there erabout 400 brokerage houses that are
members of the PSX and 21 asset management firms.

The Karachi Stock Exchange (KSE) Limited was fouhda September 18, 1947
in Pakistan and made responsible for listing firam&l trading of shares by protecting
shareholders’ wealth. It was Pakistan's only formsigick market to provide financial
information of listed firms to investor and onetbé oldest stock exchanges in South Asia.
The KSE was cited among 10 best stock markets enwtarld in 2015. According to
Bloomberg the Pakistani benchmark stock market index isthire-best performer in the
world since 2009In June 2015, Khaleej Times reported that sinced2@@e Pakistani
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equities delivered 26 percent a year for US dadlaestors, making Karachi the best-
performing stock exchange in the world.

The Lahore Stock Exchange (LSE) was the second stagk exchange afterward
Karachi Stock Exchange in the country. The LSE established in October 1970, under
the SEO of 1969 in retort to the requirements ef phovincial metropolis of the Punjab
province. Initially, it had eighty three memberglamas based in Lahore. The number of
listed firms was 519 since the inauguration. Thé& ltfas 152 associates of which 81 are
from corporate, and 54 of them are individual mersbén Pakistan, the LSE was the
pioneer stock exchange to practice the internetpaadently 50% of the transactions are
done through the internet. It assisted firms teadinancing from the public and helped
investors by providing information to help them radke best investment decision. It was
formally inducted into the national PSX on the 14tldanuary 2016.

Islamabad Stock Exchange (ISE) was the newesteofhiee stock exchanges of
Pakistan and it is located in the capital of Islaath The ISE was incorporated as a
guarantee-limited company on 25 October 1989 amislbad. It had as its main object, the
setting up of a trading and settlement infrastmectuith an information system and skilled
resources that is accessible for a fair and ordadgket trading. It also aimed to be ranked
with the best in the world. It was licensed as @clstexchange on 7 January 1992 and
started trading in July 1992. The ISE was corppeatiand demutualized on August 26,
2015 by the Stock Exchanges (Corporatization, Daaliziation and Integration) Act,
2012. As a consequence thereof, its name was ctia@ogéslamabad Stock Exchange
Limited. With effect from January 11, 2016 the mskbad Stock Exchange was integrated
with the Karachi and Lahore Stock Exchanges Limitedform the Pakistan Stock

Exchange Limited.

2.3.2 The Internal Corporate Governance System

The Pakistani internal CG framework comprises efugbry corporate law and
codes, including: (i) the 1984 companies ordinaficethe listing rules; and (iii) the 2002
Pakistani Code of Corporate Governance (PCCG).

2.3.2.1 Companies Ordinance 1984

The Companies Ordinance (CO) sets the rules farlaégns and governance of
the companies in 1984 based on common law. Forstaverotection, the Security and
Exchange Ordinance (SEO) issued in 1989 a basigrises law. The 1984 CO is a

comprehensive piece of legislation in Pakistan aocbrding to its own preface, it
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Ordinance to consolidate and amend the law relatiogcompanies and certain other
associations It includes all the legal rules and guidelines the businesses that are
registered with the SECP. This ordinance also ples/icontrol and legal assisstance to the
business community in Pakistan, with the SECP obsee a close check on the corporate
and financial entities to assure the interestdakeholders. The former Companies act of

1913 was in use for the similar purposes.

2.3.2.2 The Pakistani Code of Corporate Governance (PCCG)

As explained above, legislation regulating firmshhaviour has existed in the form
of Companies Ordinance 1984. Arguably, CG in Pakistas formally institutionalized by
the issuance of Pakistani code of CG (PCCG) in M&a@02. This issuance is regarded an
important development for CG practices in the counh general, PCCG adopted many of
the CG standards that had already been advocateddogational CG codes. Particularly,
Pakistan benefits from the UK and South Africaroref initiatives (Ibrahim, 2006). The
PCCG is based on UK reforms initiatives, thus, €abll compares and summarises the
key CG provisions of PCCG and the UK 1992 Cadbeyort for the following main
reasons. First, the PCCG is compared with 1992 @gdieport as the Pakistani CG code
is principally drawn from the UK code. Second, bGiB codes have similar CG provisions
on board characteristics, including, (i) Board Stwwe; (i) Board classification as
independent, non-executive and executive directms (iii) Directors’ trainings. Third,
despite these similarities, there are differencegeiv CG provisions between the two
codes. For instance Pakistani code requires theodige of board size with a minimum
requirement of seven members, number of board ng=etith a requirement of minimum
four meetings annually and disclosure of directhrareholdings among others. Finally and
as shown in the table 2.1, the 2002 PCCG is largjetylar to the 1992 Cadbury report but
the context of the Pakistan is different from the€. Oherefore, it is important to study that
either similar CG standards give similar resultgiffierent cultural, corporate and social
settings. Main elements of 2002 PCCG are furtherudised in this subsection.

i. Board of Directors

Similar to the UK code, the PCCG implicitly recoggé and pay attention to the
significance of effective unitary board of direcorapproach. Pakistani listed firms are
required to compose their boards of directors ngaimdm independent non-executive and
executive directors. Particularly, the 2002 PCCG@Goenages the effective representation of

minority shareholders by one independent direcaepresents their interests and at least
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one independent director representing financial row-financial institutions’ interests. It
also recommends that inclusive of the Chief ExeeuDfficer (CEO), the executive
directors should not be more than 75% of the edediesctors (2002 PCCG, i). This is
consistent with resource dependence theory thagpemdent and experienced non-
executive directors may bring independent judgem#rdt may help to acquire resources
and add value to the firm.

Due to their immense role and consistent with Uldesahe PCCG recognises the
importance of the firm’s chairperson. It suggesist,t preferably, the chairman of listed
firms shall be selected among non-executive dirsctoRespective roles and
responsibilities of CEO and chairman should berbtedefined including whether these
offices are held by same or separate individuaD22PCCG, ix). This is in line with
agency theory that the CEO is expected to behaperamistically in order to reap private
benefits at the shareholders’ expense.

With regards to board sub committees, the codegreses the crucial role of the
board to work efficiently and effectively. Similéao UK code, the PCCG suggests that
board of firms should have audit and remuneratiomroittees. It is recommended that
these committees should be formed with minimumhoé¢ members and with a majority
of non-executive directors. However, and unlike thé code, PCCG does not specify the
nomination committees and its formations. Furtibe PCCG puts emphasis on the
important role of the board of directors by recomdirg that board have a duty to
approve financial statements and shall report éodhareholders. Board of directors are
also required to establish a sound internal corgystem which has to be implemented
effectively in the firms (PCCG, viii (c)). In adébh, the PCCG expressed concerns about
the sufficient pool of directors in Pakistan widguired knowledge and skills to perform in
board room. As a solution, it recommends that tiseed firms shall make proper
arrangements to train their directors which endab&m to perform the affairs of listed

firms on shareholders’ behalf.
ii. Accounting and Auditing

The 2002 PCCG made several recommendations rétagertounting and auditing
to be followed by the Pakistani listed firms. Withspect to accounting, the PCCG
recognises the importance of accounting standaydsnbouraging firms to prepare their
financial reports consistent to the Internationatdunting Standards (IAS) and adequately
disclosed in case of any departure (PCCG, xix (d)jhis regard, the code placed several

responsibilities on directors. First, it mandateseaors to include statements in the
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directors’ report prepared under section 236 of games Ordinance, 1984. It should
include preparation of financial statements thaspnt fairly the state of affairs of firms,
maintenance of proper books of account, soundnaterontrol system, ability of firms to
continue as a going concern and a statement of aterial departure from the best CG
practices. Second, it suggests that the finantagments of listed firms shall be published
and circulated with directors’ review. Third, thede mandates that the trading of shares
carried out by the firms’ director, CFO, CEO andittspouses shall be disclosed. Fourth,
the code mandates the disclosure of board meetingsattendance by each director.
Therefore, the board is expected to state the &famt assumptions used in their
assessments. It is also expected to assist in @ermgrserious debates in the board
meetings in favour of shareholders and firms’ value

With respect to auditing, the PCCG recognise thpontance of internal audit
functions to insure the integrity of financial refog. As presented in Table 2.1, the audit
committee should have at least three members witiajarity of non-executive directors
and chairman to contribute in forming an indepengedgment. The committee have to
meet four times a year and in addition to that equest of head of internal audit or
external auditors. The responsibility of committeedudes reviewing the quarterly, semi-
annually and annual financial statements of the fivefore the approval of board of
directors. They are also responsible of reviewingnagement letter to be issued by
external auditors and the response of managemeihato letter. Audit committee is
supposed to monitor compliance with best practi€eCG& and identification of any
significant violations. Therefore, the PCCG recagsithe crucial role of audit committee
that can play in ensuring to produce the accunader@liable financial reporting.

ii. External Auditor, Internal Control and Risk maagement

Consistent with the UK code, the PCCG recognisesrtiportant role of external
auditors as a CG mechanism and makes a humbecarhmreendations. The code requires
a firms’ board of directors to appoint the exteraalitors for one year based on audit
committee suggestions. It restricts firms to appeixternal auditors that have not been
given a satisfactory rating by Institute of Char#gdcountants of Pakistan (ICAP) or a
partner of a firm that is non-compliance with timeelnational Federation of Accountants
(IFAC) guidelines on ethics. The PCCG recommendsrb listed firm’s external auditors

should be offered services other than auditingabsgrve IFAC guidelines in this regard.
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Table 2.1: A comparison of Corporate Governance d1002 PCCG and the 1992 Cadbury Report UK

Board of Directors

The 2002 Pakistani Code

The 199R2adbury Report

Structure of the board

The one tier board

Thetmmédoard

Non-executive director

At least one fourth of tloatd

Three directors at least

Independent director

Minimum one director

Two diogs at minimum

Chairperson

Preferably Non-Executive

Non-Exeeutdirector

Duality Role

A narrative that classifies the rg
of chairman and CEO

I&plit role of CEO and Chairpersg

Board classification

Independent, non-executive
executive directors

afbbn-executive and executiV

directors

Directors’ training

Provided, especially for new
directors

lYProvided, especially for newl
directors

Board Size

Minimum seven directors

Not specified

Number of board meetings

Four time a year

Not $igelci

Directors share dealings

Need to disclose inforonati

Not specified

Sub-Committees of the board

Suggested committees

Internal audit committee

Renmation, nomination an
Audit committees

Remuneration committee

At least three membersh thie
non-executive directors’ majority

Made by all or majority of the
director should be non-executive

Audit committee

At least three members with {

hEeorm by minimum of three with 3

—

majority of non-Executive least two non-executive directors
directors and chairman
Nomination committee Not specified Made by nonemive directors

with a majority

Accounting and Auditing

Accounting reporting

Accounting standards accordin
GAAP

j Accounting standards according
IASs

to

Internal Auditing

Establishment of internal audii
function

n Establishment of internal auditin
function

External Auditor, Internal
Control and Risk management

Internal control effectiveness

Have to establish wsrternal
control system

Have to establish an intern

control system

D

External auditing

Appointment and responsibilitie

s Appointment and responsibilities

Rotation of external auditors

Maximum three years

ot dpecified

Function of risk management

No coverage

Coveratje eirrow scope

Going concerns of the firms

Have to disclose

Recemdrd to disclose

Disclosure and Transparency

Chairman

Have to disclose responsibilities

Cleapoasibilities

Executive management

Not covered

Responsibilitiesrale

Ownership structure Clear distribution of sharemgd | Clear distribution of shareholdin
Related party transactions Have to disclose Not e

Narrative on compliance Have to disclose Disclesecommended

Board and CEO compensation Have to disclose Discorecommended

Source: Compiled from the 2002 Pakistani code &8 LCadbury Report
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The code recommends the rotation of external axgdafter every three years in
non-financial sector while after every five years financial sector. According to the
PCCG, the external auditors are required to issamagement letter to its board of
directors within thirty days of audit report. Thet@rnal auditors are also required to attend

the annual general meeting of the firms at leastropeting audit committee a year.

iv. Disclosure and Transparency

Following the UK code, the PCCG recognizes the neédransparent CG
disclosuresand recommend several provisions. It suggestsfitinas should disclose the
remuneration of top executives and directors iruahfinancial statements. In addition, the
PCCG differs from UK code in several CG provisioRksr instance, it is mandatory to
disclose the shareholding patterns with aggregateber of shares along with the names
of firms, directors or shareholders having morentli®% voting interest in the firm.
Further, the code recommends that firms shouldemddthe agency nexus by disclosing
third party transactions. In this respect, the PQ@GQuires firms to disclose information
regarding transactions that can involve a conftittinterests between principals and

agents.
v. Major Achievements and Weaknesses of PCCG

As discussed before, Pakistan embarked upon imporegulatory and legal
reforms to improve the CG standards. The issuaricBQCG was one of the most
important reforms and listed firms are requireccéonply with its provisions. The code
contributed in improving the CG practices by recanaing several CG mechanisms.
Though the code is less detailed than the UK ciideas the first attempt in Pakistan to
offer CG provisions in main areas, such as boardimctors, accounting and auditing,
internal control system and transparency and discéo In spite of the reliance on UK
code, the PCCG has some provisions that distinguisbm that of the UK. For instance,
the PCCG provides firms with a CG framework thatessitates firms to disclose
information of related party transactions. Furttibg code also requires firms to disclose

the detailed distribution of shareholding with naofidnolders.

3 According to Cambridge dictionayy Disclosure is the action of making new or secratrimiation known” According
to Standard & Poor's (2004)transparency involves the timely disclosure of adég information concerning a
company'’s operating and financial performance atsdcorporate governance practices. For a well-goegricompany,
standards of timely disclosure and transparency high. This enables shareholders, creditors andedrs to
effectively monitor the actions of management dedoperating and financial performance of the compdisclosure
is the action of making new or secret informationwn”.
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Despite the above mentioned achievements, the P&§iGhave some weaknesses.
First, it fails to recommend that listed firms shibinstitute other committees e.g. CG,
remuneration, risk and nomination committees. Pres of such committees are likely to
offer more independence to the board and help padorm its duties efficiently and
effectively. Second, the code offers no guidancernable shareholders to evaluate the
efficiency and effectiveness of the boards andsitis-committees and thus shareholders
may not be able to identify and differentiate trerfprmance of directors. Third, and
importantly, being a Muslim country by law, Pakist&€G code fails to promote Islamic
values such a$lesab® and ‘Taklif®* as complementary CG mechanisms. The use of such
Islamic values is expected to improve CG practimesicreasing directors’ responsibilities
and independence to protect shareholders’ interEstgth, the PCCG did not introduce
CG provisions related to informal rules which eralifms to minimize the negative
impact of these rules and encourage both direcammd managers to their official
responsibilities than social values. For instambear CG provisions about the definition
and responsibilities of independent director akelyi to mitigate directors’ inclination
towards personal relationships at the cost of $lwdders’ interest. Fifth, the code failed to
provide CG provisions to diffuse concentrated owhgrs. It could encourage firms to
disclose more CG information as market is expedtedvork more efficiently and
effectively in a business setting with less con@etl ownership. In this regard, agency
problem is expected to be reduced in less ownersbhifgentration. Finally, the PCCG
failed to emphasize the social responsibilitiefirais and focused mainly on shareholders’
interests. For instance, providing more CG provisicegarding society at large is likely to
motivate firms to disclose more CG information titract and win their confidence on
firms’ operations.

However, in spite of the Pakistani setting and gitlee PCCG’s dependence on the
Anglo-American model, the fundamental theoreticaddiction is that adopting high
governance standards in the form of CG code is rgipeexpected to improve CG
practices. Therefore, it requires to be empiricakamined in order to find out: (i) the
level to which Pakistani firms disclose CG inforioat (ii) the impact of traditional
ownership and audit/board characteristics on le¥ebmpliance with the PCCG; and (iii)
impact of level of CG compliance on firms’ COC.

4 ‘Hesab’ specifies that the directors as individuahave been trusted with resources (Bhatti and BH2010) and
therefore, they are answerable to the creator afidbe rewarded or punished for their actions caousatly in
hereafter (Abu-Tapanjeh, 2009; Ahmad, 2011b).

® ‘Taklif is that the managers, as responsible pess are the trustee of the firms and are likelgdbas guardians and as
agent of stakeholders (Rahman, 1998; Igbal and Moak004, Hearet al, 2011).
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2.4 SUMMARY OF THE CHAPTER

This chapter defined Corporate Governance (CG) amedented different CG
models as well as discussed the CG regime in Raki§irst, it defined CG including its
broad and narrow definition. Second, it discuseedd@G models. Specifically, it explained
the ‘shareholding and ‘stakeholding models of CG. Third, this chapter shed light on
Pakistani CG model. The CG regime in Pakistan flsenced by Anglo-Saxon model,
with a particular prominence on protecting sharéa’ interest. Specifically, this chapter
provided a brief discussion about external andrimatieCG systems. The external CG
system included explanations on Security and Exghaommission of Pakistan (SECP)
and the Pakistan Stock Exchange (PSX) while inte@& system comprised of
Companies Ordinance (CO) 1984 and the 2002 Pakistame of CG (PCCQG).
Nevertheless, the primary focus was on the 2002@.Ce reason for focusing on 2002
PCCG is because it is the main source for constigithe comprehensive Pakistani CG

Index PCGI) used to measure the overall CG standards in faakis
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CHAPTER THREE

3 THE REVIEW OF LITERATURE AND
HYPOTHESIS DEVELOPMENT

This chapter reviews the most relevant literatunetwo important firms’ decisions,
namely corporate governance (CG) disclosure angocate Cost of Capital (COC).
Specifically, it aims to accomplish four main oljees. Therefore, this chapter is
organised as follows. Section 3.1 discusses thar¢lieal literature on CG structures and
firm COC. Section 3.2 investigates the existing eiog literature on the level of
compliance with CG standards. Section 3.3 shedst lan the determinants of CG
compliance and also develops hypothesis. Sectdi8cusses the empirical literature on
CG structures and firm COC and develop hypothé&sstion 3.5 discusses the literature

on CG idex while chapter is reviewed in section 3.6

3.1 THEORETICAL LITERATURE OF CG
DISCLOSUREAND COST OF CAPITAL

This section discusses the most relevant theohias underlie CG disclosure and
COC decisions by firms. This assists the presamdysto develop its hypotheses and
interpret its findings. In this regard, it has beeiggested that there is no single theory that
can offer a complete understanding of why and homsf make corporate governance
decisions Carpenter and Feroz, 199Recently, there have been calls to use multiple-
theoretical approaches to overcome the inabilitindividual theories to provide adequate
explanations in relation to the effect of CG onpaate decisions (Filatotchev and Boyd,
2009). For instance, agency theory was employednsitely by researchers to explain
such decisions. However, it focuses only on conflielationships, e.g. between
shareholders and managers, whereas other stakehalgegenerally not considered or are
of secondary importance. This makes its explangtoryer limited. Reliance on its very
narrowly defined assumptions to conduct studies alag be problematic. Thus, despite
the usefulness of each individual theory in aswmistresearchers to explain firms’
motivations for making their CG decisions, the adwopof multiple-theoretical approach is
considered an appropriate method for reviewing tteoretical literature, developing
hypotheses and interpreting findings. The multiplesretical approach involves the
following theories: agency theory, managerial sligmg resource dependence,
asymmetric information and stewardship theorie® @lmoice of these theories is based on
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their direct links with the concept of CG and praiudies use of these theories, which
seems to fit better with the nature of this stuldythis section, the relevant theories are
discussed in relation to CG and COC.

3.1.1 Agency Theory

It is extensively employed by researchers to exammgency problems. The
principal-agent relationship has been the centr@l$ of this theory which has a direct link
to CG concept. In this subsection, a brief histofythe theory is provided in order to
highlight a number of key issues that facilitatelerstanding of its assumptions in relation
to CG.

From agency theory point of view, the root of C® t& traced back in separation
of ownership and control by the emergence of nemnfof business like professional
managed companies. Historically, Adam Smith (1p7606) stated thatThe directors of
such [joint-stock] companies, however, being theagers rather of other people’s money
than of their own, it cannot well be expected, tihaty should watch over it with the same
anxious vigilance with which the partners in a pit® co-partnership frequently watch
over their own. Like the stewards of a rich mamythare apt to consider attention to small
matters as not for their master’s honour, and veagily give themselves a dispensation
from having it. Negligence and profusion, therefareist always prevail, more or less, in
the management of the affairs of such a company”.

A number of scholars have addressed this issuadimg Berle and Means (1932).
There is a major problem when there are largeibligions of shareholders with small
number of shareholdings. In this situation, shagrs cannot control and monitor
managerial decision making. This separation of edi@ders (principal) and managers
(agent) in terms of ownership and control leadthéocritical issue which is called agency
Ccosts.

Similarly, Jensen and Meckling (1976) have focusedhe nature of contractual
relationship between shareholder and mangers aed to explain and resolve this
relationship within the given framework of agendydry. They (1976, p.5) defined
agency relationshipds a contract under which one or more persons fthecipal(s))
engages another person (the agent) to perform seemeices on their behalf which
involves delegating some decision-making authéoitye agerit

In similar manner, Shleifer and Vishny (1997, p.Jfdéfined the agency problem
as ‘the difficulties financiers have in assuring thaeir funds are not expropriated or

wasted on unattractive projettsThis can be in the context of shareholder ortdeliders
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as both are fund providers and need appropriatenr@in their investments. In the case of
shareholders, the return can be in the form ofdénd or capital gain whereas a creditor
needs the periodic interest payment and repaynigmtracipal or loan.

Although all the above scholars considered agenmplem differently, they
emphasise the need to resolve this problem in mditens. This need has become urgent
during the last decades where collapses of renovinred have shed more light on the
risks that are in the contractual relationship leé agent and principal. The following

subsections will discuss the agency problem irctirdext of agency theory in more detail.

3.1.1.1 Agency problem

Agency theory suggests that there are three maestyf agency problems: (i)
separation of control and ownership; (ii) confladtinterest among shareholders; (iii) and
conflict of interest between firms and other cociimas including creditors, customers, and
employees. Firstly, one of the main agency problésnseparation of ownership and
control in firms. As companies have a widespreashaireholders, it is not possible that all
shareholders can participate in the firm’s dailemgons. Hence, board of the directors
may mitigate this problem. The members of the b@aslelected by the shareholders to
manage the company. Secondly, other than cordfidnterest between the principal
(shareholders) and agent (Executives/managersye tloan be a conflict among
shareholders themselves (Shleifer and Vishny, 19%0r instance, if firms have
widespread shareholders, the block shareholdetsbedome the agent and the minority
shareholders will become the principal. Minorityasfholders have no or less opportunities
to influence in the firms’ management, therefoheytdepend on majority shareholders to
monitor the management of the firm. According tée8ar and Vishny (1997), the interest
of majority shareholders may differ from those thanority shareholders have. Thus, the
majority shareholders may easily expropriate thieamiy shareholders as they are not part
of managerial decision making and have less vatgigs.

Finally, the conflict of interests between the firtself and other contractors (i.e.,
customers, employees and creditor) is another dfpggency problems. Hansmann and
Kraakman (2004) indicate that a company can be edeas an agent in that it behaves
opportunistically, e.g. by misleading consumers axgropriating rights of creditors. For
instance, companies can expropriate wealth fronditons by investing in very risky
projects with high expected returns. In this camest of the gains will be captured by
firms, whereas the cost will be borne by credifdensen and Meckling, 1976). This leads

creditors to protect themselves through restrictimeenants and monitoring devices which
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at the same time help to create another type ai@geroblem related to debt (Smith and
Warner, 1979). In addition, agency theory suggésts there are three types of agency
costs due to conflicts of interest between shadsiel and managers (Jenson and
Meckling; 1976). Three different types of agencytsoidentified are (i) monitoring; (ii)
bonding; and (iii) residual cost.

First, monitoring the firm managers’ behaviour iery difficult to observe in
relation to their extraction of pecuniary and na@eymiary gains from the firm. Monitoring
has a cost that is borne by the shareholders tiegirtheir interests. This cost may be
incurred through contracts that have specific dauscluding compensation (incentive)
schemes. Further, monitoring can be improved whth dssistance of CG structures. A
considerable number of countries have issued CGescdd improve monitoring of
managers. For instance, firms listed in UK, areunegl to comply with the Combined
Code on CG and that code contain provisions foritoong the behaviour of mangers to
minimize the agency problem. Similarly, Pakistamidé of CG has several provisions to
monitor the executives of the firm such as independlirectors, internal control system,
and audit committee, among others (Full detailspaoeided in chapter two).

Second, the cost required constructing the monigosiructure and complying with
those structures (Jensen and Meckling, 1976) isvknas bonding cost. This cost is not
only the financial, but may also involve generatimgportant information for the
shareholders and markets. Denis (2001) suggestetliion to design a contract in which
all future possible events will be mentioned withi@ens. Mangers may agree to do such a
contract but it may not be possible to expect evetyre possible situation. In addition,
shareholders may have no knowledge of what marsgjersld do to maximize the wealth
as shareholders. In fact, managers have expergeeputation for which they are hired
by shareholders.

Third, despite designing bonding and monitoring n@@tsms and/or governance
structures, there can be still some divergence dmwthe decisions that will actually
maximize the shareholders’ wealth and actual afeafgsisions. Such losses due to
divergences in decision making are called resithgd. Conclusively, the sum of agent’s
bonding expenditures, the principal monitoring exgieures and any other residual loss is
termed as agency cost (Jensen and Meckling, 1976).

3.1.1.2 The Agency Relationship in Modern Corporations

As new form of businesses like joint stock companiemerged, agency

relationships have become more complicated. Ths rhativated scholars to address
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agency problems associated with those relationskipdy response was given by Smith
(1776) followed by Jensen and Meckling (1976) whrelsulted in the postulation of
agency theory. Jensen and Meckling (1976) ideroty ways by which managers can
decrease the wealth of shareholder which in tucreasses managers’ own interests. First,
agent may expropriate shareholders’ residual rigitawarding themselves overgenerous
remuneration packages. Second, manager may cortkemealth of company to increase
their own utility. Third, manager may go for invesnt of free cash flows and not pay the
dividend even in the absence of availability ofaattive projects. Finally, mangers may not
work properly for the best interest of shareholdgrslevoting less time and skills to find
new and attracting investment projects.

To decrease (increase) the agency costs resultomy the low (high) variance
between agent and principal’s interests, agencyryhsuggests that an internal and
external control system in the form of CG mechasisan mitigate different agency costs
(Haniffa and Hudaib, 2006). With regard to monitgricost, it proposes several internal
CG structures such as board of directors, auditisglaries, stock options, and
shareholdings (Eisenhardt, 1989). With referencebtmding cost, contract can be
constructed between shareholder and mangers, ¢oeliternal independent auditors to
audit firm’s financial accounts, to appoint indegent non-executive directors to provide a
functional board that can effectively monitor agenfmanagers), and managerial
shareholdings (Jensen and Meckling, 1976). In exdib internal CG structures, agency
theory suggests that external CG measures, suchadset for corporate control can be
effective. These measures are built on the assamphiat there is an efficient market,
which ranks managers according to their performaamoeé those with poor managerial
performance will be acquired (or merged) and imptb{Fama, 1980).

In conclusion, CG structures should increase thm fralue by decreasing the
agency costs including those monitoring, bondind essidual costs. In this sense, firm
value can be increased in two ways. First, firmugatan be increased by maintaining good
governance in the firm through increasing the fitexpected cash inflows. This in turn,
can increase firm’s accounting profit. Second, fwalue can be increased by decreasing
the firms’ COC which is used as discount rate latren to future cash inflows to calculate

the firms’ market value.
3.1.1.3 Governance disclosure and Cost of Capital in the odext of agency theory

In CG compliance and disclosure perspective, agetimory depends on

managerial incentives as the main motivation tocdles why and how firms tend to
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disclose information on their CG practices. Supgmsrtof this theory argue that CG
disclosure contributes to the shareholders weBkternal CG measures that demand more
disclosure can decrease information asymmetry getiay cost which leads to a lower
managerial expropriation (Jensen and Meckling, 12@6Portaet al, 2002). Internal CG
practices can increase information transparencydst shareholders and managers. For
example, more transparent information can assuaeeBblders that managers are not
investing in wasteful (negative NPV) projects feifsnterest (Jensen, 1986). Similarly,
additional disclosure increases shareholders cemdel that managers are not awarding
themselves excessive pecuniary and non-pecuniagefits (Jensen and Meckling, 1976).
Together, internal and external CG arrangements inarease disclosure to reduce
imperfect and asymmetric information for sharehddand creditors, which can reduce
investors’ risk and uncertainty and thus reducedctbst of equity and debt financing.

In relation to COC, agency theory posits that ageast impact on debt and equity
(Jensen and Meckling, 1976). They assume that thereconflict of interests between
shareholders, debt holders and managers, espeaiadly the firm is near bankruptcy in
what is known as the debt overhang problem.

The debt overhang problem arises due to managessnmzang shareholders
wealth when firm is near bankruptcy to the detrimefh creditors by investing in
excessively risky projects instead of less risky pasitive NPV investments. In this
regard, most of the profit goes to shareholderdeathie cost (down tail risk) will be borne
by creditors (Jensen and Meckling, 1976). Thereforeditors go for monitoring devices
involving restrictive covenants to protect themsslvis an agency cost in relation to debt
(Smith and Warner, 1979). The second agency prokleses due to conflict of interests
between shareholders and managers, i.e. betweear raafd minor residual claim.
Therefore, it is expected that managers could haled in excessive perquisite
consumptions in the form of pecuniary and non-pegyrterms.

To mitigate these two agency problems, agency thearggests that CG
mechanisms have a key role to play in this regammssumes that agency costs associated
with debt and equity can be minimised by two waysuse of debt financing as a CG
mechanism to decrease free cash available to manatge reduce managerial
expropriation; and (ii) increasing the manager@lity shareholdings in firms to motivate
and align the interest of shareholders and managers

In conclusion, agency theory emphasises the cruci@ of CG in corporate
decisions. It identifies the causes that resulagency problems and suggests ways of

mitigating these conflicts of interests. The masswanption of the theory is the concept
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that firms’ financing decision can be made by tngdoff between agency costs (i.e.,
monitoring and bonding) of debt and equity. Adogtand implementing CG structures by
firms, agency theory argues that agency costsectléd both debt and equity can be
significantly minimised (Mandeet al, 2012).Therefore, it is expected that better CG
practices can reduce the costs of debt and equtch in turn reduce the COC and
increase the firm value as CG has been designetitigate agency problems and, in turn,
reduce agency costs. For instance, CG reduces aniogitcosts associated with providing

credible financial information to equity holdersjifikya et al, 2005).
3.1.1.4 Agency theory in the Pakistani Setting

The government of Pakistan has taken numerous stepe last decade to reform
the CG in the country. As discussed in chapter &and subsection 2.3, the issuance of
Companies Ordinance (CO) in 1984, the SecurityExahange Ordinance (SEO) in 1989,
establishment of Securities and Exchange Commissidpakistan (SECP) in 1999, and
the issuance of CG code in 2002 constitute theerstone of reforms in the country.
Similar to other CG codes around the world, theif?aki Code of CG (PCCG) expects an
increase in accountability, responsibility, anchiarency by decreasing conflits between
shareholder and directors. Specifically, this ipamiant in Pakistani setting because of the
high level of concentrated ownership in PakistahisTownership concentration may
adversely affect the right of minority shareholdassthere may be a conflict of interest
between minority and majority shareholders (Baydetural, 2013). For instance, the
majority shareholders have the control to employedors and managers. Such
managers/directors so appointed may look afterteeest of those majority shareholders
rather than all shareholders and broadly, stakensld\dditionally, Boytsumet al. (2011)
argue that the politically associated personaliti@s be selected to high-ranking positions
on the board or management regardless of theirbddpaand experience to accomplish
those roles. Arguably, these decisions may adwersgdact firms’ COC and governance
compliance level. Therefore, agency theory is irtgdrin the context of Pakistan in

developing hypotheses and interpreting the restiicsirrent study.

3.1.2 Asymmetric information: Managerial Signalling Theory

Along with agency theory, different theories hawei developed to explain the
potential impact of CG on firms’ decisions. In tmegard, Buskirk (2012) argue that the
signalling theory is an extension of the agencytheFor instance, Ross (1977) addressed

the relationship between information asymmetry bath capital structures decisions and
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disclosures. He suggests that if a firm issues,delsends a positive and high quality
signal to the market as an outsider consider debt@G mechanism, and thus, the value of
the firm can rise because it sends signals thaages will work hard to pay, not only the
interest on the debt, but also, the repayment efptincipal amount borrowed or lent. In
addition, Leland and Pyle (1977) and Ross (197¥eld@ed a hypothesis that financial
policies of the firms and insider ownership helpswve the problem of information
asymmetry between external investors and managers.

Information can be asymmetrical either betweerrra &ind its workers or between
managers and investors who provide capital (Grekherad Stiglitz, 1990). They argued
that asymmetrical distribution of information betmethe buyers and sellers of financial
instruments may limit access to the equity marked ather type of financing for
generating capital. Furthermore, because of asynoakinformation between managers
and outsider investors, there may also be a capiti@ning in the loan market (Greenwald
and Stiglitz, 1990).

In decision making process, investors may faceptioblems of adverse selection
and moral hazard. Specifically, more moral hazand adverse selection refers to a
situation where managers may tend to make decistbas conflict with different
stakeholder’s interests. In this sense, an investoy face a problem in identifying a firm
with most capable managers who are acting to iseréam value (Rhee and Lee, 2008;
Kapopoulos and Lazaretou, 2007). Different soludibave been proposed to mitigate the
problems associated with asymmetric informatiorr. iRstance, Mishkin (1998) suggested
that investors have to choose between two optigiiker to consider the potential costs
related to adverse selection and moral hazard wienvalue a firm or take a decision of
not investing altogether.

Theoretically, by the good CG practices, a firm sand a signal to investors that
the management is working to maximize the sharemolekalth. This can attract potential
investors, which may lead to an increase in the’éirshare price (Beinat al, 2006). In a
same way as value of equity capital increase, tgt of equity capital may decrease
(Black et al, 2006; Cheret al, 2009). Furthermore, the appointment of non-etteeu
directors on the board can signal to investors ghitm has higher CG standards which
can lead to a rise in the price of its shares dmthately can result in a drop in the cost of
equity capital (CLSA, 2000; Cheat al, 2009). Similarly, disclosing information in araiu
reports positively signals to the market about ggodernance practices which leads to a
decrease in information asymmetry. Ultimately,anaaise the share price (Blaekal.,

2006). Overall, scholars have provided the badectirabe used to predict the relationships
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between different factors that may affect both G@ &rm value, as well as explain the

results in different contexts.
3.1.2.1 Signalling Theory in Pakistani Setting

Since the setting up in 2002, the Pakistani cod€@Gf has sought to improve
disclosure and transparency which reduces infoomasisymmetry. Specifically, listing
rules mandates listed firms to disclose regulasrimiation regarding any changes related to
ownership structure, board structure, significansibess transactions and performance
among others. This leads to enhancement in fitex&l of financial and non-financial
disclosure in financial statement published in ahmaports (Javed and Igbal, 2008; Tariq
and Abbas, 2013). In order to secure external Gimay; firms are expected to increase CG
compliance and disclosure to minimise informatisyrametry which may assist in
attracting funds and decrease funding cost ( H&&hl; Morris, 1987).

3.1.3 Pecking Order Theory

Existence of asymmetrical information between mamsg creditors and
shareholders is the base of pecking order theadnis Theory posits that managers and
majority shareholders have private and better méiion about the investment
opportunities and future returns than perspectiveestors and creditors (Myers and
Majluf, 1984). It opposes the concept of optimalpita structure in presence of
asymmetrical information either between sharehotdt creditors or between inside and
outside investor. The proponents of this theorygssgthat firms usually follow a pecking
order in corporate finance where firms prefer in&ifunding of projects than external, as
well as debt financing over equity financing. Mygl984) argued that this order in
selection of debt and equity is due to informatasymmetry as creditors are not well
informed about the creditworthy situation of therrbaver and shareholders are not well
informed about the good intention of managershis $ense, there can be ex-ante problem
of adverse selection and ex-post problem of moeaald because of the presence of
asymmetrical information between principal and ag€his was termed by Akerlof (1970)
as the ‘market of lemons’.

Further, the issuing of equity may lead to a negasignal to investors as a result
of asymmetric information (Myers and Majluf, 198dhere investors are expected to
finance under-performance firms’ with negative NPVestments. In contrast, firms can
avoid the under investment problem by issuing delbich is considered as a positive
signal to outsiders (Harris and Raviv, 1991). Tésuing of debt reflects the firms’ ability
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to repay their obligations on time and showing tma#nagers are professional in
performing their duties including investing in pog NPV projects. Asymmetric
information issues indicate that the selectiongpfity and debt cannot be made simply by
balancing the benefits and costs. Such decisiorysbhmdeneficial to the firm if it is taken
with consideration of good corporate governancetmas. This can limit the problems of
asymmetry information which may decrease the céstapital, and consequently may

increase the value of the firm.
3.1.3.1 Pecking Order Theory in the Pakistani setting

As has been discussed in subsection 3.1.2.1,shanse of 2002 PCCG has sought
to improve disclosure and transparency to reduicgnmation asymmetry. Precisely, listing
rules requires listed firms to disclose informatiabout any changes in ownership
structure, board structure and significant busiriesssactions among others. Therefore, it
is expected that information asymmetry can be &thiby more CG disclosure among
Pakistani listed firms and this can improve theelesf confidence of creditors and other
stakeholders. In order to secure external financiinns are expected to increase CG
compliance and disclosure to minimise informatisgrametry which may assist to attract
funds and decrease cost of funding (Morris, 198&arH, 2011). Thus, CG practice can
have an impact on the firms’ capital structure slieci.

3.1.4 Stewardship Theory

Stewardship theory is opposite to the above meaticheories. It advocates that
executive managers are responsible persons (Natalsd Kiel, 2007). Letzet al (2004)
argued that managers should be completely autlibtzeun business as they are good
stewards of the resources. This theory has threangstions about senior managers’
behaviour.

First, the theory assumes that senior managers atigrrspend their life in
governing firms so they can understand the firmteoghan any other outsider executives
and can take better decisions (Donaldson and D&®98]). Second, managers have all
internal information and knowledge which can helpeinal executives to make and take
better decisions (Donaldson and Davis, 1991). Thivd availability of efficient external
and internal market forces can ensure that ageoslyis lower because of the managers’
fear of future loss of private capital to replaberh (Fama and Jensen, 1983). Supporters
of this theory suggest that managers should be eemga. For instance, the position of

CEO and company chairman should be merged becapgersers believe that the value
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of the firm can be increased by granting managetis power to take independent and
quick decisions because ‘managers must manage’elation to running the firm

efficiently.

3.1.4.1 Theory of Stewardship in Pakistani setting

The CG code of Pakistan suggests that at leastlioeetor on the board has to be
independent and non-executive should be one-fafrtine board (PCCG, 2002 p.1 (i.b
and i.c)). Additionally, the Pakistani CG code stsion the significance of separating the
positions of chairman and CEO (PCCG, ix). Hence,dbjective of CG code is to increase
the managements’ accountability by increasing nooimi¢g and supervision of managers. It
is opposing with the suppositions of theory of stedghip as it suggests that the
managerial executives might be responsible pergimsabnd probably not require wide-
ranging monitoring of their managerial activitiek. can be suitable for Pakistani
environment as family ownership is higher in theroy and those family owned firms are
expected to appoint their relatives as executivesdirectors. Therefore, and Siebels and
Knyphausen-Aufseb (2012) argue that these appoirtextutives are expected to be

trustworthy.

3.1.5 Resource Dependence Theory

It proposes that an internal CG structure, likelibard of the directors is not only
essential to ensure the monitoring, but also togebhs a vital link to access critical
resources. Non-executive directors are able to igpeowesources, e.g. experience,
independence, knowledge, professional advice, itapbrbusiness contacts, access to
political elite and link with external stakeholdgfeffer, 1973; Haniffa and Cooke, 2002;
Haniffa and Hudaib, 2006; Nicholson and Kiel, 20d7tan be argued that good relations
and links with outside stakeholders make it eaehave access to resources that can
increase the value of firm (Kiel and Nicholson, 3P0This increase in value may result

from an increase in cash inflows and, decreaseirdsiding COC.

3.1.5.1 The Theory of Resource Dependency in Pakistani Setg

The members of the board are likely to play a $icgmt role in acquiring capital
and other resources. For instance, government efm tb provide essential financial
resources for the firms with higher government owhgp. Similarly, the majority of firms

are owned and controlled by families and such osvnesly manage their own funding in
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order to maintain the managerial control of thenfr It may be appropriate in Pakistani
corporate environment to have good relations withstakeholders which make easier
access to resources that can increase the vafurenof

To sum up, the multi-theoretical approach has besed in this study due to
complex nature of CG. The agency theory is the cp@n which the research is based.
Furthermore, managerial signalling, information raeyetry, pecking order, resource
dependence, and stewardship theories are also Esawh finance perspective, all the
above mentioned theories are closely relevanteadsues that the current study is going
to investigate. Arguably, agency costs can be rmdulcy adopting an internal CG
structures which leads to increase in the valubdefirm either by increasing cash flows or
by decreasing the COC.

Similarly, information asymmetry theories, like agg theory, suggest that
efficient CG structures can increase the firm va{de the other hand, firm value is closely
related to the managerial empowerment and trusbrdicyy to stewardship theory. In
contrast, according to resources dependence thboayd of directors and other internal
CG structures facilitate the companies’ abilityptovide easy access to the input resources
which can increase the value of the firm by inciregexpected future cash inflows or by
decreasing the cost of capital.

CG codes issued by countries around the world asedon these theories that CG
structures can improve the firm value. This motoatexists behind the empirical research
that link CG with firm COC. Several researchers enawestigated the impact of CG
structures (by using equilibrium variable model @@ index modef)on firm value (by
using accounting, economic and risk variables) empy empirical econometrics models.

For instance, several studies have been carriedoanvestigate the nexus between CG
mechanisms and firm value based on individual C@hamrisms such as board size, board
independence, and board diversity among others, (¢apiffa and Hudaib, 2006; Guest,
2009). Similarly, other researchers have used i@i&keés to study the relationship of CG
structures and firm performance (e.g., Blatkal, 2006; Henry, 2008; Cheat al.,2009).

Furthermore, the other channel to examine theioalstiip between CG structures
and firm value is to examine firm’'s COC. Althoughist relationship has not been
investigated extensively, there are a few studeeg.,( Phamet al, 2012; Zhu, 2012).
Arguably, prior studies suffer from two main weakses. First, they were based on
individual CG mechanisms rather than examining G@ aomplete system in the form of

® Equilibrium variable model uses each CG mecharisran independent variable such as board sizeq boar
independence, and board diversity among othersewdb@® index model uses all related variables in an
index altogether.
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CG index. Second, their focus was on developedtdesnwhere their findings may not be
applicable to developing countries because of wdiffees in finance and governance
systems. Generally, they report evidence that C& ah&ey role to play in this regard.
Hence, the study contributes to the existing bodZ@ studies by examining the nexus
between CG and COC in a developing country setting.

The second half of this chapter will review the @mopl literature on CG
mechanisms and firms’ COC. It should be noted thatabove discussed theories are

linked with the empirical literature.

3.2 EMPIRICAL LITERATURE: CG DISCLOSURE

Afterwards the failure of high profile firms sucls &yco, Enron and WorldCom
among others, CG codes have been issued globatlythi® purpose of improving
disclosures, corporate accountability and transmyre(Aguilera and Cuervo-Cazurra,
2009). Noticeably, codes of CG issued by natiotesthave increased from 72 in 1999
(Aguilera and Cuervo-Cazurra, 2009) to 409 by the ef April 2014 Generally, these
codes were issued based on two main implementatimiocols; namely: principle based
or rule based. With the view of minimizing complkancost, following the UK “comply or
explain” approach, majority of the countries arotimel globe have adopted principle based
governance approach. Other countries have follaWwedJSA’s Sarbanes-Oxley Act, 2002
“one size fits all” rules based approach (Redtlyal, 2010). Although there is no consent
on whether principle based or rule based appro&dd® practices is superior, equally
each method has observed strengths and weaknbasean affect the failure of success
of attaining the anticipated results from code. dm@ntly, the escalation and widespread
acceptability of CG codes, as well as different lengentation protocols have motivated
researchers to examine the extent to which complwith CGs’ provisions could assist
firms to arrive at better performance. In particuka considerable number of researchers
have paid close attention to determining the lefelompliance with these CG provisions
(Bozec and Bozec, 2012; McBulgt al, 2013; Griffinet al, 2014). This section further
seeks to analyse the prior literature on the leselcompliance with CG’s codes’

provisions.

"http://www.ecgi.org/codes/all_codes.p{gs on 24th April 2014)
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3.2.1 Compliance with Corporate Governance Provisions

CG literature shows that compliance with CG’s cogesvisions in developed and
developing countries are different since differenicecorporate setting. This motivates the
current study to review previous studies which haeen performed in advanced and

developing countries with particular focus on Pakis
3.2.1.1 Compliance with Corporate Governance Provisions ifDeveloped Economies

Prior literature presents a higher level of CG ldisgres in developed countries.
For example, Pass (2006) studied 50 UK large lidteds and found that 34% of
companies completely observed all CG provision20if3 UK combined code while 44%
gave acceptable explanation for non-complianceahAsample was small and only limited
to large firms, according to Eisenbezgal (1998) it may limit the generalisation of the
study. More recently, Hegazy and Hegazy (2010) exedhthe level of compliance with
2003 UK Combined code of FTSE 100 in 2008. Theyntbuo0% average degree of
compliance among UK firms. Further, Hussainey amgjad (2012) found a high level of
CG compliance using a CG Quotient (CGQ) Index. Tihdings of above studies show
that UK companies largely comply with UK combineade and have a higher level of
compliance with CG provisions.

In Germany, Cromme (2005) found 75% level of compte with German
governance code in DAX-listed companies. Similavi{erderet al (2005) found a higher
level disclosure with CG standards in a sample @8 #sted firms at Frankfurt Stock
Exchange (FSE). In Italy, Allegrini and Greco (2DXBudied the level of compliance of
Italian listed companies with Italian civil govenm@e code of 2007 by constructing a 60
provision CG index. They reported that the disatesaf code provisions has increased for
the Italian companies. By examining the level of @iGclosure and compliance of 742
Canadian listed companies, Saltegioal. (2013), found that 39% of the companies were
fully complying with all those CG recommendationkile 82% of the companies were
complying with some.

Conclusively, the developed world shows higher leva compliance with CG
practices. It may be because of strong economityral and legal systems existent in
those countries, which are supportive in boostimpdy CG practices (Aguilera and
Cuervo-Cazurra, 2009; Filatotchev and Boyd, 20G89edo, 2010; Judge, 2011; Salteeio
al., 2013).
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3.2.1.2 The Level of Compliance with CG Provisions in Develping Economies

Level of compliance with CG provisions widely varién developing countries
(Solomon, 2010) because of the type of governmerthose countries (Samaled al.,
2012). Prior literature shows a lower compliancehw€CG provisions in developing
countries. Krambia-Kapardis and Psaros (2006) exainthe compliance with CG code
of Cyprus for 2002 by 160 listed companies. Theyorteed evidence that a minor number
of Cyprus companies observed CG standards. A dessiéason of low level of compliance
may be due to the study period as CG code cameffect in the same year of the study.

Al-Moataz and Hussainey (2012) studied the levetahpliance with Saudi CG
practices by using a CG index consisting of nine@&visions in 52 listed companies for
the year 2006 and 2007. Although, they found 53%llef compliance in the sample of
Saudi listed firm, this percentage may not be ttwigte representation of CG practices in
listed firms because of limited provisions of irethonstructed index. A limited 2 year
study period and a small sample of 52 listed fioosld also have affected the results. In
similar setting, Al-Janadet al (2013) examined the level of compliance with Sa0@
practices by constructing a weighted index fori8#td companies in year 2006 and 2007.
They found that only 42% of sampled companies lthselosed information on their CG
practices. As such weighted index requires a regkllsubjectivity in assessing the quality
of CG disclosures (Hassan and Marston, 2010), it afect the generality and reliability
of results (Beattiet al.,2004).

Tsamenyiet al (2007) examined the level of compliance by camding a CG
index for companies in Ghana. They reported 52%llef’compliance among the sampled
firm. In Egypt, Samahat al (2012) studied the level of compliance with CGcthsures
for 100 Egyptian companies in 2009 to 53 CG pravisi They reported evidence of a
lower level of compliance with CG provision amohg sampled Egyptian companies.

In Brazil, Schiehllet al. (2013) studied the level of compliance for 68 peipl
traded companies. They report a limited level ddclisure for ESO plan by those
companies. This low compliance to CG should enapirasearchers and policy makers in
such countries to identify the obstacles that inepth@ willingness of firms to comply with
CG’s provisions.

In developing countries, other studies have repgoate enhancement in obedience
with CG provisions. For example, Alves and Mend2804) studied compliance to the
1999 CG codes of Portugal and reported a significaarease in compliance level with
CG codes of the country. Similarly, Baragbal (2006) studied the level of compliance

with Kenyan CG principles by 54 listed companiefiey found an improvement in
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compliance level by Kenyan companies. Chaleva%ip6tudied the level of compliance
to CG standards by Greek companies from 2000 t@.2d@ found improvement in level
of compliance with CG standards by the sampled Gceenpanies. Furthermore, Ntiet
al. (2012a) investigated CG practice in South Africal ampact of South African King
report. Their constructed CG index consisted ofpbvisions for a period of five years
from 2002 to 2006 inclusive. They found that CGhdrds have improved from 47% in
2002 to 69% in 2006 since the release of 2002 Kingport.

There are number of cross-country studies that havestigated the level of
compliance with CG provisions. For instance, Klapped Love (2004) studied the level
of CG disclosures in 14 developing countries andhéba wide disparity in firm-level CG
disclosures for sampled firms. This variance in @i6€closure may possibly be due to
inconsistencies in governance, cultural, legal @odial systems in those countries
(Bauwhere and Willekens, 2008).

Conclusively, current empirical studies have stigated the levels of CG
compliance in developing world needs to be more greimensive. Prior studies in such
countries appear to suffer from serious limitatjiosisch as small sample size, short study
period and reliance on limited CG’s provisions. Téedence in these past studies
indicates that CG compliance levels are generatiyy \ow. Researchers also have not
investigated the factors that may cause such lonptiance levels. This suggests the need
for more studies on the determinants of CG compéaand disclosure in the developing

country like Pakistan.

3.2.1.3 Compliance with Corporate Governance Provisions ifPakistan

As discussed in chapter two, and after the issuah@®02 CG code, few studies
have been performed to examine the compliance gotrernance practices in Pakistan
(e.g. Javed and Igbal, 2008; Tariq and Abbas, 2(HA®)instance, Javed and Igbal (2007)
examined compliance by 50 firms from 2003 to 2008lusive that are listed on the
Karachi Stock Exchange (KSE). They measured CGobgteucting an index consisting of
22 provisions and finds that the CG code may pbssibve improved compliance and
disclosure by KSE listed firms. Similarly, Javedidgbal (2008) examined CG standards
of 50 KSE companies from 2003 till 2007 and repbrém improvement in CG quality
because of SECP’s monitoring role. More recentlyid and Abbas (2013) studied 119
Pakistani listed firms over a period of eight yefimsm 2003 to 2010 on their level of

compliance and disclosure. They used a weightedxirmbnsisting of 50 provisions and
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report that although the compliance and disclokwel has increased since the issuance of
2002 CG code, in essence compliance with the C@ modhinimal.

Briefly, the current study differs in several wayrsd brings substantive contribution.
First, prior research focuses on smaller sample sizr a shorter period of time (e.qg.,
Javed and Igbal, 2007; Javed and Igbal, 2008).irstance, Javed and Igbal (2007) use
only 50 listed firms and study period is limited3g/ears. In contrast, the current study is
examining a balancegoanelof 160 firms over a longer period of 11 years @@0 2013).
Second, previous studies using a CG index focusegfovisions of CG code (e.g., Javed
and Igbal, 2007, 2008). For instance, Javed andl I(#008) use only 22 provisions to
construct CG index which may not represent thel leizeompliance with CG code. On the
other hand, current study investigates 70 CG codegons. These provisions are devided
in five indices. Finally, prior studies examine tlegel of compliance by using an ordinal
coding scheme to construct CG index (Javed and,Igba7; Javed and Igbal, 2008; Tariq
and Abbas, 2013). Distinctively, this study is eayhg the binary coding scheme for the
construction oPCGIto be used in the analyses.

3.3 EMPIRICAL LITERATURE AND HYPOTHESES
DEVELOPMENT: DETERMINANTS OF CORPORATE
GOVERNANCE COMPLIANCE AND DISCLOSURE

Prior studies suggest that firms comply with CGedifferently depending on the
country involved and that various factors determooenpliance. Due to the voluntary
nature of most CG codes, researchers continue ¢iaiminations to understand the key
drivers that encourage/discourage firms in engagirgpod CG practices. Identifying and
understanding of firms’ motivations to comply witBGG codes and disclosure of
information can help policy makers to improve so@®@ provisions and introduce new
policies. Thus, several studies have been conduotddtermine the factors that influence
such CG disclosure and compliance. Most of thoselie$ have been conducted in
developed world (Bebchuk and Weisbach, 2010; BeretBozec, 2012) whereas limited
studies have been conducted in developing countfigs to limited empirical evidence
and differences in corporate settings between deugd and developed countries, there is
expectation that the findings reported in developedntries may not be applicable to
developing countries hence, the current study dmrits to the CG literature by examining

the determinants of CG disclosure in a developingdwvith particular focus on Pakistan.
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Relying on theories and drawing from previousdss and the Pakistani context,
the current study identifies the key determinahtt tare considered to have significant
influence on firm level CG disclosure for Pakistdéisted firms. These determinants are
categorised into two main types. First, ownerstiipcsure variables made up of: director;
government; institutional; block; and foreign owst@p. Second, board and audit
characteristics variables consisting of: board ;siaeard diversity in gender; board
diversity in nationality; and audit firm size. Thellowing subsections review the

theoretical and empirical literature and set updtlgpses related to each determinant.

3.3.1 Ownership Structures

A greater emphasis on ownership structures and tbks in corporate decisions
have been underpinned by theories such as ageaosytlstewardship theory and resource
dependence theory among others. For instance, yadbaory assumes that governance
practices and disclosures can be enhanced by sideeh as they have the ability to
monitor the managers (Jensen and Meckling, 1976naed and Manso, 2011). Past
studies are inconclusive in their findings regagdawnership structures and their impact
on CG compliance and disclosure. Importantly, npwsvious studies focus on few types
of ownership structures (e.g., block ownership a@mstitutional ownership) and their
findings may not provide with a complete understagdf their roles in this regard. In
contrast, the Pakistani context offers opportumityexamine the impact of six different
types of ownership structures; namely director awin@, institutional ownership,
government ownership, block ownership and foreiganership on firm-level CG

disclosure.

3.3.1.1 Director Ownership and Corporate Governance Disclosre

Director ownership is considered as one of the nmagbrtant ownership factor
influencing the level of compliance. From agencgatty perspective, Haniffa and Hudaib
(2006) argue that the link between CG disclosuckdirector ownership is not certain. For
instance, directors may use inside information &ximise their wealth which may not
necessarily be in the best interest of the firm. tle other hand, managerial ownership
may result in same safeguard to the insiders ansideus because of the alignment of
interest of shareholders and directors (Samah&,e2(4.2; Jensen and Meckling, 1976).
Therefore, executives and managers are expectedptove level of CG compliance to

maximise the value of the firm.
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Empirical evidence supports a significant and niggaassociation between CG
compliance and director ownership (e.g., Bauwheuk Willekens, 2008; Samala al,
2012). For instance, Bauwhede and Willekens (2@3&mined the nexus between CG
practices and inside ownership by using a samplel3tf firms from 20 European
countries. They report a negative relationship betwthe variables. In the same way,
Hussainey and Al-Najjar (2012) investigated theuselietween managerial ownership and
CG disclosure index by using a sample of 130 Ukedlsfirms. They report empirical
evidence of a negative relationship between marmdgawvnership and CG compliance for
UK listed firms.

In Pakistani context, this relationship is not stéddyet. A good percentage of
ownership is owned by the directors in Pakistamngi, therefore it is expected to have an
impact on CG disclosures. Thus, in line with theattetical prediction and negative
empirical evidence, director ownership is expedteanotivate Pakistani listed firms to

disclose less CG information. Therefore, the fmgt hypothesis proposed is:

Hi There is a negative relationship between ownershigirectors and CG

compliance level.

3.3.1.2 Institutional Ownership and CG Disclosure

Agency theory proposes that the monitoring is aer®d very significant in
reducing the conflict of interests between direst@and stakeholders in general and
shareholders in particular (Jensen and Meckling7619Solomon, 2010). Among
stakeholders, institutional investors have the bipaof monitoring and helping firms to
improve CG compliance (Aggarwat al, 2011; Baraket al, 2006). These investors with
a significant shareholding are proposed as impb@& mechanism for three main reasons
(Diamond and Verrecchia, 1991; Donnelly and Mulcat®008). First, having a
considerable portion of shareholding and voting @owermits them to take necessary
actions (Donnelly and Mulcahy, 2008). Second, hgwiesources and capabilities allow
them to have more information than minority shaléés (Smith, 1976). Third, with
better knowledge and expertise, they can evalb&térim’s decisions and can interpret the
disclosed information in annual reports (Chuetgal, 2002; Bos and Donker, 2004).
Additionally, a firm with more external financingeeds may tend to disclose more
information in order to meet institutional investoexpectations (Bushest al, 2010). In
contrast, it has been argued that such investgr moa influence firms to disclose CG

information (Ruiz-Mallorqui and Santana-Martin, 200
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According to the literature, evidence of the relaship between institutional
ownership and CG disclosure is generally consistantonsiderable number of studies
show that CG compliance level is positively asseciawith the level of institutional
investors (e.g., Laidroo, 2009; Chung and Zhand120For instance, Chung and Zhang
(2011) examine the impact of institutional ownepsloin CG disclosure. They find a
positive relationship between the two variablesiirly, Aggarwalet al (2011) examine
a cross country sample of 23 countries. They atbaé higher institutional ownership
improves CG standards. Additionally, using a sangbl&69 firms listed on Johannesburg
Security Exchange from 2002 to 2006, N#al (2012a) reports a positive relationship
between institutional ownership and CG disclos@n.the other hand, few studies have
found different results. For example, by studying Isish listed firms, Donnelly and
Mulcahy (2008) find no significant relationship Wween the two variables.

In Pakistani context, as this relationship of C&cltisure and intuitional ownership
has not been studied yet, this study offers evidamcthis relationship for Pakistani listed
firms for the first time. Thus, consistent with theedictions and overwhelming positive
association, institutional ownership is expectedmotivate Pakistani listed firms to

disclose more CG information. Hence, the seconthyplothesis proposed is:

H» There is a positive association between CG comgdiaand institutional

ownership.

3.3.1.3 Government Ownership and Corporate Governance Disokure

Firms’ CG disclosure can be influenced by governm@mnership especially in
emerging countries ( Al-Moataz and Hussainey, 2@@&nett, 2010; Shleifer, 1998). In
this regard, it is argued that higher governmenhership may cause an agency problem
(Eng and Mak, 2003). Additionally, government owsiep may lead to intervention in
firms’ operations which may result in poor CG prees (Konijn et al, 2011). For
instance, government may appoint CEO and directegardless of experiences and
qualifications ( Cornetet al, 2010; Tsamenyet al, 2007). Arguably, Firms may take the
benefit of higher government ownership and raisarfcing at a preferred rate which may
not motivate them to disclose more CG informatibnthis regard and from resources
dependence theory perspective, firms with higheegument ownership can easily access
financing from government (Eng and Mark, 2003).

On the other hand, theory of stewardship perspedithat the CEOs and directors

may not be affected by government ownership as rgovent interests are aligned with
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other corporate owners (Siebels and Knyphausenebuf2012). Precisely, CEO may seek
to improve the firm performance and disclosurenypriove and protect their reputation
(Conyon and He, 2011). Additionally, Ghazali andétvean (2006) argue that firms with
higher government ownership may be forced to pevidore CG information as
government is accountable to stakeholders.

Empirically, the relationship between CG disclosatdirm level and government
ownership has not been widely examined (Néihval, 2012a). This suggests that this can
be a fertile area of research to investigate thatiomship between CG disclosure and
government ownership to contribute the internatiditerature. The findings of some prior
studies report a positive relationship between @glasure and government ownership.
For instance, using a sample of 1342 Chinese ffrore 2001 to 2005, Conyon and He
(2011) empirically found that government ownerséiiances CG practices. Similarly, the
nexus between government ownership and firm lev@l disclosure is investigated by
using a sample of 169 firms listed on JohannesBexaurity exchange from 2002 to 2006
(Ntim et al, 2012a). They report empirical evidence of puesitassociation between
government ownership and CG disclosure.

On the other hand, other studies (e.g., GhazaliVeledtman, 2006; Huafang and
Jianguo, 2007; Samaha and Dahawy, 2011) examineefagonship of government
ownership with CG disclosure and report no sigaificrelationship. For example, Samaha
and Dahawy (2011) examine the impact of governroamership on CG disclosure using
a sample of 100 firms listed on Egyptian Stock Exae and report no significant
relationship between the two variables. SimilatBhazali and Weetman (2006) examine
the same relationship using a sample of 87 Malaygted firms also report no significant
relationship between government ownership and GGabures.

In Pakistan, the government dominates in the catpoandscape with a 35% of
ownership on average in all companies (World Ba2B05). Pakistani firms with a
considerable percentage of government ownershiprat@ably less motivated to disclose
more CG information as these firms are expectedaie strong political connections in
Pakistan. Therefore, and by considering the Pakistantext, the hypothesis number three

is:

Hs The CG disclosure level and government ownership positively

associated.
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3.3.1.4 Block ownership and CG Disclosure

Generally, ownership concentration is common in tndeveloping countries that
potentially create severe agency problems betweajority and minority shareholders.
Therefore, it is more likely that firms with ownéig concentration may disclose less to
shareholders as their interests may not be alignégdthose of minority shareholders. On
the other hand, stakeholder theory proposes thatkbholder$ can have a positive
influence on CG disclosure (Konigt al.,2011). For instance, Konijiat al (2011) report
that block investors may limit excessively larganp@nsations of managers due to their
power. In this regard, block holders can have migflaence in terms of their abilities to
discipline managers than minority shareholdersnit gency costs (Shleifer and Vishny,
1997).

Empirical studies report mixed evidence in thetreteship of block holders and
CG disclosures. In this regard, a considerable murobprior studies presents a negative
nexus between block ownership and CG compliancea{@aet al, 2006; Laidroo, 2009;
Samaha and Dahawy, 2011; Ntim and Soobaroyen, 2(H®) instance, Ntim and
Soobaroyen (2013) report empirical evidence of tiegaassociation between block
ownership and firm level CG disclosure. On the otiend, a limited number of studies
show a positive relationship between block owngrsind CG disclosure. For instance,
Huafang and Jianguo (2007) report a significant positive association between block
ownership and CG disclosure for Chinese listed dirfrew studies report no significant
evidence of relationship between the CG compliaaru# block ownership. For example,
Conyon and He (2011) studied the impact of blockdéxs on shareholders’ rights
measured by governance disclosure index by usisgmaple of US. They report no
association between the presence of block holdtgamernance disclosure index.

Given the Pakistani context, firms with the higlvde of block ownership are

expected to disclose less CG information. Thusfdabgh hypothesis proposed is:

Ha The CG compliance level and block ownership agatieely associated.

8 Any shareholder having 5% or more of a firm’s &saris considered as block holders (Korijral, 2011)
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3.3.1.5 Foreign Ownership and Corporate Governance Disclose

Information asymmetry is relatively higher amongeign investors because of
language and distance (Huafang and Jianguo, 2004}, it can be argued that they may
require greater disclosure to minimise informatasymmetry and to better monitor the
actions of management (Haniffa and Cooke, 2002}his regard, firms having foreign
investors may disclose more CG information to ntleetexpectations of foreign investors.
Specifically, this can be true for developing coigs® as they attract foreign investors to
improve the efficiency of their capital markets @fiang and Jianguo, 2007; Elsayed,
2010). In this regard and to support the argumkatiz et al (2010) report that US
investors usually do not invest in countries witwér CG disclosure requirements.
Additionally, literature suggests that foreign ingional investors are considered as major
promoter and exporters of better CG practices atdle world (Aggarwaét al, 2011).

Empirically, there is a lack of international euide on the relationship between
foreign ownership and firm-level CG disclosure (Mana and Tauringana, 2007). This
relationship is examined by few studies ( e.g.,aRaret al., 2006a; Haniffa and Cooke
2002) and report a positive impact of foreign ovehg on CG disclosures. For instance,
Haniffa and Cooke (2002) report evidence of a pasitrelationship between CG
disclosure and foreign ownership for a sample of fiéns listed on the Kuala Lumpur
Stock Exchange. Similarly, using a sample of 599n&de listed firms, Huafang and
Jianguo (2007) report empirical evidence of a pasitrelationship between foreign
ownership and CG disclosure.

In Pakistan, ownership is concentrated among gakotontrolling shareholders
including, state, foreign and families (World BaRkport, 2005). The impact of foreign
ownership on CG disclosure has not been investiggt¢ in Pakistan. Therefore, in line
with a positive theoretical prediction and empirieaidence, the fifth hypothesis of the

current study is:

Hs Foreign ownership and level of CG disclosure amgnicantly and

positively linked.

3.3.2 Audit firm and Board Characteristics

In addition to above ownership variables, other @&hanisms have been studied
in literature to ascertain how and why those vdesbinfluence the firm-level CG

disclosures. Among those CG mechanisms, audit fimd board characteristics are
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considered as important factors (Adelopo, 2011sblel 2014). The relationship has not
been examined yet in Pakistan. This research btimgsvidence for the nexus between
audit firm/board characteristics and CG disclosias®ng Pakistani firms. The current
study investigates a number of audit and boardakbes, including audit firm size, board

size, gender diversity in board, and nationalityedsity in the board of directors.
3.3.2.1 Audit Firm Size and CG Disclosure

It is common in most countries where firms are neglby national company laws
to obtain confirmation from external auditors ttia¢ disclosed CG information is fair and
true. Similarly, it is mentioned in Pakistani CGdeoof 2002 (xlvi) that &ll listed
companies shall ensure that the statement of camg#i with the best practices of
corporate governance is reviewed and certified Wgtusory auditors, where such
compliance can be objectively verified, before mation by listed compani&sFrom
agency theory perspective, external auditors mayaoh the quality and level of CG
compliance (Baraket al, 2006). This influential power of external audgonay depend
on audit firm’s characteristics (e.g, fee, tenund aize). It has been reported that big four
auditing firms have improved auditing principlesig@deed, 2006), as such firms are
expected to have very skilled, experienced andifipthlauditors. Additionally, big4 are
expected to be more independence than their cgantgHaniffa and Cooke, 2002) and
they may pressure firms to disclose more CG inféionao maintain this reputation (Unag
et al, 2006).

Empirically, several studies (e.g., Bassstttal, 2007; Kent and Stewart, 2008;
Omar and Simon, 2011; Nelson, 2014) present aipegsiexus between firm-level CG
disclosure and audit firm size. For instance, Oamat Simon (2011) report the evidence of
a positive relationship between CG disclosure amtitdirm size for a sample of 121 firms
listed with Amman Stock Exchange. Similarly, Ntiet al (2012a) show empirical
evidence that the size of audit firm is positivednd significantly related with CG
disclosure.

On the other hand, some other empirical resealcbas, Alyet al, 2010; Barako
et al, 2006a; Alseed, 2006 ) find no significant redaship between audit firm size and
firm-level CG disclosure. For instance, Baraitoal (2006a) examine the impact of audit
firm size on CG compliance and report no signiftcaalation between the two variables.
Similarly, Aly et al (2010) examine the relationship between Big faudit firms and
corporate internet reporting using a sample of Eggpfirms and find no significant

relationship between the two variables.
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In Pakistani context, this relationship has notrbewestigated yet. In line with a
positive theoretical prediction and empirical evide, it is expected that there will be a
positive relationship between audit firm size amdhflevel CG disclosure for Pakistani
listed firms. Thus, the sixth hypothesis of thisdst is:

He There is a positive relationship between audinfsize and level of CG

disclosure.

3.3.2.2 The Size of the Board and CG Disclosure

Theoretically, the board of directors is consideasdne of the most effective CG
mechanisms in order to reduce agency cost by mamgtthe managerial behaviour (Jesen,
1993). In this regard, shareholders have expeataifomore CG disclosure from board
memebrs because they are steward and represeahglirs’ interests (Davidsaet al.,
1996). Therefore, it is expected that the boardidctors may significantly affect the CG
compliance and level of disclosure. Among otherrtdoeharacteristics, agency theory
considers the size of the board as one of the aréectors in minimizing agency cost by
observing their behaviour (Allegrini and Greco, 30Eama and Jensen, 1983). Supporters
of this view argue that managerial monitoring havpositive impact on CG disclosures
(Ntim and Soobaroyen, 2013). Furthermore, Cadésal. (2008) argue that the large
number of directors may improve the firms’ monitgyiand control. Similarly, Haniffa and
Hudaib (2006) argue that firms with large board rbers can enjoy more diversity in
terms of skills and experience, which may positiveipact on firm disclosure.

In contrast, Jensen (1993) argues that smalleldbcaae more effective than larger
boards in mitigating agency conflicts. In suppoft tbis argument, Yermack (1996)
suggests that a more board members can cause @dedarmonization as well as poor
communication, which may allow CEO to dominate ltloard and have an adverse impact
on responsibility of management (Jensen, 1993ohignd Lorsch, 1992). Arguably, this
may weaken the power of board to monitor managedsrasult in a negative impact on
CG disclosure. Therefore, boards with small numiiemembers are likely to impact
positively on firms’ CG compliance and disclosuraedto better co-ordination and
communication among directors than board with langembers (Yermack, 1996).

Empirically, most of the prior developing countryudies report that CG
compliance level and board size are positively @ased (Akhtaruddiret al., 2009; Kent
and Stewart, 2008;). For instance, Akhtarudetial (2009) report empirical evidence that

board size is positively associated with level & €ompliance. The potential limitation of
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their study can be the adoption of index that isduby developed world and may not
consider the contextual differences (Mestkal, 1994). Similarly, using a sample of 169
South African listed firms; Ntinet al (2012a) report findings of positive association
between the size of the board and CG disclosure.

On the other hand, some prior studies find no &gant relationship between the
board size and CG disclosure (Arcay and Vazque@52Cheng and Courtenay, 2006).
For instance, Arcay and Vazquez (2005) report doglirevidence that there is no
significant relationship between board size and disglosure in a sample of 91 Spanish
firms in 1999. Similarly, using a sample of 104 giporean public firms in 2002, Cheng
and Courtenay (2006) report empirical evidence thaard size has no significant
association with CG disclosure.

In Pakistan, the relationship between CG disclosum@ board size has not been
documented. The PCCG recommend that the firm’sdsoahould have a minimum of
seven members but it does not specify any maximomih [The average board size is 8.22
members in Pakistani listed firms. To investigateether board size has any impact on CG
disclosure and following the mixed theoretical amdpirical arguments, the current study
expect either a positive or negative between ttmasfiboard size and CG disclosure. Thus,

the seventh hypothesis in the current study is:

H- The CG compliance level and firm’s board size @&yaicantly associated.

3.3.2.3 Board Gender Diversity and Corporate Governance Diglosure

From resource dependence and agency theories pevsepeboard diversity
improves level of CG compliance and disclosure (Bxal, 2010). Resource dependence
theory emphasises on importance of the board’sinadmsuring the provision of resources
(Pfeffer and Salancik, 1978). Further, Hillman dbdlziel (2003) argue that the board
provides a channel to communicate information betwthe stakeholders and executive
which is expected to improve corporate discloségency theory highlights the role of
board members in monitoring managers to protecesiodders’ interest (Fama and Jensen,
1983; Eisenhardt, 1989). In this regard, the exapee and capabilities enable the board to
manage and assess strategies which may improv@rthdisclosure. Several studies have
been conducted to examine the impact of differgpes of diversity on the board (e.g.,
gender, education, race, occupation and age) ¢erelit corporate decisions (Rose, 2007;
Dezso and Ross, 2012; Ntim, 2014). In the beseséarcher’'s knowledge, the impact of

gender diversity on CG disclosure has not been maamTherefore, it underlines the need
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to extend the existing literature to understanditimgact of board-gender diversity on CG
disclosure.

Theoretically, several studies that have examirfesl itnpact of board-gender
diversity find that women directors have influerme firms’ board (Huse and Solberg,
2006; Admas and Ferreire, 2009; Peni and Vaham@hQ;2Cateret al, 2010). For
instance, Admas and Ferreire (2009) argue thabdlaeds with more female member can
lead to a greater participation of directors inisiea making. Similarly, gender-board
diversity may improve CG disclosure as differenaesggender can potentially lead to
distinctive approaches to information disclosurerj@senet al, 2009; Cateet al, 2010).
Additionally, Nielsen and Huse (2010) argue that éalbsence of female members from the
board means that the firm is losing an opportutetyncrease the talent pool and board
skills that may negatively affect the CG disclosure

Empirically, several developing country studies énaaxamined the impact of
board-gender diversity on different issues and firat women directors have influence on
firms’ board (Rose, 2007; Bghren and Strgm, 201€xd0 and Ross, 2012; Ntim, 2014).
Given the positive theoretical prediction and alosenf substantive number of developing
country empirical studies on the relationship bemveyender-board diversity and CG

disclosure in Pakistan, the eighth hypothesisimgtudy is:

Hg There is a statistically significant and positiassociation between the

presence of female on the firm’s board and leve&l Gfdisclosure.

3.3.2.4 Board Diversity on the basis of Nationality and Coporate Governance

Disclosure

Relying on resource dependence theory, firms delylito gain competitive
advantages from directors’ characteristics, sucbessler, education, age, occupation and
race. In this regard, Oxelheim and Rondgy (2008ysst foreigner board membership as
one mechanism that may enhance CG disclosure actiges. This argument is supported
by Ramaswamy and Li (2001) who state tHat firms from emerging economies, there is
also the advantage of strategy formulation insigiotign directors might bring along
them..... Foreign directors, having been involved wariety of managerial positions and
activities during various stages of their careeaspess information and expertise about
the intricacies of different strategic approachesid may be in a unique position to

influence strategic management processes in finaisthey oversée
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Furthermore, Choi and Hasan (2005) suggest thaigioer board members can
offer three main benefits to the board includiny:pfoviding more independence to the
board than local external directors; (ii) givingfeetive monitoring; and (iii) adapting
advanced foreign corporate strategies. Speciic&ltias-Aceitunoet al (2013) argued
that the presence of foreigner board members pmrfions’ information disclosure
practices. Ntim and Soobaroyen (2013a) argue thi@igner board members can help
firms to have better link with stakeholders by imygng information disclosure in addition
to enhancing managerial monitoring.

Empirically, the impact offoreigner board memberen CG disclosure has not been
studied in Pakistan. Most prior studies on corpoidisclosure focus on the relationship
between theoreign board members and corporate social respitihsi(e.g., Khanet al,
2013; Ntim and Soobaroyen, 2013a) and find thatdiwith foreign board members provide
more corporate social responsibility informatioravéver, there are few firms in Pakistan that
employ foreign members on their boards in key pms$t This suggests that the presence of
board members with different nationalities haveinitsive values and may have important
implications for CG compliance and disclosure béhav Therefore, it is expected that the
presence of non-Pakistani directors on firms’ baaeal motivate firms to disclose more CG
information than those with only local director$iug, the ninth hypothesis in the current study

is:

Ho There is a statistically significant and positikedationship between the

presence of foreigner on the firm’s board and |@f&€lG disclosure.



69

3.4 EMPIRICAL LITERATURE AND HYPOTHESES
DEVELOPMENT: CORPORATE GOVERNANCE AND
FIRM COST OF CAPITAL

A typical argument is that CG affects the valuefioh by increasing future cash
flows due to reducing managers and majority shddehns ability to extract private
benefits. Similarly, CG can impact firm valuedbgh the firms’ COC. That is, it impacts
on the discount premium applied to expected futash flows; this is known as COC
effect. In this regard, Hail and Leuz (2006) ardbat the valuation effect of CG may
reflect the investors’ risk premium demand. In theew, better CG disclosure and more
transparent firm can reduce the information asymesetind, thus, lead to a decrease in
the uncertainty of firms’ future cash inflows. Wifinancing the firm, creditors and
shareholders face increase in risk in relationnterest and dividend payments. Outside
investors, including minority shareholders and ittoed actually face the risk of
expropriation by managers and majority shareholdéverefore, the higher the uncertainty
equity and debt investors face regarding their dlsts, the higher the risk premium they
will demand. As a result, the firm’s COC is likdtyincrease.

One of the main objectives of CG is to protect migtsnvestors, including both
creditors and shareholders, against expropriatiomanagers or controlling shareholders
(La Portaet al, 2002). CG mechanisms such as better and timstjodure, independent
non-executive members working on the board of thrscand in audit committee, and
independent auditors, are expected to reduce #heafi investors and firms’ COC in
several ways. First, better CG serves to monitaitrotling shareholders or manager’s
actions, and, thus, minimising the risk of exprapan (Chenet al, 2009). Second, the
better CG can reduce information asymmetry betwibencontrolling shareholders and
other outside investors (Verrecchia, 2001), aneccbereduces the uncertainty of future
expected cash flows (Clarksast al, 1996). Finally, as suggested by Lombardo and
Pagano (2002), better CG disclosure reduces théoniog cost of outside investors, and,
thus, they are likely to demand a lower requireg & return, which can increase firm
value.

Prior literature has used two models to investigae relationship between CG
structures and firm COC. One is equilibrium-var@abhodel and the second one is
compliance-index. Ideally, strong CG can lower thens’ risk which can result in a
decline in the firms’ COC. Lower risk is better flooth shareholder and creditors point of
view. Lower risk with reference to shareholderd] véflect on the discount rate (Cost of
Equity) which will be applied to discount the firmsxpected future cash flows. Debt



70

holders also face detrimental managerial excessivisky investments that favour
shareholders, especially when the firm is potdytia a risk of default. This is known as
the debt overhang problem. Effective CG can deereak to debtors, which decreases the
Cost of Debt (COD) to the firm and ultimately lowehe overall COC.

In this study, the three main themes of CG strestwyill be used to develop various
hypotheses. First, the firm level CG ind&QGI). Second, ownership variables including:
() director; (ii) institutional; (iii) governmen{jv) block; and (v) foreign ownership. Third,
the individual CG variables, including: (i) auditni size; (ii) board size; and (iii) gender

diversity in board.

3.4.1 Firm level Corporate Governance Index PCGI) and Cost of
Capital

Prior studies (e.g., Bowest al, 2008; Bozec and Bozec, 2011) suggest that it is
imperative to study CG mechanisms as an integraysttm such as an index instead of
examining them as individually since some of thoaa substitute or complement each
other. Regardless of limited number of studiestenrelationship between CG and COC,
most prior studies have examined individual CG rae@ms rather than firm-level CG
indices (Bozec and Bozec, 2011). The current stadgsures CG by employing the CG
index PCGI) based on the 2002 Pakistani code of CG in omlénvestigate how firm-
level CG can influence firms’ COC.

Theoretically, CG encompasses different mechanthiaiscan assure creditors and
shareholders of the firm on a return on their itvesnts (Shleifer and Vinshny, 1997). In
the case of most developing countries, when firrmgehcontrolling shareholders (see
Clasesseret al, 2000; Faccio and Lang, 2002), CG mitigate aggmoplems between
insiders shareholders and outside investors, inmgudoth creditors and minority
shareholders. Insider shareholders enjoy the doofrthe firm’s operation by having a
large portion of voting rights and therefore mayreypriate outside investors, including
minority shareholders and creditors (La Poetaal, 2002). In this context, good CG
practices are intended to safeguard minority sluddelns and creditors among other
outside investors against the expropriation of g shareholders. Arguably, when
investors feel protected, they are motivated tdi@pate in capital market more actively,
and are more likely willing to pay more for suchtfs’ securities. Thus, firms can enjoy
lower cost of raising capital, which in turn ratee firms’ value.

Despite limited number of studies on relationshgiween CG index and firms’

COC, studies provide empirical evidence of negatealationship between firm-level CG
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and firms’ COC (Blom and Schauten, 2008; Cle¢ral, 2009; Bozec and Bozec, 2011).
For instance, Bozec and Bozec (2011) examine fleetedf CG index on firm-level COC
for a sample of 155 Canadian firms listed on S&XTmM 2002 to 2005. They report
significant empirical evidence that both firms’ CGIdd COE decrease as the quality of
CG practices increases. Specifically, they measfimadevel CG and report that Canadian
firms with higher ROB scores have a lower COC.

In Pakistani context, the relationship between fienel CG disclosure and COC
has not been documented yet to the researchensl&dge. The current study expects that
COC and CG disclosure level are negatively assetifillowing the extant literature and

theory. Thus, the tenth hypothesis in the currardysis:

Hio There is a statistically significant and negatieéationship between firm-

level CG disclosure and firms’ COC.

3.4.2 Ownership Variables

Although a limited number of prior studies haverekaed the impact of ownership
structures on firms’ COC, it has been argued tmatevship structure can have an impact
on firms’ COC. In this regard, ownership structupdgy an important role in mitigating
agency cost and reducing information asymmetry detwshareholders and debt holders
or shareholders and managers (Jensen and Mecll8¥f); Myers and Majluf, 1984;
Jensen, 1986). This subsection will briefly set the central theoretical arguments
regarding the link between the ownership varialdes firms’ COC. The empirical
evidence related to each type of ownership stradtualso reviewed in order to develop

the hypothesis of the study.

3.4.2.1 Director ownership and Cost of Capital

Theoretically, it can be argued that director owhgr may worsen the agency
problem as outsider and insider can have confticimerests (Demsetz and Lehn, 1985).
In similar vein, it has been claimed that higheedior shareholdings are expected to make
firms more exposed to collusion between the firmahagement and directors (Vafeas and
Theodorou, 1998; Konijinet al, 2011). From a managerial signalling perspective,
Bebchuk and Weisbah (2010) argue that the diredtax® more information about the
firms compared to outsider (minority shareholdemsl areditors). Therefore, it is more
likely that the executives can use the firms’ prévatatistics for the personal interests that
shifts risk to rather than share risk with outsgi@reholders (Demsetz and Lehn, 1985)
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which in turn, may increase the information asymmn@roblem between directors and
outside investors (minority shareholders and coesljit Therefore, it is likely that the firm
with higher director ownership can have a highest @ borrowing and a negative impact
on profitability.

In Pakistani context, this relationship has notrbedecumented yet. Therefore,
following the negative theoretical arguments andieical findings, the current study
expects that COC impacted positively. Thus, eldvlagpothesis in the current study is:

Hi1  There is a positive and statistically significass@ciation between director

ownership and firms’ COC.

3.4.2.2 Institutional ownership and Cost of Capital

Institutional investors usually have a greater rtmying power and it has been
suggested that they can play a crucial role byirigrenanagers to make decisions in the
best interest of shareholders (Shliefer and Visli®g86). In this regard, Crutchlest al.
(1999) argue that institutional investors can hameimpact on firms’ capital structure.
Theoretically, monitoring can be beneficial to reeuhe agency cost by minimising the
conflicts of directors and investors (Solomon, 20D@nsen and Meckling, 1976).
Arguably, intuitional investors with a significashareholding are proposed as important
CG mechanism for three main reasons (Diamond andedhia, 1991; Donnelly and
Mulcahy, 2008). First, having a considerable paortaf shareholding and voting power
permits them to take necessary actions (DonnelllyMualcahy, 2008). Second, intuitional
investors have resources and capabilities to haweee ninformation than minority
shareholders (Smith, 1976). Third, with better kiemlge and expertise, they can evaluate
the firm’s decisions and can interpret the disaloséormation in annual reports (Chuat
al., 2002; Bos and Donker, 2004). Thus, it is exgkdbat institutional ownership can
increase firm value by decreasing firm’s COC.

A limited number of studies only provide evidenae the relationship between
institutional ownership and one component of CO@t(RNd Missonier-Piera, 2009;
Bhoraj and Sengupta, 2003). For instance, Piot Misdonier-Piera (2009) examine the
relationship between firms’ COD and institutionalrership among other factors on firm-
level CG disclosure for a sample of 102 French ditisted on SBF 120 index from 1999
to 2001. They report significant empirical evidert@at firms’ COD decrease as the
institutional equity ownership increases in thenfilSimilarly, using a sample of over 1000

bond issues from 1991 to, Bhoraj and Sengupta (28k&mine the effect of institutional
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shareholding on firm-level bond rating and bonddyidhey report that lower bond yield
and better bond ratings when percentage of institat shareholding increases.

In Pakistani context, this association has not lmEmumented. This study expects a
negative and significant relationship between tigitutional shareholding and firm COC.

Thus, the twelveth hypothesis in the current sisdy

Hi, Institional ownership and firms’ COC are signifitlgn negatively
associated.

3.4.2.3 Government ownership and Cost of Capital

From resources dependence theory perspective, fivitts higher government
ownership can easily access financing from goventr{tetng and Mark, 2003). Arguably,
firms may take the benefit of higher government emghip and raise financing at a
preferred rate which can minimise the overall fsn€OC and, in turn may increase the
firm value. Similarly, Siebels and Knyphausen-Abfs@012) argue that government
ownership may not effect the managers due to ighed interests with other corporate
owners. Specifically, executives may strive for royement in the firm performance to
improve and protect their reputation (Conyon and B#l1). In contrast, Eng and Mak
(2003) argue that higher state-owned firms mayimttige agency problem. In this regard,
government ownership may cause intervention indiroperations which may bring about
poor CG practices (Konijet al, 2011). For example, government may employ dorsct
and CEO irrespective of qualification (Cornettal, 2010; Tsamenyat al, 2007). In other
words, this may create additional information asyetrynproblem between controlling and
outside investors which may result in an increadam COC.

Few extant studies that exist only provide evideanethe relationship between
government ownership and one component of COC. iRetance, Borisova and
Megginson (2011) examine the effect of governmewmeyship on firm-level COD. They
report significant empirical evidence that decreasgovernment ownership results in an
increases in the cost of debt.

The current study expects a negative associatitwelea the government and

COC. Therefore, thirteenth hypothesis in curremtgis:

His Firms’ COC and government ownership are signifisaand negatively
associated.
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3.4.2.4 Block ownership and Cost of Capital

Theoretically, it may impose some risk on minorghareholders as agency
conflicts says that excess control causes agersty lcothis regard, Bechuait al. (2000)
argues that minority shareholders’ rights may bpregriated by majority shareholders.
The dominance of majority shareholders in publicdladed firms demonstrates the
willingness to accept risk by minority sharehold®ozeccet al (2014) argues that such
risks are accepted by minority shareholder on #sshbof compensation. High risk results
in higher COC for firms (i.e., higher COD and COEjguably, higher COC means higher
rate of return for investors which can be a forntaipensation to them. Hence, it can be
argued that block ownership are expected to hawera direct link with COC rather than
financial performance and firm value, particulaaly value is not only affected by risk but
also by the firm’s growth opportunities (Hail anduz, 2006).

Empirical studies reports mixed evidence in thatrehship of block holders and
firm-level COC. For instance, Bozet al. (2014) report significant empirical evidence of
positive relationship between excess control anigiwed average COC. Similarly, Elston
and Rondi (2006) report empirical evidence that ceotrated inside ownership is
significantly and positively associated with firmOC for Italian firms while having no
significant relationship between the variables @e#rman firms. In contrast, Phas al
(2007) report significant empirical evidence of atge relationship between concentrated
ownership and weighted average COC.

In Pakistan, the relationship between block ownprgnd COC has not been
documented. In line with the mixed empirical resulthe current study expects a
significant association between the block ownersmg firm COC based on theoretical
arguments outlined above. Thus, the fourteenth tmgsis in the current study is stated

below:

Hi4  There is a statistically significant associatiotmmeen block ownership and
firms’ COC.

3.4.2.5 Foreign ownership and Cost of Capital

A firm’s choice of issuing debt or equity to finantheir activities can be affected
by foreign investors. Theoretically, informationyasnetry is relatively higher among
foreign investors because of language and distédoafang and Jianguo, 2007). Higher

foreign ownership may lead to debt financing asoseghance mechanisms, thus, may
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force firms to issue debt over equity (Le and Phitg 3). Additionally, firms may prefer
debt rather than equity as they may take the adgenof foreign investors’ relationship
and reputation to have easy access to internaticaqaital markets, which will usually
provide lower cost of borrowing and thus, lower COC

There are evidence of negative nexus between for@mgnership and COC (e.g.
Chenet al, 2014) who report that a firm's COD decrease las foreign ownership
increases. In Pakistani context, the associatidwdmn foreign ownership and firm-level
COC is not documented. Following negative theoattpredictions and the empirical
literature, the current study expects a negative significant relationship between the
foreign ownership and firm-level COC. Thus, theeinth hypothesis in the current study
IS stated as:

His Firms’ COC and foreign ownership are significantapd negatively

associated.

3.4.3 Corporate Governance variables

Limited numbers of past studies have investigated G can influence firms’
COC (Bozec and Bozec, 2011). This subsection widifly set out the central theoretical
argument that links CG variables and firms’ COCe Empirical evidence is also reviewed
in order to develop the hypothesis. Following thiempstudies and due to data limitations,
this study limits it hypotheses to the followingdividual CG variables, including audit
firm size, board size, and gender diversity intibard.

3.4.3.1 Audit firm size and Cost of Capital

Theoretically, external auditors have been sugdeaseone of the most effective
CG mechanisms that can reduce agency cost by regludormation asymmetry between
shareholders and managers (Jensen and Meckling; Watts and Zimmerman, 1983). In
this regard, the quality of external auditor is ortant in reducing information asymmetry
and this can be influenced significantly by audimfsize (DeAngelo, 1981). Big audit
firms are expected to provide better audit qualitgn those of smaller firms because of
more resources, experience, and reputation astyjaaiditors (DeAngelo, 1981; Uared
al., 2006). Arguably, big4 audited firms may haveslpsoblems of information asymmetry
and as such the big audit firms can influence tlieses to disclose more information to
earn the confidence of outside investors, whickum is expected to decrease the firms’
COC. In this regard, literature suggests that eimgagith high reputation auditors can
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contribute to the efficient resolution of contractiproblems that leads to risk shifting by
producing reliable and valuable information on @sipinvestment decisions (Jensen and
Meckling, 1976; Watts and Zimmerman, 1986).

Few studies provide evidence of the relationshipvben audit firm size and one
component of COC (e.g., Pittman and Fortin, 2002atB/ 1989; Balverst al, 1988). For
instance, Pittman and Fortin (2004) studied thé& letween auditor choice and debt
pricing of firms that went public from 1977 to 1988hey report that choosing a big
auditor, which can reduce monitoring costs by imprg the reliability of annual reports
and financial statements enable firms to lowerrthest of debt. Similarly, Balverst al
(1988) and Beatty (1989) report that auditor withhhreputation enable firms to reduce
uncertainty. Additionally, Diamond’s (1989) predidhat firm decrease their cost of debt
and, hence, COC by developing their reputation.

In Pakistan, the relationship between audit firrmesand COC has not been
documented yet. For first time, this study offevglence on this relationship for Pakistani
listed firms. Following the negative theoreticadaempirical evidence, the current study
expects a negative and significant relationshipvben the audit firm size and firm COC.

Thus, the sixteenth hypothesis in the current stsidg follows:

His There is a statistically significant and negatiedéationship between audit
firm size and firms’ COC.

3.4.3.2 Board size and Cost of Capital

Theoretically, board of directors is consideredoag of the most effective CG
mechanisms, which can mitigate different type ofraxy problems by ensuring that firm
operates competitively and efficiently (Jensen avidckling, 1976; Jensen, 1993).
Precisely, it has been argued boards with more reesnban raise cost of managerial
activities that can have an adverse affects theevaf the firm and may increase cost of
funding (Yawson, 2006). Resource dependence thpaygoses a negative relationship
between board size and firms’ COC. In this reg&dpdsteinet al. (1994) suggest that
large board can improve firm value as firms careascritical resources. In the same way,
it is argued that a large board have ability toesbphighly experienced and qualified
directors that can result in btter decisions. Adddlly, large board can signal the presence
of wide stakeholders’ representation (Pfeffer, 1998m and Soobaroyen, 2013). Hence,
more board members may improve communication betweejority shareholders and

other investors, which can increase the firm vdlyaedecreasing the firms’ COC through
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lower COD that leads to lower COE due to low likelbd of asymmetry information and
excessive risky investment decisions that shifs between investors.

Although there is a lack of empirical evidence efationship between board size
and firm’s overall COC, the impact of board sizerdndeen investigated either on firms’
COE or COD (e.g., Bozec and Bozec, 2011; Shah anigl 809). For instance, Bozec and
Bozec (2011) examine the effect of CG index on fierel COC in a sample of 155
Canadian firms listed on S&P/TSX from 2002 to 200Bey report significant empirical
evidence that both firms’ COD and COE decreaséasgjtiality of CG practices increases.
Similarly, using a sample of 114 firms listed onr&ehi Stock Exchange from 2003 to
2007, Shah and Butt (2009) examine the effect afdsize on firm’s COE. They report
empirical evidence that suggests board size igfigntly and negatively associated with

COE. Thus, the seventeenth hypothesis in the dustedy is:

Hiz Firms’ COC and size of the board asggnificantly and negatively

associated.

3.4.3.3 Gender Diversity in the board and Cost of Capital

With respect to the impact of board-gender diversin different types of
managerial decisions, several studies have exantimedmpact of different types of
diversity on the board (e.g., gender, educatione,raccupation and age) on different
corporate decisions (Rose, 2007; Dezso and Ro4g, 20im, 2014). Admas and Ferreire
(2009) argue that the boards with more female mesnten lead to a greater participation
of directors in decision making. Further, gendeatblo diversity may improve
communication between different stakeholders amhcé, can reduce risk shifting and
thus COC. Additionally, Nielsen and Huse (2010)uarghat the absence of female
members from the board means that the firm is ¢paim opportunity to increase the talent
pool and board skills that may negatively affeet finm value and increase COC.

Empirically, several studies have examined the shp&board-gender diversity on
different issues and find that women directors haflaence on firms’ board (Rose, 2007,
Baghren and Strgm, 2010; Dezso and Ross, 2012; 120dv). The current study expect a
negative and significant relationship between thedgr diversity on the board and firm
COC. Thus, the eighteenth hypothesis in the custmly is:

Hig Firms’ COC and gender diversity are significantiynda negatively

associated. .
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3.5 CG DISCLOSURE MEASUREMENT: LITERATURE
ON CG INDICES

CG literature suggests that CG mechanisms shaukkamined collectively rather
than individually (Ntimet al.,2012). In response to this, researchers use CiGemas a
method to examine CG mechanisms by relying on nati€G codes (e.g., Al-Malkaveit
al., 2014) or international CG codes (e.g., Cheaeh@l, 2007; Hooghiemstra, 2012;).
Following previous studies (e.g., Elghuwelal, 2016; Ntimet al, 2012a), this study
employs an index in order to examine CG practingRakistan. This section discusses the
literature related to self-constructed versus atalyratings indices and ordinal coding
scheme versus binary coding scheme.

In this study, a self-constructed CG Index baseéakistani CG code will be used
to measure the level and determinants of complianite CG provisions of the PCCG.
The PCGlis also used to examine its impact on the COC.aduption of self-constructed
CG index as a methodological approach is justiiredubsection 3.5.1. Briefly, the use of
PCGI is suitable as (i) it is directly applicable tokixtani context; (ii) thePCGI is
designed to incorporate most of the CG aspectdhtnag been suggested by literature; and
(i) there is no theoretical guidance which offergriterion for the selection of indices to
be used in the study. Furthermore, it is consistennany recent researches (e.g., Tariq
and Abbas, 2013; Hooghiemstra, 2012) that invegththe level and determinants of CG
compliance by relying on national (e.g., King Redgr2002) codes in constructing their
CG indices (Hooghiemstra, 2012). TREGI contains 70 CG provisions (See Table 4.3)
covering five broad aspects. TREGI is constructed from the PCCG 2002. The listing
rules were also used as additional source in doddevelop a comprehensive index. Table
in appendix 1 explains each provisions and thecgommcluded in th€CGl.

3.5.1 Self-Constructed versus Analysts’ Ratings Indices

According to the literature, CG disclosures are snead by two commonly used
indices (Bozec and Bozec, 2012; Bhagat and BoR668). First, self-constructed indices
developed by researchers using national CG stasd&dor studies (e.g., Tarig and
Abbas, 2013; Priceet al, 2011) utilize national CG codes to examine ddf¢ issues
related to the relationship between CG and corpgpaticy decisions. Second, analysts’
ratings indices offered by independent professiamrghnizations based on general CG
principles. Such CG indices have been used by stutkes (Toledo, 2010; Henry, 2008;
Clacheret al, 2008) to investigate the extent to which CGhkdo enhance firms’ policy

decisions.
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Both measures have strength and weaknesses. &iedysts’ ratings indices are
reliable, as constructed by professionals where#dscanstructed indices may not be as
reliable as the researcher constructs the indexirogelf (Francist al, 2008; Hasan and
Marston, 2010). Second, analysts’ ratings indices &ss labour-intensive than
researchers’ constructed indices and can be usetl lfbge number of firms (Beattie and
Thomson, 2007). Finally, unlike researchers’ selistructed indices where the annual
reports are regarded as the main data sourcendices developed by analysts use several
reports including: (i) quarterly reports; (ii) fishannouncements; (iii) investors relations;
and (iv) annual reports among others (Healy and@al2001; Alsaeed, 2006).

Despite the advantages of analysts’ ratings indites current study uses the
researcher’s self-constructed index to measuresfil@G disclosures for the following
reasons. First, as most of the analysts’ ratingicés are developed by international
professional organisations, by following developedions’ CG principles. Additionally,
many of these analysts’ ratings indices may naidesl due to changes in CG regulations.
Second, analysts’ ratings indices normally covetaoe CG aspects, such as shareholding
patterns and board characteristics (e.g., Chungzhadg, 2011; Yermack, 1996) while the
Pakistani CG indexRCG]I) is constructed to incorporate all of the CG atpdtat have
been suggested by the literature. F&GI comprise of 70 CG provisions categorised into
five main elements, namely, board of directorsenmal auditing and committees,
shareholders right, transparency and disclosur,irgernal control, external auditor and
risk management. Third, there is no theoreticalgnce which offers a criterion for the
selection of indices to be used in the study (Hassal Marston, 2010). Fourth, adopting
researcher-constructed indices is in line with ipstudies (e.g., Tariq and Abbas, 2013;
Samahaet al, 2012; Priceet al.,2011), which in turn enables the current studgampare

its results with those of past studies.

3.5.2 Choice between ordinal and binary coding schemes

According to literature (Beattiet al, 2004), there are two commonly used schemes
for scoring indices: (i) ordinal coding scheme; gmdbinary coding scheme. In the first
scheme, a weight is assigned to each provisiondbasats importance and the degree of
information related to it; hence, CG indices cotdgdhis scheme are called weighted CG
index. Such indices can be developed with the bekurveys from experts about both the
importance of each provision and the level of disale of that particular provision
(Hassan and Marston, 2010; Beatteal, 2004). For instance, if a firm does not disclose

any information about a specific CG provision iassigned 0, if firm discloses qualitative
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information only it is assigned 1, and if it diseés quantified information about that
specific provision, a score of 2 is assigned. Obsfy, the rating of a particular provision
and weighting of disclosure vary among the reseascle.g., Shabt al, 2009; Tariq and
Abbas, 2013). In the second scheme, a score ohdsigned to a particular provision if it
is disclosed, 0 otherwise; hence, indices scorethisyscheme are known as un-weighted
index.

Despite the advantages and drawbacks in both scheh®ecurrent study relies on
binary coding scheme to code tRE€GI. This choice was made for five main reasons.
First, there is no theoretical suggestion offergugdelines on how to choose between the
two schemes. In this regard, binary coding schesneonsidered preferable because it
avoids making a bias towards any specific CG promiss it can be the case of ordinal
coding scheme (Botosan, 1997; Owusu-Ansah, 1998).

Second, it is considered an appropriate methotleBEGI is designed to measure
whether a particular provision is disclosed or tbtlike the ordinal coding scheme, it only
scores the absence or presence of a CG provisicaube the current study does not
examine the quality of CG. Instead, it examinesl¢hwel of CG compliance and disclosure
and how this may drive firms’ COC. For instanceC@ provision related to directors’
independence necessitates only assigning a scdré af least one member of the board is
independent and O otherwise; therefore, a use ch seheme is considered to be an
appropriate approach.

Third, unlike the ordinal coding scheme, binaryiogdscheme is often less biased
as there is no personal judgment is required tagmasthe weights to any particular
provision (Hassan and Marston, 2010). In supporthif method, Tsipouret al. (2004)
state that binary coding scheme prevents the diMijgcof researchers where different
provisions may be weighted differently. This shouridrease the reliability d?CGl as it
can be easily replicated by another researcher.

Fourth, binary coding scheme is widely used bymeG literature (e.g., Allegrini
and Greco, 2013; Samakaal, 2012) which enables current study to compareetsilts
with those studies. This is especially true in dep®g countries where researchers face a
problem in finding a professional CG organisatibatthelps in assigning weights to CG
provisions. Finally, due to the fact that theraastheoretical foundation to give weights to
different CG provisions, the present study takes ®teps to mitigate the problems
associated with binary coding scheme. The firsp stas to minimize the inequality

between the weights of different provision whelela possible provisions were included
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in the PCGI (Beattie et al, 2004). In the second step, tRECGIs provisions were
classified into five indices.

3.6 SUMMARY OF THE CHAPTER

This chapter offered an empirical and theoreti@aliaw of literature of nexus
between firms’ COC and CG disclosure level. Theptdrawas divided into five main
sections. First, it discussed the most relevardrtbe that underlie CG disclosure and COC
decisions by firms. In this regard, the study add multiple-theoretical approach which
involves agency theory, managerial signalling, vese dependence, asymmetric
information, trade-off theory, and stewardship.sTassisted the present study to develop
its hypotheses and interpret its findings. Sectmaljiterature was reviewed with respect to
level of CG compliance and disclosure with CG codi#erature has been discussed with
respect to developed and developing countries inergé and with respect to Pakistan in
particular. The literature suggested that thera dfference in the CG compliance level
between the developing and developed countriegrdtiire suggested that economic,
cultural and legal system may attribute this défere in the level of compliance.

Third, this chapter reviewed the literature of fastinfluencing level of compliance
with CG codes and developed hypothesis relatechth eeterminant. These factors are
categorised into two main types. First, ownerstuipcsure variables made up of: director;
government; institutional; block; and foreign owst@p. Second, board and audit
characteristics variables consisting of: board ;siaeard diversity in gender; board
diversity in nationality; and audit firm size. Tleurth section examined the literature of
CG-COC relationship and developed hypothesis foilGR®wnership structure and
board/audit characteristics with COC. The fifth tget discussed the literature related to
self-constructed versus analysts’ ratings indiges @rdinal coding scheme versus binary
coding scheme. In this study, self-constructed xnaled binary coding scheme are being
used to construct tfRCGland the reasons of selection are discussed irl.detai

The next chapter discusses the sample selectitasdarces, methods of study and
robustness analyses of the current study invesigyétvel of compliance and disclosure
with 2002 PCCG, factor influencing level of CG cdmpce with 2002 PCCG and the
nexus between CG and COC.
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CHAPTER FOUR

4 RESEARCH DESIGN

This chapter provides detailed discussion of tlseaech design and methodological
issues in the study. Specifically, it aims to attdie subsequent three objectives. Firstly,
this chapter discusses sample and data sourcesrufiegl study. Secondly, it provides a
comprehensive description of the research methggoised in this study. Thirdly, it
discusses the sensitivity analyses that are emgloyberefore, 4.1 discusses sample
selection and data sources. Section 4.2 discubsessearch methodology. Section 4.3
will discuss a number of statistical tests perfainbefore and after examining the study
hypothesis while section 4.4 summarise the chapter.

4.1 SAMPLE SELECTION AND DATA SOURCES

The criteria for selecting sample, data sourcesl@yed and sampling limitations

are discussed in this subsection.

4.1.1 Sample Selection Procedure

The sample used in analysing the CG compliancd Rakistani CG indexRCGI)
and its impact on Cost of Capital (COC) is madeotiikarachi Stock Exchange (KSE)
listed firms. A total of 579 firms were listed orSE’ on December 31, 2014. Table 4.1
describes the sample for this study.

Table 4.1 also shows the industrial compositiorfirons listed on the KSE. The
listed firms are grouped into eleven major sectdise composition is made up of
automobile and engineering, cement, chemical, rtegt financial, food, oil and gas,
pharmaceutical, textile and general industrl@anel A of Table 4.1 shows that the
Pakistani market is dominated by chemical, cenfergncial, food and textile industries as
these industries represents 76% of the entire KSEdI firms while the remaining five

industries presents only 24% of KSE listed firms.

® Karachi Stock Exchange can be found on http://viiistocks.com.
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Table 4.1: Sample selection procedure

Panel A: Industries of all listed Firms in Percentage
Firms on the KSE as on 31 December 2014 Industry of firms(%)
Automobile and engineering 26 4.49
Cement 36 6.22
Chemical 35 6.04
Electricity and Electronics 24 4.15
Financial 137 23.66
Food and Beverages 56 9.67
Household 33 5.70
Misc 30 5.20
Oil and gas 14 2.42
Pharmaceutical 9 1.55
Textile 179 30.92
Total population 579 100.00
Less: Financial Industry (237) 23.66
Total KSE listed non-financial firms 442 76.34
Panel B: Industries of No of firms Firms’ percentage (%)
Firms to be sampled
Automobile and engineering 26 5.88
Cement 36 8.14
Chemical 35 7.92
Electricity and Electronics 24 5.43
Food and Beverages 56 12.67
Household 33 7.50
Misc. 30 6.80
Oil and gas 14 3.17
Pharmaceutical 9 2.04
Textile 179 40.50
Firms available for sample 442 100%
Minus: Missing data firms (282) 63.80
Total samples firms with full data 160 36.20%
Panel C: Industries of No. of Firms in Percentage
Final sampled firms final sample of firms (%)
Automobile and engineering 19 11.88
Cement 24 15.00
Chemical 18 11.25
Electricity and Electronics 9 5.63
Food and Beverages 19 11.88
Household 8 5.00
Misc. 14 9.00
Oil and gas 13 08.13
Pharmaceutical 7 4.38
Textile 29 18.13
Total 160 100.00%

In this study, the financial industry is not inckddin the final sample for three
main reasons. First, financial firms have a difféereapital structure than those of non-
financial firms which may have impact on firm val(lam et al., 2007; Shah and Buitt,
2009). Second, financial firms have been suggdstdée® heavily regulated. In the case of
Pakistan, financial firms are required to complyhwinore regulations than their industrial
counterparts. This is expected to have differemacot on financial firm values from those

of non-financial firms. Third, financial firms aexcluded in line with previous studies in
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order to make the results comparable with priodiss (e.g., Haniffa and Hudaib, 2006;
Mangena and Chamisa, 2008; Tariq and Abbas, 2013).

Panel Bof Table 4.1 shows the industrial composition lbfr@maining 442 firms
(76.33% of entire KSE population) that were avdéddbr possible inclusion in the sample.

This is further discussed in the following subsats.

4.1.2 Criteria for Selecting the Sample

To be included in the sample of this study, a fivas to meet two conditions. First,
the firms’ eleven year annual reports from 20032@13, inclusive, must be available.
Second, its corresponding eleven year financial stodk market information had to be
available. The above criteria were specified fer fibur main reasons.

First, the majority of KSE listed firm’s annualpats became publically available
in 2003 with required CG information after the i@sae of Pakistani CG code in 2002.
This makes it possible to gather data from 2003 nwiiee code was effectively
implemented and firms started to publish their ahmaports. Second, the sample ends in
2013 as it was the most recent year with availdbta at the time of data collection. Third,
these criteria permit the current study to benkefim panel data characteristics. In this
regard, there are several benefits associatedpaitiel data approach including : (i) panel
data has both time series and cross-sectional \adig®rs that allow contrast and facilitate
the testing of more realistic behavioural modélsigo, 1985; Gujrati, 2003); (ii) unlike
either cross-sectional or time series data, paat germits the present study to collect a
large number of observations, which decreases ithiglggn of multicollinearity and also
increase the degree of freedom (Gujrati, 2003; \Gkiade, 2009); (iii) differently from
both cross-sectional and time series data, paral albbows the researcher to control for
firm’s heterogeneity in individual variables (Wodlibe, 2009; Ntimet al, 2012b); and
(iv) it provides a way to minimize statistical pteims in general and those related to CG in
particular, such as endogeneity (Larcker and Rusti2007; Ntinet al, 2012b). Further,
use of panel data method is consistent with previoG (e.g., Bhagat and Bolton, 2008;
Ntim et al, 2012a) and COC (e.g., Phamal, 2012; Soha, 2011) studies where this study
would be able to compare its results to prior gsidiFourth, the above criteria facilitate
meeting the conditions for using a balance pan& daalysis which favours the inclusion
of only firms with consecutive years of data (Chehgl, 2006; Ntimet al, 2012a).

Under the above mentioned critepanel Cof Table 4.1 presents 160 firms for the
period 2003 to 2013 with 1760 firm-year observaiitimat met the selection criteria. The
final sample includes firms from all 10 sectorK&E listed firms. The textile and cement
remain the largest sectors with 29 (18.13%) an¢{lL846) firms out of a total of 160 firms
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respectively. By contrast, Pharmaceutical and Etgt are the smallest sectors with 7
(4.38%) and 9 (5.63%) firms respectively whereassimare of the remaining sectors range
from 8% to 13% of sampled firms. Generally, thetrthsition of the sample is consistent
with the industrial composition of all firms availe at the time of collecting the data. This
allows the current study to be more able to geirerdis results where each sector has been
fairly presented. For instance, Electricity and dilenics sectors make up 5.43% and
5.63%, respectively of the final sample.

A sample of 160 listed firms with 1760 firm yeaservations over 2003 to 2013
is considered to be large enough to make significantributions to the extent literature.
The final sample is different from prior studiesRakistan in two main aspects. First, the
present study’s sample is considered as large énosed in Pakistani study on CG. For
instance, in examining the relationship between &@ dividend payment, Afzal and
Sehrish (2010) employ only 42 listed firms. Moreemstly, Tariq and Abbas (2013) use
119 listed firms to study the nexus between compgalevel and firm value. With
particular reference to the current study, Skalal (2009) use a sample of 114 in their
examination of the influence of CG on cost of eguithus, literature shows that the
number of firms included in prior Pakistani studisamples is less than in the current
study’s sample. Arguably, this limits the priordies’ findings. In contrast, using a sample
of 160 listed firms enables the present study tpraove the examination of Pakistani CG
level and determinants, including the impact on COC

Second, and apart from differences in number oidjrthe sample time period used
by previous studies in Pakistan are discernibly dlaorter than the present study time
period. For instance, Afzal and Sehrish (2010) &mahet al (2009) document their
empirical evidence based on only five-year peribde longest time period examined in
past Pakistani studies on CG is by Tarig and AR&43)" who employ sample from
2003-2010. In contrast, the current study invesdg®akistani CG reforms over the 2003-
2013 period, which is far longer period and moent compared with previous studies on
Pakistan. Therefore, the current study is the mexs#nt and extensive time period that has
been investigated within the Pakistani contextellation to CG in general and the impact
of CG on COC in particular.

A balance panel data of 1760 firm-year observatisnggarded as one of largest
data sets that can be used in studies in develomngtries to examine issues that are
related to CG variables given the fact that theseables are extracted manually from
annual reports which is considered a highly labotensive activity (Hussainegt al,
2003; Beattieet al, 2004). Despite great efforts that have been n@aéetend the sample,
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practical limitations like data availability, fundj and time restrict the sample size but

ensure that the research is accomplished withiplmned time frame of a PhD study.

4.1.3 Data and Source

There are three types of data are being used & ghidy including: (i) CG
variables; (ii) Financial variables; and (ii) Stotkarket variables. First, using content
analysis approach, CG variables were manually ceitefrom the annual reports of the
sampled firms. These annual reports were colletcted different sources: Rest of world
of World Filings of the Perfect Information Databascompanies’ website andSE
website. Firms’ annual reports that were not aélan the above sources were obtained
from SECPhead office in Islamabad, PakistdrSecond, the data on financial variables of
130 firms were collected from Datastream while diaga for the remaining 30 firms were
collected fromBalance Sheet Analyse$ State Bank of Pakistan’s publication. Sampled
firms monthly stock prices, Government of PakistuBill rates and Market indices
variables constitute the third type of data usedhia study which were collected from
Datastream. Missing or in-sufficient data relatedGompany’s monthly stock prices,
Government of Pakistan T-Bill rates and Market cedi data were collected from the
website of business recorder.

4.2 RESEARCH METHODOLOGY

The methodology of the study is discussed in thidian. As discussed in chapter
one, the objective of this study is to answer thresn research questions. First, what is
the level of compliance with governance provisionsatained in 2002 Pakistani code of
CG (PCCG) and to what extent has the introductioR@CG improved CG practices in
Pakistani context? Second, it investigates theofaittat determine the CG compliance
level with provisions contained in PCCG? Third, wisthe association between CG

mechanisms and COC of Pakistani listed firms?

1% For the missing annual reports of the sample areber visited Pakistan and accessed those refponts
SECP head office Islamabad, Pakistan. The codinghbse reports had been done with in premises of
SECP for a period of one month.

Yhttp://www.brecorder.com




87

4.2.1 The coding steps and sources of Pakistani Corporat&overnance
Index (PCGI)

As discussed in section 3.5, a self-constructedI@&x based on Pakistani CG
code will be used to measure the level and detemmsnof compliance with CG provisions
of the PCCG. Th&CGl is also used to examine its impact on the COC. aduaption of
self-constructed CG index and binary coding scha®iea methodological approach is
justified in section 3.5. Th@CGI is constructed from the PCCG 2002. The listingsul
were also used as additional source in order t@ldpva comprehensive index. Table in

appendix 1 explains each provisions and the sanoteded in thé?CGil.

Following prior literature (e.g., Elghuweel al, 2016; Ntimet al., 2012), this
study employs governance index in order to exan@i practices in Pakistan. This
subsection discusses data sources of Pakistann@&x,ithe validity and reliability of CG

index.
4.2.1.1 Data Sources of Pakistani CG IndexHCGl)

Hassan and Marston (2010) demonstrate that compampvide information in
different ways which include: (i) annual report$;énalyst presentations; (iii) conference
calls; (iv) interim reports; (v) investor relatignwi) press releases; (vii) prospectus; and
(viii) websites among other sources. Among thesaurces, this research depends on
annual reports of the firms as a source to manwadtsact CG information. In particular,
the reliance on those reports in constructingtB&1 was due to the following reasons.

First, annual reports are considered by prior istiés a significant reporting
document in examining different empirical issueswitson (1992, p.22) says thahé
annual report is the major reporting document anerg other report is in some respect
subsidiary or supplementary td.itSecond, annual report provides both quantitatiad
gualitative data. This allows the present studyltain both the CG and financial data
which cannot be found in other data sources, eajpe&G variables. Third, it has been
argued that disclosure level in firm’s annual répads positively associated with the
disclosure disclosed through other means (Boto&86y). Fourth, annual reports are
primarily addressing shareholders’ interests sint@nagers are accountable to them
(Alsaeed, 2006). This increases the credibilityaohual reports (Samale al, 2012).
Fifth, the KSE listing rules, specifically Articl&5(XI), mandate the listed firms to provide
annual reports audited by external auditors. Thaken the annual reports highly reliable

source to collect CG information. Sixth, relianae annual reports is in line with recent
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studies (Al-Jandiet al, 2013; Tarig and Abbas, 2013), which in turn, ioyes the
comparability with these studies.

4.2.1.2 Validity, Reliability and Coding Procedure of selfconstructed Index PCGI)

There are two methodological concerns that havbet@ddressed while using a
researcher’'s self-constructed index, namely validind reliability. This subsection
discusses a number of steps that were carriedyotltebcurrent study to ensure tiREGI
Is a valid and reliable tool.

Saunderset al (2007, p.614) defined the validity aghé extent to which data
collection methods accurately measure what theyewetended to measureThus, an
index can be considered as valid, if it reflectsatvthe researcher intended (Omar and
Simon, 2011). Hassan and Marston (2010) arguetliea¢ are three main types of validity
which are: criterion- related validity, construcalidity, and content validity. Sekaran
(2003, p. 206) defined criterion-related validitg destablished when the measure
differentiates individuals on a criterion it is eeqied to predi¢t Construct validity is
instrument’ measurement while content validity Imat the adequacy and representation
of indices’ items (Sekaran, 2003).

The validity of PCGI was improved by applying following measures related
criterion, construct, and content validity. Firgte Pakistani CG index is developed by
researcher himself rather than using analystahgati ThePCGl largely depends on 2002
PCCG that enables this index to reflect accuratgp@@tices among Pakistani listed firms.
Second, the construction of index was guided byli@@ture to cover all important areas.
For instance, in line with several past studies, dtirrent study paid close attention to the
board of directors. Third, the validity 6fCGl is enhanced by reviewing it twice before
finalising it: (i) oncePCGl is constructed from PCCG, each provision was dsed in
detail with researcher’s supervisors who are exipe@G. This enabled the researcher to
utilise their suggestions in refining tHeCGI;, and (ii) the draft ofPCGI was further
discussed in annual doctoral confereniéeEhe PCGI has improved on the basis of
comments received from those academics and expedeesearcher from the field of CG.
This improves the criterion and content validityteé PCGI;, hencePCGl is considered a
valid instrument.

The second methodological concern, however, islgily. Hassan and Marston
(2010) state that reliabilityconcerns the ability of a measurement instrumen¢pooduce

consistent results on a repeated measurement (sefae to it as the stability of the

12t was presented at the 2014 British Accounting Einéince Doctoral Colloquia, and Scottish Doct@alloguia.
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measurement instrument over timd)iterature shows that reliability can be assdskg
two measures namely: consistency and stabilityd@ek 2003).

With respect to consistency, it is defined as fndicator of how well the different
items measure the same issue. This is importastuseca group of items that purports to
measure one variable should indeed be clearly fedum that variable(Litwin, 1995).
Following the prior literature (e.g., Gul and Leurp04), the current study employes
Cronbach’s alphd(Cronbach, 1951) to measure internal consisteh&Cs|.

Table 4.2: Cronbach's Alpha Reliability test for P&istani Corporate Governance Index PCGI)

. Cronbach’s Alpha Cronbach's Alpha Based on
Sub-Indices oPCG| if item deleted Standardized ltems
The board of directors 0.951
Internal auditing and committees 0.949
Shareholders right 0.950 0.964
Transparency and disclosure 0.945
Internal Control, External Auditor and

. 0.940
Risk Management

The Cronbach’s alpha value can be from zero to @mee;higher the coefficient
alpha, the higher the reliability of the measuretnétcording to Allegrini and Greco
(2013), the Cronbach’s alpha value above 0.80 mepdhat this instrument is consistent.
As shown in Table 4.2, the coefficient alpha valbased on standardise data) for five
subcategories oPCGI is 96.4% which indicates that the constructed xndge highly
reliable. Table 4.2 show that all “Cronbach’s Alpihatem deleted” are lower than the
“Cronbach’'s Alpha Based on Standardized Iltems” winneans that the exclusion of any
sub-index can significantly harm the reliabilitytae PCGI.

With regards to stability, it is a case where thgearcher should be able to obtain
the same results over time by using the same magspirocedure (Hassan and Marston,
2010). In line with previous literature (e.g., Onaard Simon, 2011; Samakaal, 2012),
this study uses test-retest approach to measurgdhdity of the index. In doing so, three
steps have been taken to achi®@Gl's stability. First, before starting the coding of
PCGI, all contents of each sampled firms’ annual reparére read carefully. This helped
the researcher to be aware of the activities ahdjrwhich was helpful to identify the
applicable and non-applicable CG provisions (Onmal &imons, 2011). This allowed the
researcher to make sure that BICGI provisions are applicable to all sampled firms.
Second, firm wise coding was performed for whol@sie in the first round. For instance,
each firm was coded for the 11 year period stafftiogn 2003 to 2013 before the next firm

3Cronbach’s alpha is one of the most popular testseasure internal consistency by measuring theledion between
the items and showing how well the sub items compla each other in the measurement of differenecispf a
variable (Litwin, 1995).
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was coded. This assisted to improve the consistandyaccuracy in coding. Third, the
coding of all sampled firms was double checkeddentify if any mistake has been made
in the first round coding.
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Table 4.3: The Pakistani CG index provisions

Pakistani Corporate Governance Index

Section  No. PCGI Provision Range of  Total
Scores  Provisions
l. Board of Directors 18
1 Whether firm discloses the categorizatibof directors in annual  0-1
report
2 Whether at least one member of the board is indigren 0-1
3 Whether firm has a director representing minoritgreholders 0-1
4 Whether at least one fourth of the board is noreetree 0-1
5 Whether the firm discloses the director's membgrshiother boards  0-1
of listed companies in their annual report
6 Whether the directors of firms have not more thares/ten positions  0-1
simultaneously
Whether board Chairman is a Non-Executive director 0-1
8 Whether there is a clear narrative that classifiesrole of chairman  0-1
and CEO
9 Whether the CEO position is separate from the afegirposition 0-1
10 Whether firm disclose the directors’ orientationuse 0-1
11 Whether the board meetings are disclosed in anmapalts 0-1
12 Whether at least board meet 4 time in a year 0-1
13 Whether the name of the directors is born on tlaéster of National 0-1
Tax Payers is disclosed
14 Whether non defaulter information about direct@sdisclosed in  0-1
annual report
15 Whether no involvement of directors in brokeragesibess is 0-1
disclosed in annual report
16 Whether firm discloses that the statement of etleind business 0-1
practices is prepared and circulated
17 Whether firm discloses that the fiduciary powers exercised by the  0-1
board of directors
18 Whether firm discloses future outlook in annualoeg 0-1
Il. Committees and Auditing 14
19 Whether firm has a Remuneration or HR Committee 0-1
20 Whether Committee has at least three members wittajarity of 0-1
non-executive directors
21 Whether firm discloses the numbers of different nottees meetings  0-1
held during the year
22 Whether it publishes the attendance of meetingsdajn member 0-1
23 Whether firm discloses the names of the membetheotommittees  0-1
of the board in each annual reports
24 Whether the names of audit committee are disclimsasnual reports 0-1

1 Categorization of directors in term of Independ&n-Executive or Executive
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Table 4.3: The Pakistani CG index provisions

Pakistani Corporate Governance Index

Section No.

PCGI Provision

Range of Total
Scores  Provisions

25 Whether minimum members of Audit Committee is astehree 0-1

26 Whether Non-Executive director is the Chairman bé taudit 0-1
Committee

27 Whether Non-Executive directors are in the majority audit 0-1
Committee

28 Whether audit Committee members do arrange meefg times 0-1
in one years and this information is availablammual reports

29 Whether The Head of Internal audit Committee amtepresentative  0-1
of External Auditors attended Audit Committee megs$i and this
information is discloses in annual reports

30 Whether Audit Committee Review of quarterly, Hadayly and 0-1
annual financial statements prior to the appro¥@aard of Director
and discloses in annual reports

31 Review of Management letter issued by external tatsli and 0-1
discloses in annual reports

32 Whether audit committee appointed a secretary hisdiiformation 0-1
is discloses in the annual reports

Il Shareholders Right 6

33 Whether firm issued a notice of AGM about the rmgptto 0-1
shareholders

34 Whether firm issued a notice of AGM at least 21 dégfore the  0-1
meeting date

35 Whether firm held AGM within three/folir months following the ~ 0-1
close of its financial year,

36 Whether firm held AGM within the same town as compaas 0-1
registered office

37 Whether the notice of the AGM specify the dateceldime, and the  0-1
business to be transacted,

38 Whether the notice of the AGM specify that shardkol can 0-1
participate personally or through proxy

V. Transparency And Disclosures 14

39 Whether firm discloses its ownership structurerinual reports 0-1

40 Whether firm discloses the name wise detail of ehaldings of 0-1
directors, CEO, their spouse and minor children’s

41 Whether firm discloses the shareholdings of tercqrer or more  0-1

voting rights

!> According to Companies Ordinance 1984, till 20018 period was 4 month and then changed to 3 months
Data is collected accordingly.
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Table 4.3: The Pakistani CG index provisions

Pakistani Corporate Governance Index

Section  No. PCGI Provision Range of  Total
Scores  Provisions

42 Whether it is discloses that firm is a going concemtity and 0-1
explanation if not

43 Whether firm discloses its outstanding taxes ametrotharges with  0-1
reason in annual reports

44 Whether firm discloses the operations, cash flowd ahange in  0-1
equity in annual reports

45 Whether firm discloses the last six years finan@all operating 0-1
performance in annual reports

46 Whether firm discloses operating results and sicguift deviation 0-1
from last year, if any and reasons explained muahreports

a7 Whether firm discloses the trade of shares of conaga carried out  0-1
by directors, executives, their spouses and mihidd ¢

48 Whether firm discloses Mission, Vision and Corperatrategies in  0-1
annual reports

49 Whether it provides an encouraging declaration @amgliance with 0-1
the PCC&°in reports

50 Whether firm discloses the reason of a bonus sfiiany) or not 0-1
paying dividend

51 Whether the firm discloses evidence of every camtia which 0-1
parties are firm and its directors or any othercexige is or was
materially interested and clear statement in cafen®@ such
transaction

52 Whether firm discloses the detail of payment inrnfo of 0-1
remunerations in annual reports to the board afctirs

V. Internal Control, External Auditor And Risk Managem ent 18

53 Whether firm discloses that there is an effectind aound internal ~ 0-1
control system established, implemented, and maedtby the BoD

54 Whether firm provides a description about the dcaral potential 0-1
risk of the company

55 Whether firm provides a clear description of riskamagement 0-1
policies in annual report

56 Whether auditor reports provide a narrative thatternal control 0-1
system has been reviewed by the auditor

57 Whether auditor reports provide a narrative finaheeports have  0-1
been reviewed by the auditor

58 Whether the reports are ratified by the firms’ leband sign up by  0-1

the authorised executives, CEO and CFO earlieirtoilation to the

8 PCCG stands for Pakistani Code of Corporate Gavee
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Table 4.3: The Pakistani CG index provisions

Pakistani Corporate Governance Index

Section  No. PCGI Provision Range of  Total
Scores  Provisions

shareholders

59 Whether firm discloses that proper book of accoamés maintained — 0-1
in annual reports

60 Whether firm discloses appropriate accounting pedicapplied in 0-1
preparation of accounting estimations and findnsiatements in
annual reports

61 Whether firm discloses that financial statemengésaacording to 1AS 0-1

62 Whether External Auditors have Satisfactory ratimgler the Quality  0-1
Review Program by Institute of Charted AccountarftBakistan and
this information is discloses

63 Whether Compliance with International FederationAgfcountants 0-1
Gridlines on code of ethics is published in anmapbrts

64 Whether Auditor perform duties according to IFAG@p management  0-1
role and this information is discloses in annupbirés

65 Whether external auditor of the company attendsatireual general  0-1
meeting and this information is discloses in anmapbrts

66 Whether Statutory Auditors of company Reviews ti@orporate 0-1
Governance Compliance Statement and disclose rifesmation in
annual reports

67 Whether half yearly financial statements with giaty auditor's 0-1
review information discloses in annual reports

68 Whether Annual audited financial statements noerlahan four 0-1
month from close of financial year discloses inw@adreports

69 if Compliance with relevant Statutory Requiremeasatdetermined by  0-1
external auditors and discloses in annual reports

70 Whether if external auditors are Monitoring Comptia with Best 0-1
Practices of Corporate Governance and |dentifinatib Violence if
any discloses in annual reports

Five Sections Total Corporate Governance Provisian 70

4.2.2 Determinants of Corporate Governance Compliance and

Disclosure Model

The current study aims to examine the factor imftueg the level of CG

compliance for Pakistani listed firms. The Tablé gresents factors employed in the study

to test hypothesis developed in subsection 3.2:8wihg from theories, empirical studies

and Pakistani context, factors under investigatioclude: ownership structure, CG

variables and general firm characteristics. Subsect.2.2.1 explains the dependent
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variable. Subsection 4.2.2.2 explains the indepeindariables, while the subsection

4.2.2.3 presents the control variables used inntizidel.

Table 4.4: Detail of variable in determinants of G compliance

Dependent Variable

PCGI Pakistani CG IndexHCGI) consists of 70 provisions from PCCG, which takebinary
number of 1 in case the CG provision is publistreceports of company, otherwise 0.

Explanatory variables

DOWNP Percentage of shares owned by directorsettotial shares held by firm.

IOWNP Percentage of shares owned by institutiothédotal shares held by firm.

GOWNP Percentage of shares owned by governmehétmtal shares held by firm.

BOWNP Percentage of shares owned by shareholdénsatileast 5% of total shares to the total
shares held by firm.

FOWNP Percentage of shares owned by foreignerettotial shares held by firm.

BIG4 1 if firm is audited by one of the big-fdUaudit firms, 0 otherwise.

BSz The total number of directors on the boardrofi it the time of AGM.

BGEN 1 if firm has a female board member, 0 othsewi

BNAT 1 if firm has a foreign board member, 0 othisav

The Control Variables

LTA It is measured as the log of total assets efdbmpany.

ROE Earnings before interest and tax to total gfithe firm.

SALESG Sales in this year menus sales in the puswear divided by sales in the previous year.

LEVG Total book value of debt to total book valdeassets.

CETA Percentage of total capital expenditure totthal assets of the firm.

INDUSTRY In this study a dummy variable is employedeach of the ten industry.
YERDUMY In this study a dummy variable is employfed each of the eleven year.

4.2.2.1 The Pakistani CG Index PCGI)

The Pakistani CG indeXPCGI) is employed as the main dependent variable s thi
study. ThePCGl is the collection of 70 broad set of CG provisiaestained in the 2002
Pakistani CG code. Distinctively, it is differenbi past research (e.g., Haidsr al.,
2013) in two main aspects. Firstly, unlike the poeg studies (e.g., Butt and Hasan, 2009;
Ali Shah and Butt, 2009; Haidest al, 2013) that focuses mainly on individual CG
measures, such as, board characterisB€GI covers all CG aspects (see Table 4.3).
Second, unlike some past studies that rely onnatemal CG codes to construct their CG
indexes (e.g., Al-Malkawet al 2014), the current study constructs its indexetiasn
Pakistani CG code. TheCGI has been constructed by using a binary code sclaemhe
data is taken from annual reports. In this methioscoring, value ‘1’ is awarded to a CG
provision if it has been published in the firmshaal report and otherwise ‘0’

4.2.2.2 Independent variables: CG Mechanisms

The literature shows that there are two main tygfe€G variables that influence
the level of CG disclosure namely; ownership striieetand board/audit characteristics
(Ntim and Soobaroyen, 2013a; Allegrini and Gr&f2i 3; Chalevas, 2011). In this regard,

" Big-four are Deloitte & Touche, Ernst & Young, KPMG and PricewaterhouseCoopers.
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and unlike considerable number of prior studies wdgirict their analyses to limited CG
variables, the current study employs large numib&@® variables in its investigation for
the determinants of CG disclosure. These factas(grownership structure that consists
for five types of ownership: director ownership (BMP), institutional ownership
(IOWNP), government ownership (GOWNP), block owhgrs (BOWNP), foreign
ownership (FOWNP) and (ii) board and audit variakteclude®: audit firm size (BIG4),
board size (BSZ), gender diversification (BGEN) aradionality diversification (BNAT).
As discussed in section 3.3, the choice of the ah@riables were based on theory past
empirical literature and availability of data. Atidnally, Table 4.4 shows how these

variables were measured.

4.2.2.3 The Control Variables

In addition to ownership structure and CG variabpesr studies provide evidence
that some firm characteristics have impact on C@pi@nce and disclosure. Hence, this
study includes firm size, leverage, growth, prdifiliy, capital expenditure, as well as year
and industry factors as control variables. Theusicin of these variables was to take
account of their effects and mitigate some statiblissues, such as endogeneity problem.
Although this study includes the most common firtirileutes that have been used by
previous studies, the choice of these were restribly the data availability. Each control
variable is defined in Table 4.4 and the reasonirfoluding in the model on the basis of

theoretical argument and empirical literature iglaied in the following subsection.

(i) Firm Size (LTA)

Size of the firm is one of the important factor wiican influence good CG
practices (Samahat al, 2012). Generally, firm size is considered to puesitively
associated with CG disclosure. In this regard, mlmer of theoretical studies support the
view that the larger firms disclose more CG infotioa For instance, Agency theory
predicts that larger firms have complexity in thespital structure which causes a greater
agency problem (Jensen and Meckling, 1976; Chowvdadg-Boren, 1987; Bebchuk and
Weisbach, 2010). Thus, such firms are expectechbarece CG compliance to minimise
asymmetric information (Eng and Mark, 2003; Jenaad Meckling, 1976). Similarly,
resource dependence theory argues that the lange éire motivated to disclose more CG

information in order to secure required resourc&effer and Salancik, 1978).

'8 Audit committee characteristics are not used asaegpory variable in the regression model as theagtteritics of
audit committee are coverd by the 2002 PCCG and Hankeled inPCGI.
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Additionally, Firth (1979) recognizes three maimgens that larger firms are expected to
disclose more information. First, as large firm$/ rmore on stock market for capital
financing, they may disclose more information idearto raise capital at low cost. Second,
such firms may disclose more CG information as tteay afford the cost of collection and
publication of information. Third, small firms malysclose less CG information, as it may
affect their competitiveness in the market withsthtarge firms.

With regard to empirical literature, a consideratlenber of studies (e.g., Sharma,
2014; Allegrini and Greco, 2013; Elzahar and Hussgi 2012; Omar and Simon, 2011)
report significant and positive nexus between the sof the firm and CG compliance. For
instance, Allegrini and Greco (2013) studied thetdes that may influence the CG
disclosure by constructing a CG disclosure indexlokving prior studies, the current
study measure the size of firm by calculating tigp df total assets of the firm and labelled
as LTA.

(i) Leverage (LVG)

Theoretical and empirical literature shows thainfg capital structure can have a
significant impact on its corporate decisions. Te&oally, high debt in firm capital
structure may increase the agency costs (JenseMaokling, 1976). Both shareholder
and creditors can have concerns with such firms.iksiance, shareholders may want to
ensure that managers will not expropriate theirlthelay investing in wasteful projects.
Similarly, creditors want to ensure that the firananeet its debt obligations (Smith and
Warner, 1979). In this regard, firms may discloserenCG information to mitigate these
concerns of shareholders and creditors. In additmragency theory, Legitimacy and
resource dependence theories also proposes thandres leveraged firms may disclose
more CG information to insure the creditors abdtirt performance and to secure their
resources.

Empirically, there is no consensus on the relatigndetween leverage and firm
level CG disclosure. For instance, a number of eoglistudies (e.g., Omar and Simon,
2011; Sharma, 2014) have reported a positive agrdfisiant association betwen leverage
and firm level CG compliance. For instance, Omat 8mon (2011) examined Jordanian
listed firms and have reported significant and fpasirelationship between leverage and
firm level CG disclosure. On the other hand, a &udies (e.g., Adelopo, 2011; Mallin
and Ow-Yong, 2011) have reported a significant aedjative relationship between
leverage and firm level CG disclosure. For instaa#elopo (2011) examined 63 listed

firms of Nigerian Stock Exchange and have repoatsiynificant and positive relationship
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between leverage and firm level CG disclosure. Sother studies (Alkhtaruddiat al.,
2009; Elzahar and Hussainey, 2012; Allegrini andd@r 2013) have reported insignificant
association of leverage and firm level CG disclesWor instance, Alkhtaruddiet al
(2009) examined 105 listed firms on Bursa Malaysm reported an insignificant and
negative relationship between leverage and firnell&G disclosure. Following prior
studies (Allegrini and Greco, 2013; Samaal, 2012), leverage is measured as the ratio
of total debt to total assets and labelled as LVG.

(i) Growth (SALESG)

Theoretically, firm growth is considered as anusefttial factor in CG disclosure
and is predicted to have a positive relationshithv@G disclosure. For instance, agency
and signalling theory predicts higher informati@ymmetry and agency cost in firms with
higher growth and investment opportunities (Jersmeth Meckling, 1976; Jensen, 1986;
Gaver and Gaver, 1993). This may lead such firmdisolose more CG information to
deal with information asymmetry issues. Similadggitimacy theory argues that firm
with higher growth may disclose more CG informatimnattract funds despite higher
bankruptcy risk associated with their activitiebefefore, more CG disclosure is expected
by such growing firms in order to attract financimigower cost (Collett and Hrasky, 2005;
Khuranaet al., 2006).

Empirically, several researcher (Laidroo, 2009nN#&nd Soobaroyen, 2013a; Ntim
and Soobaroyen, 2013b) found a significant andtipesrelationship between the growth
of the firm and CG compliance and disclosure. Ruihg the previous literature (e.qg.,
Ntim et al,, 2012a), growth is calculated by the this yedgssainus last year sales divided

by the last year sales and labelled as SALESGarctirrent study.

(iv) Profitability (ROE)

Theoretically, literature shows that profitablerfs disclose more CG information
than those are less profitable. For instance, bgémcy and signalling theory argue that
managers of profitable firms can have an incenttivdisclose more information to justify
and maintain their compensation and position. is gard, several prior studies (Wallace
and Naser, 1995; Haniffa and Cooke, 2002) repdhatprofitable firms are motivated to
disclose more CG information to distinguish th&mf from those less profitable firms.
Similarly, legitimacy theory predicts that profitabfirm’s managers are expected to

disclose more information in order to legitimiseitrcontinued presence as stewards (Ntim
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and Soobaroyen, 2013). In contrast, profitable girrnay not disclose CG information in
order to avoid some cost and protect their competiess (Huafang and Jianguo, 2007).
Empirically, a number of prior studies (Omar anth&n, 2011; Nitnet al, 2012a;
Samahaet al, 2012) supports this positive theoretical preditt For instance, by
examining Egyptian firms, Samahet al. (2012) reported a positive and significant
association between profitability and the leveC& disclosure. On the other hand, several
researcher (Hossain and Hammami, 2009; ElzaharHassainey, 2012; Allegrini and
Greco, 2013) have reported an insignificant retetiop between firm profitability and
level of CG disclosure. Following the literaturepfitability is calculated by dividing

operating profit to firm total equity and labellad ROE in the current study.
(v) Capital Expenditure (CE)

It has been suggested that the capital expendi@kg is associated with firms’ growth
(Pfeffer, 1972; Pearce and Zahra, 1992). Firm dgnosuiggests the need for increase in capital
expenditure. It requires additional monitoring frothe board of directors and better
accountability to protect the wealth of shareh@dd@onyon and He, 2011). Thus, increased
CE is expected to improve CG compliance and discéosEmpirically, prior CG literature
suggests that there is a weak nexus between Cglise and capital expenditure (Ntim and
Soobaroyen, 2013). However, significant associati@ween CG disclosure and capital
expenditure is postulated in this study based eorih Capital expenditure is measured by

dividing the capital expenditure with the firmsldbassets.
(vi) Industry and Year Dummies

It is widely recognised that CG practices may diffedustry wise and with time.

For instance, industries are significantly diffardrom each other in different ways
including, the line of business, capital structucemplexity of operations, ownership
structures, and corporate governance practices étiat, 2007). In this regard, Deutsche
Bank (2002) argued that CG standards differ adtossndustries. Similarly, Henry (2008)
argued that CG practices changes across the firen towme. For instance, Shabir and
Padget (2005) reported a positive associationmé twith CG code by examining 350
listed firms of UK. Thus, to capture this potentislobserved heterogeneity and following
the prior studies (Blackt al, 2006, Henry, 2008; Ntiret al, 2012; Bozeet al, 2014),

the current study employs dummy variables for téfer@nt industries and for eleven

years.
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4.2.2.4 Model Specification

This study employs multiple linear regression asiglyand uses Ordinary Least
Square (OLS), where theCGl is regressed on independent variables to tesalioge
hypotheses. Following prior studies, and with tissuaption of linearity, the ordinary

least square is estimated as follows:
PCGI, =a,+ 5, DOWNP + 5,IOWNPR + S,GOWNP + 5,BOWNP
+ B;FOWNR + 5,BIG4; + 5,BSZ + BBGEN, (1)

+ B,BNAT, + > BCONTROLS+¢,

i=1

Where:

Subscript i and t represent firms and time respectively

PCGI Pakistani CG Index

a Constant term

DOWNP Percentage of shares owned by directors

IOWNP Percentage of shares owned by institutions

GOWNP Percentage of shares owned by government

BOWNP Percentage of shares owned by shareholddratlieast 5%

FOWNP Percentage of shares owned by foreigner

BIG4 Audit firm size

BSz Board size

BGEN Board diversity on the basis of gender

BNATY Board diversity on the basis of nationality

CONTROLS Control variables includes: firm size (LT Aprofitability (ROE), sales growth
(SALESG), leverage (LEVG), Capital expenditure (@gTindustry, and year
dummies.

£ Error term

4.2.3 Corporate Governance Mechanisms and Firm COC

This study also investigates the impact of CG dmate on firms’ COC. Table 4.5
shows the detail of all variables employed in tberent study to examine the hypothesis
developed in subsection 3.4. Drawing from theoriespirical studies and Pakistani
context, factors under investigation include: oveh@ structure, CG variables and general
firm characteristics. COC is used as proxy for fwalue which is in line with literature
(e.g., Bozec and Bozec, 2011; Pheinal, 2012). Specifically, subsection 4.2.3.1 ex@ain
the dependent variable. Subsection 4.2.3.2 expthmsndependent variables, while the
subsection 4.2.3.3 presents the control varialded in this model.

19 Board diversity on the basis of nationality is usethis model as an explanatory variable but nahe second model

of CG and COC due to its usage as alternative CG Vaiiialbobustness analysis of the model (see subgeti2.6).
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4.2.3.1 The Dependent Variable: Cost of Capital (COC)

Finance literature shows that Weighted Average G©®Used to measure firms’
COC. For instance, in interviews of 27 highly retgd U.S. firms, Bruneet al (1998)
reports that 89% of the CFO use WACC to computediseounted cash flows of their
firms. Similarly, Meier and Tarhan (2007) found ttifd% of respondents use WACC to
discount the estimated cash flows in their surveg2y firms. Bierman (1993) find in a
survey of Fortune 500 firms that 93% of 74 respotslaise WACC to discount the
estimated cash flows. Supporting evidence is alswiged by UK and Australian
companies. Truongt al (2007) used a sample survey to analyse the tdpitigeting
practices in Australian listed firms and found tfiains normally discounting their cash
flows of all divisions by same rate of WACC. Moexently, Bozeet al. (2014) argue that
firms estimated cash flows should be discountedCl®C using WACC as firms have
several sources of capital to fund their projects.

Therefore, the current study examines firms’ COQubing WACC that is in line
with previous literature (e.g., Phash al, 2012; Bozec and Bozec, 2011) that use WACC
to examine different issues related to capitalcstme. Following prior studies (e.g., Bozec

et al, 2014), COC is calculated based on the folloveqgation (a):

COC=D/(D+E)A-T)Kd+E/(D+E)Ke......cceeeeeriirrrreen. (@)
Where:
CcoC Weighted Average COC is based on targeghtgiof debt and equity with respect to
their cost
D indicate market value of debt
E indicate market value of equity
Ky indicate cost of debt (before tax)
Ke indicate cost of equity

In the next subsections, both Cost of Debt and tigauaipital are further discussed
in order to demonstrate how they were calculateeb Main issues are discussed, namely
the models that have been used by prior literatorrealculate Cost of Debt and Equity

capital and the reason for choosing a particuladeho
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Table 4.5: Summary of Variables used in Corporaté&overnance Mechanisms and Firm COC Model

Dependent Variable

cocC Weighted Average COC is computed using afteretast of debt and cost of equity by

using weights of total debt and total equity t@taharket capitalization of the firm.

Independent Variables

PCGI Pakistani Corporate Governance Ind®&CGl) consists of 70 provisions from PCCG,
which takes a value of 1 if a particular CG pramisiis disclosed in annual reports of

company, 0 otherwise.

DOWNP Percentage of shares owned by directorsettotial shares held by firm.

IOWNP Percentage of shares owned by institutiontkédotal shares held by firm.

GOWNP Percentage of shares owned by governmehétttal shares held by firm.

BOWNP Percentage of shares owned by shareholdénsatvieast 5% of total shares to the total
shares held by firm.

FOWNP Percentage of shares owned by foreignerettotlal shares held by firm.

BIG4 1 if firm is audited by one of the big-fé@iaudit firms, 0 otherwise.

BSz The total number of directors on the boardrof fit the time of AGM.

BGEN 1 if firm has a female board member, O othsewi

The Control Variables

LTA Natural log of total book value of assets o firm.

ROE Earnings before interest and tax to total gafithe firm.

SALESG This year sales menus last year salesttgdas sales.

LEVG Total book value of debt to total book valfeassets.

B Three years monthly stock returns are used tailzdée beta of firm by using a regression

of stock return to market returns.
INDUSTRY In this study a dummy variable is employedeach of the nine industry.
YEARDMY In this study a dummy variable is employked each of the eleven year.

(1) Cost of Equity Capital

Investors are often interested in the Cost of gq(@OE) capital as it is
regarded as the required rate of return for tharhjtb estimation is more challenging as it
is not a directly observable variable. In this relgaeveral models have been suggested in
the literature to calculate the cost of equity tapiThe most common models include: (i)
Gordon growth model (1956); (ii)) Gordon model (1958i) Capital Assets Pricing Model
(1964); (iv) Linter Model (1965); (v); three factpricing model (1995). As is the case in
many finance issues, there is no consensus amaeegrolers about the best model that
should be used (Fama and French, 1997).

20 Big-four are Deloitte & Touche, Ernst & Young, K®vand PricewaterhouseCoopers.
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Thus, the current study employs Capital AssetsirRyimodel to calculate Cost of
equity capital which in line with many past studi@ozecet al, 2014). There are four
main reasons for choosing this model. First, therao theory suggesting which model
should be used as a best proxy to calculate costjoity capital. Second, Kestet al
(1999) conducted an international survey of sixaAdPacific Countries and Australia. The
result of the survey shows the popularity of the aECAPM to calculate the COE, which
was used by the 73% of surveyed firms. Similarlyaltam and Harvey (2001) report US
evidence that the adoption of CAPM to calculate @@E for capital budgeting has been
widespread. Recently, Truong and Partington (2@@nducted a survey in Australia and
found that Capital Assets Pricing model (CAPM) Ie tmost popular model used in
estimating the COE. Third, CAPM has been used I3y pudies (Bozeet al, 2014) in
examining the relationship between CG and COC, windurn enable the current study to
compare its results with prior studies. Finallytadmitation forces the present study to
rely on this model. Therefore, cost of equity calpis calculated using the following
CAPM equation (b):

Ke=R; +B(R, =Ry )i (b)

Where

Ke Is the cost of equity capital and is calculatedShwarp (1964) model.

R¢ Represent risk free rate of return. In this stutg, three monthly Government of
Pakistan Treasury yield prevailing at the dateused.

B Three years monthly stock returns are used to lzdébeta of firm by using a
regression of stock return to market returns foifgMAli Shah, 2009; Bozeet
al., 2014).

R Stands for market return and calculated by usiS§ kKndex.

Once cost of equity capital was calculated, thet 3&2p is to calculate the cost of debt

capital.

(i) Cost of Debt Capital

As explained in subsection 4.2.3, COC can be medstinrough calculating both
cost of equity and debt. Several different proxese been used in the literature to
measure the cost of debt (COD). There are threemmmmethods of calculating cost of
debt, namely yield spread, credit rating and irgerate on the firm’s debt calculated from
financial statements. The present study emplaysest rate on the firm’s debt as method
to calculate cost of debt as no theory offers thst lvay to calculate cost of debt. In this

regard, Francis and Pereira (2005) suggest that gtoxy of cost of debt is closely
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associated to the firm’s disclosure practices apdobowing Pittman and Fortin (2004)
considerable number of other researchers usedtbig/. Further, using of this method
consistent to prior literature (e.g., Zhu, 200@&tRnd Missonier-Piera, 2007; Soha, 2011,
Zhu, 2012).

4.2.3.2 The independent Variables

As indicated earlier, the third central researchsgion that is going to be examined
in this study is either better-governed firm emplower COC compared with those of
poor-governed. Thus, dependent variable is COC ithaggressed oRCGI, ownership
structures and board/audit characteristics. Brjefhd as discussed in subsection 4.2.1, the
PCGl s the collection of 70 broad set of CG provisigostained in the 2002 code of CG
for Pakistan. Similarly, ownership structure andigidaudit characteristitsare included
in the study’s examination to further investigdie extent to which traditional ownership
structures and board attributes have influence dDCC The theoretical/empirical

foundation of these variables and their measuresneate discussed earlier.

4.2.3.3 The Control Variables

In addition to ownership structure and CG variabpesr studies provide evidence
that some firm characteristics have impact on f@@C. Hence, this study includes firm
size, profitability, growth, leverage, and beta, vasll as year and industry factors as
control variables. The inclusion of these variabhtes$o take account of their effects and
mitigate some statistical issues, such as endagegm@blem. Although this study includes
the most common firm attributes that have been tsegrevious studies, the choice of
these are restricted by the data availability. E@mfitrol variable is defined below and its
reason for inclusion in the model is explained belo

(i) Size of the Firm (LTA)

Unlike small firms, large companies are normallyrendiversified which reduce
firm potential risk and ultimately it may decreatiee firm COC. Empirically this
relationship is supported by Botosan and Pluml@®%2 On the other hand, because of
complex operations, higher regulatory and politicasts, and cost of compliance with
code, as well as agency problem, the size of theiB likely to be positively related with
better corporate governance (Beiegral, 2006). Botosan (1997) argued that larger firm

may enjoy lower cost of external capital or/anceree a higher market valuation. Haniffa

L Audit committee characteristics are not used asaempory variable in the regression model as tteratteristics of
audit committee are covered by the 2002 PCCG ancehankded inPCGI.
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and Hudaib (2006) also find a positive relationgbgiween firm size and return on equity
(ROE). Therefore, this study expects significard positive association between LTA and

return on equity (ROE).
(ii) Profitability

Profitability is one of the firm characteristic thaas been identified as one of the
most influential factors on corporate policy demns as profitable firms have adequate
internal funds, their financing behaviour may net the same as less profitable firms.
Therefore, profitability is considered as a deteant for firms when they are looking for
additional or new financing. Theoretically, it igpected that more profitable firms can
issue debt than equity for the following three oees First, firms with surplus earnings are
likely to use their internal funds for their capit@estment. If additional financing will be
required, then financing will be raised through tdeb a second choice (Myers, 1984;
Myers and Majluf, 1984). Second, debt financingdfprofitable firms with a worthwhile
CG instrument that permits them to diminish thenagecosts related with free cash flow
available to managers (Jensen, 1986). Third, fwitk surplus earnings are expected to
issue more debt than less profitable firms to ideorto make benefit from tax shields
(Modigliani and Miller, 1963). Finally, due to tliesurplus earnings that help them to pay
their financial obligations well in time, profitablfirms are favoured by creditors, which
motivate firms to issue debt rather than equitytdB®n and Rajan, 1994; Elliait al,
2008).

In contrast, more profitable firms are expectedstue equity rather than debt.
Previous studies offer evidence that profitable$roffer more comprehensive information
(e.g., Samahat al, 2012; Ntimet al, 2012; Akhtaruddiret al, 2009). This suggests that
profitable firms are less prone to asymmetric infation, which may encourage them to
iIssue equity rather than debt as new financiersldvptefer to finance such firms where
there is no need to gather expensive informationpiically, a negative nexus is reported
in the literature (Zhu, 2009). Therefore, it is egfed that there will be a negative
relationship between firm COC and performance.

(iif) Firm Growth (SALESG)

Growth is the other variable which needs to be rodied and it will be measured
by market value to book value of equity. Theordlycagrowing firm at a faster pace may
be more valuable as probably they can have a bettéormance in the future (Klapper
and Love, 2004). In a same way, firms with bettemgh opportunities will need to raise

external capital. This will encourage such firms adopt good corporate governance
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practices to attract capital and to minimize theGC@Beineret al, 2006). On the basis of
above discussion and following the prior literatifenry, 2008; Ntimet al, 2012), it is
expected that there will be a a negative relatigmsatween firm growth and firm COC.

(iv) Leverage (LVG)

Despite Modigliani and Miller (1958) theory of ctgdi structure irrelevance, a
widespread theoretical and empirical literature kHaseloped. This literature strongly
suggests that a firm’s capital structure have apaith on the profitability of the firm
(Modigliani and Miller, 1958; Myers, 1984). Negativelationship between profitability
and leverage (Bevan and Danbolt, 2004) can be iegulan two theoretical viewpoints:
agency and tax. From agency view point, it is adgtieat higher level of leverage may
improve performance by decreasing the agency pmokebt financing can also improve
firm performance because of the bringing of extitoring mechanism by the creditors
(Agrawal and Knoeber, 1996). From tax viewpoinhighly levered firm can generate a
better financial performance because of interegtneat and tax deductibility of interest
payments (Modigliani and Miller, 1963). On the athand, the risk of financial distress in
the form of bankruptcy and credit risk by havingher level of credit may minimize the
ability of firm to pursue attractive investment apfunities (Myer, 1977). On the basis of
above discussion and in line with the previous cmafe governance research (Klapper and
Love, 2004; Bhagat and Bolton, 2008; Ntieh al., 2012), leverage is controlled for.
However, on the basis of mixed theoretical and ecgli evidence, it is expected that
leverage (LVG), which is equal to total debt to ketrvalue of equity will be significantly
related with firm COC.

(v) Beta )

Theoretically, literature shows that a firms rigihchave a significant impact on its
financing cost. It has been argued that as unogytaincreases, investors demand higher
rate of return. Thus, it is expected that Cost gfiily (COE) capital is likely to increase
with increased risk (Johnson, 1999). In this regdeta is regarded as most widely
accepted measure of risk (Fama and French, 19%edon theoretical perception, a
positive relationship is expected between COC aratket beta for Pakistani firms.
Empirically, literature (e.g., Bozeet al, 2014; Shah, 2009; Botosan, 1997) suggests a
positive relationship between beta and firms’ COC.

Three years monthly stock returns for sampled fand market index are used to

calculate beta for firms in the sample. Followihg literature (e.g., Bozest al, 2014;
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Shah, 2009; Botosan, 1997), beta is estimated bkehanodel via regression of stock
return of firmi at timet on the returns of market index.

Beta is estimated by the following equation (c):

R Za+B R, +& e, ©
Where:
i andt subscript represent firm and time respectively
R; Stands for firms’ stock return | for a period & Bionth
a Constant term
R Stands for market return and calculated by usiS§ Kndex.
Error term

(vi) Industry Dummies (INDM)

Industries are significantly different from eacthet in different ways including,
line of business, capital structure, complexity opferations, ownership structures, and
corporate governance practices (Létal, 2007). On the other hand global and economic
developments may also impact in a different way each industry. For example,
manufacturing and industrial firms heavily depemdemergy for production. In this case,
any increase in prices of petroleum products mase megative impact on profitability of
manufacturing and industrial firms because of iaseein cost of production but may have
a positive impact on Oil and Gas firm’s financiarfprmance. A study conducted in
emerging markets by Deutsche Bank (2002) arguedctivporate governance standards
differ across the industries. In line with previaiadies (Blaclet al, 2006, Henry, 2008;
Ntim et al, 2012; Bozecet al, 2014) and to capture this potential unobserved

heterogeneity at industry level, a dummy variabilélve used for different industries.

(vii) Year Dummies (YRDM)

Henry (2008) argued that corporate governance ipeacthange across the firm
over time. Using a sample of 350 listed firms of UBhabir and Padget (2005) report
significant and positive association of time witbde of CG compliance. Similarly,
different economic states may affect the profiigpand risk of the firm in a different way.
On average, during the economic boom period, fiameslikely to perform better than a
recession period. Changes in government regulatipncies of tax and change in
technology may affect the firm financial performandirm level of risk and corporate
governance structure in a different ways over time .t Finally, prior research on corporate

governance, COC and firm financial performance halge controlled for year (Henry,
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2008, Ntimet al, 2012, Bozeet al, 2014). On the basis of above discussion, torobnt
the probable unobserved firm level heterogeneisr ¢thve period of ten years, ten dummies
will be included in the model.

4.2.3.4 Model Specification

Due to a number of reasons, such as funding, abd#gsand time, a quantitative
approach is adopted in this study rather than eithelitative or mixed approach.
Following the prior studies, and wish the assummptad linearity, the Ordinary Least

Square (OLS) regression equation to be estimatasl fisllows:

Model 2
COC, =a, + 8,PCGl, + 8,DOWNP + S,IOWNP + 8,GOWNP
+ B.BOWNP + 5,FOWNP + 8,BIG4, + 5,BSZ (2)
n
+B,BGEN, +> BCONTROLS+¢,
i=1
Where:
| and t subscript represent firm and time respectively
cocC Cost of Capital calculated by Weighted Aver@gst of Capital
PCGI Pakistani CG Index
a Constant term
DOWNP Percentage of shares owned by directors
IOWNP Percentage of shares owned by institutions
GOWNP Percentage of shares owned by government
BOWNP Percentage of shares owned by shareholddrsaatlieast 5%
FOWNP Percentage of shares owned by foreigner
BIG4 Audit firm size
BSz Board size
BGEN Board Gender Diversity
CONTROLS? It includes: firm size (LTA), profitability (ROE)ales growth (SALESG), leverage
(LEVG), beta @), industry, and year dummies.
£ Error term

4.3 Statistical Analysis

The current study uses Ordinary Least Square (C&as$S)a main estimation
technique to estimate regression coefficient. Taues that OLS is an appropriate
estimation method, a number of statistical tes¢sagplied pre and post analysis. Thus,
subsection 4.3.1 discusses tests related to the &k8mptions while subsection 4.3.2

discusses the robustness tests.

22 Unlike model 1, capital expenditure is not usechawntrol variable in this model due to its usagealternative CG
variable in robustness analysis of this model (sglesection 7.2.6) while beta is used in this madelrisk is
positively associated with COC.
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4.3.1 The OLS Assumptions

Before applying OLS the following assumptions wisgted to make sure that OLS
is the proper estimation to use. These assumptiondude: autocorrelation,
heteroscedasticity, linearity, multicollinearityycdanormality. These assumptions have been
tested using different statistical tests. Firsguch-Godfrey Serial Correlation LM test is
used to deduce the presence of autocorrelatiomn8ethe White general test is performed
to investigate the extent to which the used mosdiateroskedastic. Third, explanatory
variables are winsorised at 1% and 99% level togati the problem of outliers. Fourth,
multicollinearity has been investigated by condingc a matrix of correlation for all
variables. Finally, normality of residual is testeging standardised skewness and kurtosis
statistics. The results of all these tests arertegan section 6.1 of chapter 6.

4.3.2 Robustness tests

In addition to the testing of OLS assumptions,racated in subsection 4.2.4.1, a
series of statistical tests was performed to asicetthe level that the results of this analysis
are robust to different theoretical and statistisalies. These were included robustness of
results against the: (i) potential endogeneity fmmis, (i) alternative CG proxy, (iii)
alternative COC measures, and (iv) the differeniceghe firms’ characteristics that

remains same over time.

4.3.2.1 Endogeneity problems

Endogeneity is a statistical problem that can afreen measurement errors,
simultaneity and omitted variables (Wooldridge, 200acker and Rusticus, 2010). The
presence of such problem may question the validitempirical results (Larcker and
Rusticus, 2010). Thus, the current study has saioghmitigate this issue by applying other
solutions to ascertain whether the present stufigtings are seriously affected by the
presence of endogeneity problem. Both non-econdreednd econometrics solutions are
briefly discussed below.

With respect to non-econometrics solutions, thesnurstudy uses three approaches
to mitigate endogeneity problems. First, it emplayseleven year panel data to examine
its hypotheses. It has been suggested that pamelcda assist in reducing effects of
endogeneity problems (Larcker and Rusticus, 208@gond, the measurement error, as
one cause of endogeneity, is mitigated by usinfcegistructed index rather than using
analysts’ rating (see subsection 4.2.1.2) CG measemt (Lackeret al, 2005). Finally,
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and as discussed in subsection 4.2.3.3, a numbmandifol variables were included in the
model to mitigate this problem that may result fromitted variables. Hence, it is believed
that the above solutions are likely to limit thegaial effects of endogeneity.

With regard to econometrics solutions, accounting €G literature suggest that
two-stage least square (2SLS) and lagged struatuvdels are commonly used by
researchers to address endogeneity problem. Folipuiis suggestion in literature,
Durbin-Wu-Hausman endogeneity test is used firstirteestigate the presence of
endogeneity problem (Lacker and Rusticus, 2008 $hbsequent subsections discuss
how Durbin-Wu-Hausman endogeneity test, 2SLS arghdd structure model are

performed.
() Durbin-Wu-Hausman Endogeneity Test

It has been suggested that endogeneity test omiependent variables should be
conducted to ascertain whether endogeneity existsob (Lacker and Rusticus, 2008).
Consistent with previous studies, the Durbin-Wu-staan Endogeneity test is adopted to
test the presence of endogeneity. This test iopadd in two stages. First, and as shown
in equation 3 and 4, treCGI was regressed on control variables either in itisé rhodel
(factors influencing firms’ CG compliance and dastire) or in its second model (the
impact of CG on COC), and the predicted values fthenregressions were savedfas
PCGil for the first model an&-PCGlI for the second model. The first stage of Durbin-Wu
Hausman test is is performed using the followingatipn:

PCGI, =+ ACONTROLS +&, @3)
i=1

Where thePCGI refers to Pakistani Corporate Governance Index @@NTROLS
variables remain the same in equatiéhad explained in equation 1.

Similarly, the first stage of Durbin-Wu-Hausman tth& related to model two is

performed using the following equation:

PCGI, =a,+ )  BCONTROLS +¢, (4)

i=1

2 As equation (3) and (4) belongs to different regien models, both have a different set of control
variables. Equation (3) belongs to the factorueficing level of compliance while equation (4) bel®
to the CG and COC model.
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PCGI stands for the Pakistani corporate governance laaextheCONTROLSvariables

remain same in equation 4 as explained in equation

In the Second stage of Durbin-Wu-Hausman testPG&I| was regressed op-

PCGIl and control variables in case of model 1 as sjgecih equation below:

PCGI, =a, + 8P -PCGI, +> BCONTROLS +¢, (5)

i=1
Where PCGI denotes to Pakistani Corporate Governance In@eRCGI denotes the
predicted values from regression of equation 3, @@INTROLSvariables were the same

as in equation 1.

In the case of model 2, and as specified in eqgund&@jdhe COC was regressedRGGI, P-
PCGII and control variables as follows:
COC, =a, + BPCGI, + B,P-PCGIl, + z,é’iCONTROLﬁ + &, (6)
i=1
Where PCGI denotes to Pakistani corporate governance in@eRCGIlI denotes the

predicted values from the regression of equatioand CONTROLSrariables will remain

the same as explained in equation 2.

Once Durbin-Wu-Hausman test is performed, the otrstudy will be able to
accept or reject the null hypothesis of no endoiggn€he guidance of this examination
suggests that if the coefficient BEPCGIlor P-PCGll is significant, which rejects the null
hypothesis of no endogeneity; it means that endagemproblem exists (Larcker and
Rusticus, 2010). Thus, in the presence of endogeiteis advisable to investigate the
extent to which the main results are affected by gnoblem. As explained below, two
methods are widely used by researchers to addnessssue, namely 2SLS and lagged

structure model.
(i) Two-stage least square (2SLS)

As explained earlier, if Durbin-Wu-Hausman testwbdhat the coefficients d#-
PCGI and P-PCGlI are significant in model 1 and 2, then the presémdy will use the
2SLS technique to find out how far the results biesed and inconsistent because of
endogeneity problems. The following subsectiond discuss how the 2SLS technique

will be applied with respect to model 1 and 2.



112

With regard to model 1, each of nine CG varialiéds be regressed over control
variables and the predicted values for each indalicCG variable will be saved in the first
stage as specified in the following equations.

DOWNP =a, + >’ SCONTROLS+ £, 7)
=
IOWNR = a,+3 ACONTROLS +, ®)
=
GOWNP=a, + > SCONTROLS+&, ©)
=
BOWNP =a, +3 ACONTROLS+¢, (10)
i=1
FOWNP=a, +> SCONTROLS +&, (11)
i=1
BIG4, =a,+> SCONTROLS+&, (12)
i=1
BSZ =a,+ SCONTROLS+¢, (13)
i=1
BGEN, =a,+3 ACONTROLS+¢, (14)
i=1
BNAT, =, +3 SCONTROLS+¢, (15)

i=1
In second stage, equation 1 will be re-estimatedeplacing the ten CG variables

with their predicted values as follows:

PCGI, =a, + B,DOWNP + Z,I0WNP, + Z,GOWNP + 3,BOWNP
+ B;FOWNR + 53,BIG4, + 8,BSZ, + B,BGEN, (16)

+B,BNAT, +>' BCONTROLS +¢,

i=1
With regard to model 2, theCGl is assumed to be exogenous in equation 2, in

which case OLS may be biased and inconsistenthénfitst stage, thé&®CGI will be
regressed on four alternative CG variables, Natigyndiversity in board, board non-
executive members, meetings of board members ands’ficapital expenditure. The
alternative CG variables’ selection is based ardiure (e.g, Ntinet al, 2012; Phanet

al., 2012; Ntimet al, 2013; Taricet al, 2014) and availability of data. The equatiorolel
specifies this regression where the predicted vafl®CGIl and residuals will be saved as

PPCGIII and RPCGIL The current study will consider the FEGII as a valid
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instrumental variable if PCGIll is significantly associated witRCGI and insignificantly
related to RPCGI. This decision will be taken based on correlatoatrix that includes
PCGI, P-PCGII, andR-PCGlI
PCGl, =a,+ 5,BNAT + 5,NEXDQ + B,BMF, + 5,CE, +Z,6’iCONTROL§+£it a7

i=1
WherePCGI denotes Pakistani corporate governance indexBaldl, NEXD, BFM, and
CE are known as board nationality diversity, thecpetage of non-executive directors in
the firm board, the board frequency of the meetingsd the capital expenditure,

respectively. The CONTROLS remain similar to thelaration of equation 2.

In second stage, and once thd?®©Glll is considered as a valid instrumental
variable, equation 2 will be re-estimated ush&CGllinstead oPCGl as follows:

COC, =a, + 5,P-PCGlll, + 5,DOWNP + B,IOWNP + 8,GOWNP
+ B;BOWNR + B;FOWNR + 3,BIG4, + 3,BSZ, (18)
+ B,BGEN, + Z,BiCONTROL§ +&,

i=1

The analyses of 2SLS that relate to both modelsd12awill be presented and discussed in

details in sections 7.1 and 7.2 of chapter se\espactively.

(i)  The Lagged Structure

The current study further addresses endogeneitilgaro by employing lagged
structure model that takes into account a timeifa@G disclosure practices, as well as a
lagged CG disclosure practices and COC. Followingrgiterature (e.g., Ntimet al,
2013; Larcker and Rustics, 2010), all independeat @ontrol variables in models 1 and

2will be lagged by one period as indicated in eiguatbelow.

PCGI, =a, + 5,DOWNP., + B,JOWNP_, + B,GOWNP,, + 3,BOWNP,,
+B;FOWNR,, + BBIG4, , + 8,BSZ , + B;BGEN, , (19)

+ B3BNAT , + ZﬁiCONTROLﬁ—l tEia
i=1

COG, =a, + /PCCl,, + ,DOWNR,, + 5IOWNR_, + 5,GOWNR,
+ﬁSBOWN|i:t)—1 +ﬁ6FOWNIi:t)—1 +ﬁ7B|G4it—l+ﬁBBSZt—l (20)

+B,BGEN,, +Y BCONTROLS, +&,,

i=1
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The analyses of lagged structure model for modedsd. 2 will be presented and

discussed in details in sections 7.1 and 7.2 gbtelnaseven, respectively.

4.3.2.2 Alternative governance mechanisms

As discussed in chapters 2 and 4, @Gl contains five sub-indices in which each
sub index vary in number of provisions, hence eddfin weights gained by each individual
sub index. Specifically, thBeCGl assigns a weight of 25%, 20%, 8.5%, 20%, and 259% f
board of directors, internal auditing and commgteshareholders’ right, transparency and
disclosure, and internal control, external auditod risk management, respectively. In this
regard, using of the un-weighted CG index to exam@& quality has been criticised in
literature as all CG provisions are equally impottd hus, the current study addresses the
suggestion in the literature of using a weightedi@d&x can bring different results of the
study. This allows the study to make sure whettseagtual results are robust to the use of
weighted index. Following prior studies (Beinet al, 2006), each sub-index will be
equally weighted by assigning 20% of weight, ladkdlas Weighted Pakistani Corporate
Governance IndexWPCGI) In doing so, thePCGI will be replaced byWPCGI in
equation 1 and 2 to check the level at which theiso withWPCGI.These regressions are
specified by equations 22 and 23 below.

WPCG|, =a, + B,DOWNP + 3,IOWNP. + 3,GOWNP + 5,BOWNP
+BsFOWNR + 5,BIG4, + 5,BSZ + 5,BGEN, (21)
+B,BNAT, +> BSCONTROLS +¢,

i=1

COC, =a, + BWPCGI, + 5,DOWNR + S,IOWNR + 5,GOWNP
+ f,BOWNP + 5, FOWNP + 5,BIG4, + 5,BSZ (22)

+B,BGEN, +> BCONTROLS +¢,

i=1

The results of these analyses for models 1 an@ 2eqorted and discussed in section 7.1

and 7.2 of chapter seven, respectively.

4.3.2.3 Alternative COC measures

As discussed in subsection 4.2.3.3, the main fosliare based on WACC as a

main measurement to calculate COC. Thus, the dustedy employs alternative proxies
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for COC in order to account for the possibility thhe main findings are sensitive to
different proxies. In particular, and consistenthworior literature (e.g., Phast al, 2012),
cost of equity (COE) and cost of debt (COD) will lbsed as alternative COC’s
measurements. The relationship betwB&GI and COC will be analysed again with the
help of COE and COD rather COC as stated bellow.

COE, =a, + 5,PCGI, + 3,DOWNP + S, IOWNP. + 5,GOWNP
+ f.BOWNP + 5,FOWNP + 3,BIG4, + 3,BSZ (23)
+ B,BGEN, +Z BCONTROLS +¢,
i=1
COD, =a, + B,PCGI, + 5,DOWNR + 5,IOWNR + 5,GOWNRP
+ f,BOWNP + 5, FOWNP + 3,BIG4, + 5,BSZ (24)
+ 3,BGEN, + Z,&CONTROL§+£"

i=1

These analyses are further discussed in sectioof ¢lzapter seven.

4.3.2.4 Fixed-Effect vs Random-Effect Model

As discussed in subsection 4.2.4.2, the curremtyseimploys OLS to conduct its
analyses where firms’ characteristics can diffeloagnfirms, but remain same over the
time, which may not be captured by OLS estimatidms may lead to bias in the results.
Thus, it is advisable to check the extent to wtiloh main results are sensitive to firms’
characteristics by employing either fixed or randefiect model. The Hausman test will
be applied to select between the fixed effect amdlom effect models. To perform this
test OLS regression will be estimated by using Ran@ffect model. Once regression is
estimated, the output of Hausman test will be aarexd to assist in deciding either to use
the random or fixed effect morel. The null hypotees this test is that random effect is
appropriate than fixed effect analysis and alterriatpothesis is that fixed effect better
suites this data to capture the effect of firmsarecteristics that differ among firms, but
remain same over the time. As shown below, equatioand 2 will be re-estimated

accordingly.

PCGI, =a, + 5,DOWNP + 3,I0WNP. + 5,GOWNP + 3,BOWNP
+BFOWNR + 5BIG4, + 3,BSZ + 5,BGEN, (25)

+ B,NAT, +Z,61(:0NTROL§.+5it

i=1
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COC, =a, + B,PCGI, + 5,DOWNR + S, IOWNR + 5,GOWNP
+ B,BOWNP + 5,FOWNP + 5,BIG4, + 5,BSZ, (26)
+B,BGEN, +) BCONTROLS +¢,
i=1
The results of these analyses will be reported disdussed in section 7.1 and 7.2 of
chapter seven.

4.4 SUMMARY OF THE CHAPTER

The research design of the study was comprehegsdistussed in this chapter.
Specifically, the chapter aimed to attain the sgbeat three objectives. Firstly, it
discussed sample and data sources used in the §tmehg’ annual reports, KSE website,
business record and DataStream are used as macesaf data for the study. Following
the sample selection criteria, final sample cors$t160 firms for the period 2003 to 2013
with 1760 firm-year observations including firmsrmn 10 sectors of KSE listed firms.

Secondly, it provides a comprehensive descriptiothe research methodology used
in this study. In this regard, the level of comptia with 2002 PCCG will be investigated
using descriptive statistics ®CGI while for analysing the determinents of CG disctesu
and relationship between CG and COC will be analylsg OLS regression. Third, it
discussed the sensitivity analyses that are emgloyéhe study. In this regard, a number
of statistical tests will be performed before arfteraexamining the study hypothesis

including tests related to the OLS assumptionsrahdstness tests.
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CHAPTER 5

5 DESCRIPTIVE STATISTICS

This chapter discusses the descriptive statisficgables employed. Specifically,
this chapter aims to attain the subsequent threi@ oigectives. First, it discusses the
descriptive statistics related to the level of iisare withPCGl based on all provisions. It
helps in answering the question of level of comm@&awith 2002 PCCG. Additionally, the
analysis of CG compliance level of sub-indices auliistries are discussed to ascertain the
potential factors that influence the disclosuresleasf PCGI. The second main objective of
this chapter is to pursue to conclude that thediction of PCCG has helped to improve
the CG standards in Pakistani settings. The thijdative of this chapter is to present the
descriptive statistics of dependent, independents antrol variables employed in this
study.

Therefore, the following section is organised irot8ections. Section 5.1 discusses

the descriptive statistics ®ICGIwhile section 5.2 summarises the chapter.

5.1 DESCRIPTIVE STATISTICS OF THE PAKISTANI CG
INDEX (the PCGI)

This section discusses the descriptive statistidew&l of disclosure with PCCG to
explore the answer of (i) what average compliaeeellwith 2002 PCCG is?; (ii) to what
extant has the introduction of 2002 PCCG improv&lfactices among Pakistani firms?.
In addition, CG literature suggests that firm clotggstics, industry type may impact the
compliance and disclosure level with CG provisi¢ag and Mark, 2003; samabkaal,
2012; Ntim and Soobaroyen, 2013; Allergrini and ¢&re2013). Hence, following the
literature, the current study performed a compreivenanalysis of industry type on the
level of CG compliance and disclosure. This analgsin provide assistance to conclude
whether CG score is explainable by the firm chanastics.

The rest of the chapter is further devided inte fparts. Subsection 5.1.1 explains
the level of compliance witPCGI based on full sample of 160 firms. Subsection2.1.
reports the compliance level withCGI with sub-indices. Subsection 5.1.3 presents the
compliance level witiPCGI with industry type. Subsection 5.1.4 reports tlesciptive
statistics related to the determinants of levetamhpliance model while subsection 5.1.5

presents the descriptive statistics related t&€CGeand COC model.
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5.1.1 Descriptive Statistics of PCGI

The Pakistani CG indexPCG]I) is constructed to examine the compliance and
disclosure level for the sample of balanpeshelof 160 Pakistani listed firms for 11 years
from 2003 to 2013. Th@CGI consists of 70 CG provisions, which were mainlyil
from the 2002 PCCG. Table 5.1 presents the leveboipliance and disclosure with each

CG provision for the eleven years among Pakistatad firms.

A Comparison of compliance level with PCGI During the period
from 2003 to 2013 Using computed means

H Level of Compliance (%)

M Increase in level of Compliance
(%)

Figure 5.1: The compliance level with thé°>CGI based on the full sample

Two important findings can be concluded from theadgptive statistics oPCGI.
First and as shown in Figure 5.1, the CG complidegel with PCGI is significantly
enhanced over the period of eleven years from 200013, The findings of row 3 of
table 5.1 shows that the mean scor®@GfGI has increased from 20.6% in 2003 to 85.2%
in 2013 with an overall increase of 64.6% in eleyears. This improvement in level of
compliance and disclosure is consistent with seidenducted in other emerging countries
(e.g., Akkermanst al, 2007; Ntimet al, 2012a). Similarly, Table 5.1 shows that the

overall mean of level of compliance and discloswith PCGI is 55% for eleven years

% The level of compliance is calculated using tharleaverage oPCGI. Year wise increase in level of compliance is
also presented in this figure.
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which is also consistent with the prior studies digted in other emerging countries
(Tsamenyiet al, 2007; Garay and Gonzalez, 2008; Adelopo, 201tim Mt al, 2012a;
Albu and Girbina; 2015). For instance, Tsamestyal. (2007) reported an average of 52%
CG compliance level. Similarly, Albu and Girbina0{@%5) provide the empirical evidence
that a good percentage of Romanian listed firmslase high levels of CG information.

The improvement in compliance level and disclosargaced back in early 2000
CG reforms in Pakistan. As discussed in Chapter ,TRakistani policy maker has
established Security and Exchange Commission osRak(SECP) in late 1990s to bring
CG reforms in the country. In 2002, SECP introduitegortant CG regulations known as
Pakistani Code of Corporate Governance (PCCG).cHalily, the introduction of PCCG
has improved the CG standards in the country. Sumiease in level of disclosure may
decrease the information asymmetry (Alshehri andorSon, 2012; Al-Nodel and
Hussainey, 2010; Al-Abbas, 2009). Therefore, thmgpss can demonstrate suitability of
embracing a UK style of CG standards in Pakistattirg).

Second, the findings of last column of table 5.@vglhat the levels of compliance
with each CG provision in each of the eleven yaarsagnificantly varied. The level of
compliance and disclosure witRCGI ranges from 4.4% compliance with the CG
provision of whether the appointment of secretaryabdit committee has been disclosed,
to 82.6% of compliance with the CG provision of wiex the director’'s detailed
remuneration has been disclosed in annual reports.

The lower level of compliance with the CG provisioh the appointment of
secretary by audit committee may be due to theviellg reasons: (i) audit committees
may appoint secretary but not disclosing this imfation in annual reports; (ii) they may
intentionally avoid to report such information inder to avoid the influence by informal
rules such as personal relationships; (iii) firmasynconsider such discloser less important
or additional information after disclosing the @wbmmittee members in annual reports.
The higher level of compliance with the CG prowsiaf director’'s detailed remuneration
may be due to the fact that Pakistani companiemande 1984 mandates every firm to
disclose the director’s detailed remuneration.
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Table 5.1: The compliance level with the PCCG progions for the Pakistan (%)

Pakistani Corporate Governance index (70 Provisions 2003 2004 2005 2006 2007 08 2009 2010 1 2 2013 Average
Yearly averagettoé level of compliance 20.6 23.8 31.2 40.3 47.7 53.9 67.5 73.6 77.6 83.9 528 55.0
1. Board and Directors
1 Directors Categorization 556 569  59.4 65.0 68.1 713 788 83.1 86.3 956 699 74.3
2 Board Composition (Ratio of Independent Diresto 150 15.6 15.6 16.9 16.9 19.4 16.9 19.4 21.3 400 255 22.7
3  Director Representing Minority Shareholders 294 306 319 34.4 394 413 450 50.0 51.3 538 755 42.2
4 Board Classification (Ratio of Non-Executiveditors) 65.6 67.5 688 75.0 769 813  86.9 90.6 95.6 98.1 819 82.2
5  The Membership of Directors in Other Boards 463 475 500 56.3 625 669  75.0 80.6 84.4 856 508 67.3
6 g'ax'm“r.“ Directorship in Other  Boards of Listedg, 5 54, 569 638 694 738 850 894 925 944 5009 75.2
ompanies
7 Non-Executive Chairman of the Board 381 388 406 45.0 481 538 594 63.8 66.9 706 317 54.4
8  Clear Definition of Respective Role of Chairnzard CEO 188 181 18.8 22.5 244 275 306 34.4 36.3 381 004 28.1
CEO Duality Role 319 319 33.1 375 39.4 425 45.0 48.8 48.8 51.9 3.15 42.2
10  Orientation Courses for the Directors 56 8.1 11.3 16.3 21.9 26.3 375 43.1 46.3 54.4 3 56. 20.7
11  Board Meeting Disclosure 56.9 56.9 61.3 69.4 74.4 80.0 88.8 91.9 96.3 975 759 79.1
12 Board Meeting Frequency 50.6 50.6 56.3 63.8 70.6 75.6 85.0 90.0 94.4 96.3 6.39 75.4
13  National Tax Payer Director 138  20.6 30.0 41.9 50.6 58.8 81.3 88.8 93.8 975 699 61.3
14 No Defaulter Director in the Board 125 194  29.4 41.3 50.6  58.8 80.6 88.1 93.1 975 759 60.8
15 Directors and their Spouses involvement in Brage 11.3 175 26.9 36.9 46.9 54.4 750 825 875 93.1 319 56.8
Business . ) . } ) : ) . : } . :
16  Statement of ethics and Business Practices 106 156  26.3 375 469  55.6 75.0 83.8 88.1 93.1 3.89 56.9
17 Power and duties of BOD 150 194  29.4 41.9 50.6  59.4  81.3 89.4 94.4 975 699 61.4
18  Future outlook 275 313 40.6 50.6 57.5 66.3 81.9 88.1 90.0 913 0.09 65.0
2. Committees & Auditing
19  Existence of R&HR Committee 38 3.8 6.9 8.1 8.8 12.5 16.3 17.5 23.8 74.4 80.6 23.3
20  Committee Composition 1.9 25 5.0 6.3 6.9 10.6 13.8 15.0 21.9 72.5 79.4 21.4
21  Committee Meetings held During the Year 1.9 25 5.0 5.0 6.3 10.0 11.9 13.8 18.8 67.5 76.3 19.9
22 Committee Meeting Attended by each Directors 1.9 25 3.8 4.4 5.0 10.6 11.9 13.1 18.1 63.8 73.1 18.9
23 The Names of the Members of the CommitteeseoBibards 3 1 3.1 5.6 6.9 8.1 11.9 15.0 16.9 225 73.8 80.6 225
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Pakistani Corporate Governance index (70 Provisios) 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 Average
24 Existence and Disclosure of Audit Committee Ners 294 338 413 51.9 61.3 675 856 93.8 96.9 98.8 9.49 69.0
25 Minimum Members of Audit Committee 206 238 306 43.1 544 613 813 90.0 93.8 969 699 63.0
26 Non-Executive Chairman of the Committee 144 181 263 38.1 475 550 731 80.6 85.0 888 259 56.3
27 Majority of Non-Executives in Audit Committee 150 188 294 41.9 519 588 781 85.0 90.0 944 509 59.8
28  Minimum Meetings of Audit Committee in a Finaicrear 144 181 275 39.4 506 569  76.3 83.8 88.8 93.1 449 58.5
29  CFO, Internal and a Rep of External Auditotertance 163  19.4  27.5 36.9 475 531 725 81.3 86.3 888 948 56.3
30 Review of financial statements prior to therappl 131 163 263 36.9 469 538  73.1 83.1 86.3 881 818 55.6
31 Review of Management letter issued by externditar 5.6 6.3 125 16.9 231 275 40.6 48.8 525 55.6 8 58. 31.6
32  Appointment of Secretary by Audit Committee 1.3 0.6 1.9 3.1 3.8 5.0 5.0 5.6 5.6 75 9.4 4.4

3. Right Of Shareholder And Annual General Mgy
33 Notice of the AGM to the shareholders 181 213 325 41.9 525 600  80.0 87.5 93.8 963 6.39 61.8
34 Wellin Time Notice of AGM 163 194 300 39.4 494 575 788 85.6 93.8 963 639 60.2
35  AGM with in a Period of Four Months 163 194 294 40.0 494 581 788 86.9 93.8 963 6.39 60.4
36 AGM in Same Town as Registered Office of the any 14.4 181 28.1 37.5 46.9 55.0 75.6 83.8 89.4 93.8 319 57.8
37  Notice of the Meeting with Specifying the Dégtai 138 169 275 38.1 488 575 788 86.9 93.8 956 6.39 59.4
38  Right of Shareholder to Appoint a Proxy for AGM 131 175 275 39.4 50.0 588  79.4 88.1 93.8 956 569 59.9

4.  Transparency And Disclosures
39  Disclosure of Ownership Structure 263 288 381 50.0 588 669 819 90.6 95.6 975 759 66.5
40  Directors, CEO and Children’s’ Ownership Disoics 188 194  26.9 375 450 525 650 725 76.3 781 817 51.8
41 Shareholding Ten Percent or More Voting Rights 238 269 375 48.1 569 669  80.6 87.5 89.4 856 508 62.6
42 Going Concern Disclosure in Annual Reports 313 356 450 52.5 619  69.4  84.4 89.4 91.9 938 389 68.1
43 Outstanding Taxes and Other Charges are disclose 119 150 200 25.0 300 325 400 43.1 43.1 444 564 31.9
44 Presentation of Operations, Cash Flows, Changejiity 144 181 256 38.1 475 544 663 73.1 75.6 80.0 138 52.2
45 Key Operating and Financial Data of Last Sixrgea 94 138 244 37.5 488 569 769 86.9 89.4 938  .893 57.4
46  Significant Deviation from Last Year OperatingsRlts 4.4 5.0 6.9 10.6 15.0 18.1 21.9 231 25.0 26.3 275 16.7
47  Trades of Share by Directors and Other Execsitive 5.6 8.8 9.4 13.1 16.9 225 30.0 30.6 31.9 33.1 35.0 215
48  Disclosure of Objectives and Corporate Strategy 125 169  26.9 40.0 513 594 788 86.9 90.0 950 5.09 59.3
49  Statement on Compliance with the Code of CG 144 200 313 45.0 550 631 819 91.3 94.4 975 759 62.8
50  Disclosure of Dividend Policy 381 375 513 64.4 69.4 731  86.9 92.5 95.0 98.1 819 73.1
51  Disclosure of Detail of Related Party Transactio 431 406 519 62.5 69.4 731 819 83.8 88.1 89.4 948 70.3
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Pakistani Corporate Governance index (70 Provisios) 2003 2004 2005 2006 2007 2008 2009 2010 2011 2 2013 Average
52 Director's Detailed Remuneration Disclosure 650 675  74.4 79.4 806 825 875 90.0 92.5 944 509 82.6

5. Internal Control, External Auditor And Risk

Management
53  Effectiveness of Internal Control System 194 263  36.3 50.6 594 669 819 90.6 925 963 639 65.1
54 Disclosure of Firm Risk in Annual Reports 275 325 419 55.6 62.5 688  83.8 91.3 93.8 963 6.99 68.2
55  Risk Management Policies by the BOD 163 200  30.6 45.6 55.6 650  83.8 90.6 93.8 9.9 759 63.2
56 Auditor review of Internal Control System 131 188 300 43.1 544 631 819 90.0 94.4 963 759 62.0
57  Auditor Review of Firm Financial Reports 150 200  31.3 456 563 638 844 91.3 95.6 975 759 63.5
58  Approval of Firm Financial Reports 19.4 250 38.1 52.5 60.0 67.5 85.6 91.9 95.6 98.1 819 66.5
59  Proper Book of Account Maintained 388 463 525 60.6 68.1 725  86.9 93.1 96.3 981 819 73.8
60  Appropriate Accounting Policies Applied 34.4 425 494 57.5 66.3 713  85.6 92.5 96.3 981 819 72.0
61  Financial Statements According to IAS 281 319 425 52.5 63.1 70.6 85.6 925 96.3 98.1 819 69.0
62  External Auditor's Satisfactory Rating by ICAP 213 256 356 48.1 60.0 675 819 89.4 93.8 956 569 64.9
63  Compliance with IFAC Gridlines on Code of ethics 206 269 350 48.1 58.1 644 813 89.4 94.4 963 6.99 64.7
64  Auditor Duties According to IFAC 15.0 19.4 29.4 44.4 55.0 62.5 81.3 90.0 94.4 96.9 699 62.3
65  Attendance of AGM by external Auditor 94 138 231 33.8 456 519 70.6 76.9 83.1 85.6 587 52.8
66  Statutory Auditor's Review of CG Compliancet8taent 106 169  27.5 425 550 63.8  83.1 88.8 93.8 963 639 61.3
67  Half yearly financial statements with auditaesiew 144 200 300 44.4 531 619 813 88.1 92.5 950 5.09 61.4
68  Annual audited financial statements within fownth 125 200 294 43.8 538 613  80.0 88.1 95.0 975 759 61.7
69  Determination of Compliance with Statutory Regments 105 169  28.1 40.6 494 581 756 85.6 91.9 956 6.39 59.1
70  Monitoring Compliance with Best Practices of CG 1.3 4.4 11.3 18.1 20.6 256 325 38.1 43.8 46.9 9 51. 26.8
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5.1.2 Descriptive Statistics ofPCGI for Sub-Indices

The CG provisions which construct tREGI consists of five sub-indices, that are:
the board of directors (BOD) with 18 provision,témal auditing and committees (IDC)
with 14 provisions, shareholders right (SR) witprévisions, transparency and disclosure
(TAD) with 14 provisions, Internal Control, Extetrfsuditor and Risk Management (IER)
with 18 provisions. There is a substantial degréalispersion in aggregate level of
compliance based on sub-indices. The main inteapoets are précised below.

First, the sample firms show a higher complianeellevith the provisions related
to the internal control and risk management, rigfhshareholders and board of directors.
Specifically, 62.14% of listed firms complied witiie provisions related to internal control
and risk management, 59.92% of listed firms contphéth the provisions related to
shareholder’s rights and 57.49% of listed firms pbed with the provisions related to
board of directors. However, a greater degreeisgedsion have been noticed in internal
control and risk management (with a minimum vatu@6.76% to a maximum of 73.75%)
and board of director’s (with a minimum value ta&@2%6 to a maximum of 82.22%) sub-
indices with respect to shareholders’ rights (wahminimum value to 57.78% to a
maximum of 61.82%) sub index.

As discussed in Chapter two, the possible explanaif higher level of dispersion
in level of compliance with the provisions of ‘inbal control and risk management’ and
board of directors’ sub-indices is largely duehie absence of good CG practices prior to
governance reforms. For instance, as showramel B D and F of Table 5.2, the standard
deviation of board of directors (18%) and interoahtrol and risk management (10.3%) is
much higher than the shareholders’ rights (1.32PA8nce, these results lead to the
conclusion that the introduction of 2002 PCCG had h positive impact on Pakistani
firms to engage more CG practices as the ovét@iGl score for the period 2003 is
significantly lower than for the period of 2013. @re other hand, the lower dispersion in
level of compliance may be due to the nature ofiigions of shareholders’ rights which
have been previously imposed by regulatory bodiesh as SECP to protect shareholders’

interests.
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Y2003 Y2004 Y2005 Y2006 Y2007 Y2008 Y2009 Y2010 2041 Y2012 Y2013 ALL
PanelA : Pakistani Corporate Governance Index (PCGI)
Mean 20.56 23.76 31.17 40.31 47.66 53.88 67.50 6073. 77.57 83.88 85.16 55.00
Median 15.00 19.38 29.38 41.88 50.63 58.75 78.75 6.88 90.94 94.38 95.00 60.60
T-test .60 .01 -.59 -1.34 -1.67 -1.80* -1.99** -2.05** (9.2 04 -1.85* -1.83* -1.61
Maximum 65.63 67.50 74.38 79.38 80.63 82.50 88.75 93.75 96.88 98.75 99.38 82.61
Minimum 1.25 0.63 1.88 3.13 3.75 5.00 5.00 5.63 635. 7.50 9.38 4.43
Std. Dev. 15.37 15.13 15.46 17.25 18.82 19.69 ®4.2 25.99 26.37 20.95 19.72 18.03
Provisions 70.00 70.00 70.00 70.00 70.00 70.00 00r0.  70.00 70.00 70.00 70.00 70.00
Panel B : Board of Directors
Mean 30.94 33.37 38.13 4531 50.83 56.25 67.15 53r2. 7594 80.35 81.63 57.49
Median 28.44 30.94 32.50 41.88 50.63 58.75 76.88 3.448 87.81 93.13 93.44 61.02
T-test 2.50* 1.98* 1.02 -0.14 -0.93 -1.26 -2.02* -2.27*  -2.36** -2.20** -2.29** -0.96
Maximum 65.63 67.50 68.75 75.00 76.88 81.25 88.75 91.88 96.25 98.13 98.13 82.22
Minimum 5.63 8.13 11.25 16.25 16.88 19.38 16.88 .389 21.25 38.13 40.00 22.67
Std. Dev. 19.36 18.08 17.00 17.49 17.89 18.54 222 23.04 24.14 22.16 20.17 18.00
Provisions 18.00 18.00 18.00 18.00 18.00 18.00 0oa8.  18.00 18.00 18.00 18.00 18.00
Panel C : Committees and Auditing
Mean 10.18 12.10 17.81 24.20 30.13 35.31 46.74 0152. 56.43 75.98 79.55 40.04
Median 9.38 11.25 19.38 26.88 35.00 40.31 56.56 .6%4 68.75 81.25 84.38 43.64
T-test -2.96%*  -3.68%* 4. 42%%  _4,.92%*% LA 7B -4.88% ** L4 AR A7 LA Q0% _3.46%* -3.02%* -4, B
Maximum 29.38 33.75 41.25 51.88 61.25 67.50 85.63 93.75 96.88 98.75 99.38 69.03
Minimum 1.25 0.63 1.88 3.13 3.75 5.00 5.00 5.63 635. 7.50 9.38 4.43
Std. Dev. 8.68 10.32 13.17 18.23 22.81 24.30 32.64 36.01 35.83 23.87 23.04 21.47
Provisions 14.00 14.00 14.00 14.00 14.00 14.00 0al4. 14.00 14.00 14.00 14.00 14.00
Panel D: Shareholder Right
Mean 15.31 18.75 29.17 39.38 49.48 57.81 78.54 4686. 93.02 95.63 95.63 59.92
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Y2003 Y2004 Y2005 Y2006 Y2007 Y2008 Y2009 Y2010 2041 Y2012 Y2013 ALL
Median 15.31 18.75 28.75 39.38 49.38 57.81 78.75 6.88 93.75 95.94 96.25 60.06
T-test -.78 -1.20 -1.08 -1.67 -1.37 -1.09 -.14 -.02 41 5.4 .36 -.53
Maximum 18.13 21.25 32.50 41.88 52.50 60.00 80.00 88.13 93.75 96.25 96.25 61.82
Minimum 13.13 16.88 27.50 37.50 46.88 55.00 75.63 83.75 89.38 93.75 93.13 57.78
Std. Dev. 1.89 1.58 1.92 1.53 1.83 1.67 1.51 156 1.79 0.97 1.25 1.32
Provisions 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00
Panel E: Transparency and Disclosures
Mean 22.77 25.27 33.53 43.13 50.45 56.52 68.84 3874. 77.01 79.06 79.46 55.49
Median 16.56 19.69 29.06 42.50 53.13 61.25 79.69 6.88 89.38 91.56 91.56 60.94
T-test .96 .33 .02 -.55 -.93 -1.13 -1.70* -1.86* -2.10%  2.314* -2.25* -1.26
Maximum 65.00 67.50 74.38 79.38 80.63 82.50 87.50 92.50 95.63 98.13 98.13 82.61
Minimum 4.38 5.00 6.88 10.63 15.00 18.13 21.88 123. 25.00 26.25 27.50 16.70
Std. Dev. 16.90 16.16 17.98 18.99 19.08 19.39 ®2.0 23.93 24.69 25.14 24.57 19.43
Provisions 14.00 14.00 14.00 14.00 14.00 14.00 0QaL4. 14.00 14.00 14.00 14.00 14.00
Panel F: Internal control and risk management
Mean 18.30 23.72 33.44 45.97 55.35 62.57 79.27 5686. 90.94 93.40 93.99 62.14
Median 15.63 20.00 30.94 45.63 55.94 64.06 81.88 0.0 94.06 96.25 96.88 63.35
Maximum 38.75 46.25 52.50 60.63 68.13 72.50 86.88 93.13 96.25 98.13 98.13 73.75
Minimum 1.25 4.38 11.25 18.13 20.63 25.63 32.50 .138 43.75 46.88 51.88 26.76
Std. Dev. 9.20 9.98 9.52 9.52 10.31 10.45 12.29 622 12.14 11.94 10.79 10.03
Provisions 18.00 18.00 18.00 18.00 18.00 18.00 0a8. 18.00 18.00 18.00 18.00 18.00

Notes: The table presents descriptive statistics of avetagel of compliance with sub-indices BEGI from 2003 to 2013Panel A, B, C, D and E reports the t-test using
Independent sample t-test of compare means basédesnal control and risk managemefar the equality of mean values. The asterisk*&ndtes the significant level at
1%, asterisk** denotes the significant level at &06l asterisk* denotes the significant level of meiffierence at 10%.
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Second, the sample firms show an average complievet with the provisions
related to the transparency and disclosure witlowarall level of compliance of 55.49%
for the study period from 2003 to 2013 with a miaimm of 16.70% to a maximum of
82.61% level of compliance. Similar to other subiees, transparency and disclosure
index also show as moderate increase in level wiptiance for the period of study with an
average of 22.77% in 2003 to 55.49% in 2013. Ttsednple firms show a lower level of
compliance with the provisions related to the cottems and auditing with an overall level
of compliance of 40.04% for the study period fro@02 to 2013 with a minimum of
4.43% to a maximum of 69.03% level of compliancewdver, in 2003 the transparency
and disclosure, was the index with lowest averagellof compliance (10.18%) which
significantly increased to 79.55% till 2013.

Finally, the overall findings oPCGI in panel A of Table 5.2 show a substantial
degree of dispersion in level of compliance. Therall mean score ranges from 4.43% to
82.61%, with an average of 55% complying with 70 @@visions for the period of 2003
to 2013. The standard deviation BICGI is 18.03%, shown that there is a relative
dispersion in compliance level with tIRECGI provisions among the Pakistani listed firms.
Conclusively, the overall level of compliance foetfirms has considerably increased for
the period from 2003 (20.56%) to 2013 (85.16%).sThiide variability and gradual
increase in level of compliance with CG provisi@mong the sampled firms is expected
to result from the following factors.

First, the high scores of some provisions are erfied by some prior government
regulations in addition to PCCG, such as Pakis@Gompanies Ordinance act and Stock
Exchange listing Rules. For instance, in order isuee fair remunerations to directors,
companies’ ordinance requires firms to discloseedlor's detailed remuneration.
Therefore, a significant number of sampled firmspty with the provision of director’s
detailed remuneration (82.6%). Second, the loveeres of some provisions may be
because of absence of better CG standards be®sdate reforms, such as PCCG. It may
also be related to the weakness of the Pakistaarred CG framework, including SECP
and KSE, in encouraging firms to engage in good z&tices. Third and as shows in
Table 5.1 and Table 5.2, the level of compliancthvaimost all the provisions gradually
improves from one year to the next. For instanbe, dverall level of compliance with
PCGI from 2003 to 2013 is as follows: 20.56%, 23.76%,13%, 40.31%, 47.66%,
53.88%, 67.50%, 73.60%, 77.57%, 83.88%, and 85.1&84t has been reported in the
literature (e.g., Elzahar and Hussainey, 2012; Ntiral, 2014), this may be due to the fact

that the firms take time to comply with all CG pisions.
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Table 5.3: Descriptive statistics of Level of conifance based on industrial group

Mean Median T-test Maximum Minimum  Std. Dev.
PanelA : PCGI 55.00 60.09 84.32 4.43 19.90
Y2003 20.56 15.00 421 65.63 1.25 15.37
Y2004 23.76 19.38 -1.41 67.50 0.63 15.13
Y2005 31.17 29.38 -0.37 74.38 1.88 15.46
Y2006 40.31 41.88 4.03%** 79.38 3.13 17.25
Y2007 47.66 50.63 -0.56 80.63 3.75 18.82
Y2008 53.88 58.75 1.63 82.50 5.00 19.69
Y2009 67.50 78.75 4.88*** 88.75 5.00 24.20
Y2010 73.60 86.88 6.64*** 93.75 5.63 25.99
Y2011 77.57 90.94 3.02%* 96.88 5.63 26.37
Y2012 83.88 94.38 3.23%** 98.75 7.50 20.95
Y2013 85.16 95.00 3.17% 99.38 9.38 19.72
Panel B : Auto 49.59 55.96 80.88 0.00 20.93
Y2003 8.18 6.90 -9.29%*x 58.62 0.00 10.95
Y2004 10.20 6.90 -7.10%** 58.62 0.00 9.90
Y2005 18.77 17.24 -4.88*** 75.86 0.00 13.45
Y2006 29.21 31.03 0.37 75.86 0.00 15.17
Y2007 45.27 51.72 -1.17 75.86 0.00 19.73
Y2008 50.59 58.62 0.70 79.31 0.00 21.55
Y2009 64.48 75.86 3.84%%x 86.21 0.00 27.58
Y2010 73.00 86.21 5.84%** 93.10 0.00 30.94
Y2011 77.14 91.38 2.65%* 96.55 0.00 31.70
Y2012 85.52 96.55 3.34%** 96.55 0.00 25.38
Y2013 83.10 93.10 2.38* 93.10 0.00 23.91
Panel C : Cement 61.09 70.27 99.24 1.89 28.33
Y2003 28.75 20.83 -1.11 95.83 0.00 25.95
Y2004 29.35 22.92 0.42 95.83 0.00 25.82
Y2005 40.71 41.67 2.26™ 100.00 0.00 25.15
Y2006 49.40 54.17 5.61%* 100.00 0.00 25.80
Y2007 58.15 66.67 1.86* 100.00 0.00 27.53
Y2008 61.37 70.83 3.04%** 100.00 0.00 28.81
Y2009 75.42 95.83 5.53%* 100.00 0.00 34.46
Y2010 78.27 100.00 6.50%** 100.00 4.17 34.40
Y2011 78.99 100.00 2.93%* 100.00 417 33.34
Y2012 85.00 100.00 3.17% 100.00 4.17 26.21
Y2013 86.55 100.00 3.23%* 100.00 8.33 24.17
Panel D: Chemical 57.15 63.64 91.41 2.53 22.18
Y2003 18.97 11.11 -4.30%** 88.89 0.00 19.21
Y2004 27.30 22.22 -0.15 88.89 0.00 17.89
Y2005 38.81 38.89 2.12* 88.89 0.00 17.83
Y2006 48.89 55.56 6.39%** 88.89 5.56 20.01
Y2007 53.41 61.11 0.91 88.89 5.56 21.35
Y2008 59.37 66.67 3.09%* 88.89 5.56 20.45
Y2009 66.98 77.78 4.78%* 94.44 5.56 23.85
Y2010 74.68 88.89 6.82%** 94.44 5.56 26.53

Y2011 74.60 88.89 2.32%* 94.44 0.00 27.39
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Continuation: Table 5.3

Mean Median T-test Maximum Minimum Std. Dev.
Y2012 82.14 94.44 2.59** 94.44 0.00 24.75
Y2013 83.49 94.44 2.43** 94.44 0.00 24.68
Panel E: Electricity 66.09 75.76 100.00 0.00 29.54
Y2003 26.67 22.22 -1.56 100.00 0.00 28.21
Y2004 39.84 33.33  3.17* 100.00 0.00 26.25
Y2005 59.68 66.67  6.77* 100.00 0.00 28.20
Y2006 67.94 77.78  9.25°* 100.00 0.00 30.94
Y2007 66.67 77.78  3.54* 100.00 0.00 30.62
Y2008 67.30 77.78  4.23°* 100.00 0.00 30.55
Y2009 77.94 100.00 6.20** 100.00 0.00 33.12
Y2010 78.73 100.00 6.91% 100.00 0.00 32.14
Y2011 77.94 88.89  2.88** 100.00 0.00 30.36
Y2012 81.90 100.00 2.37* 100.00 0.00 28.07
Y2013 82.38 88.89 2.08** 100.00 0.00 26.45
Panel F: Food 50.14 52.87 100.00 0.48 27.55
Y2003 16.77 2.63  -3.96™* 100.00 0.00 28.33
Y2004 17.29 2.63 -2.57** 100.00 0.00 28.76
Y2005 23.31 10.53  -2.28** 100.00 0.00 26.82
Y2006 31.73 28.95 0.96 100.00 0.00 24.96
Y2007 39.77 36.84  -2.40* 100.00 0.00 23.80
Y2008 39.77 36.84  -2.07* 100.00 0.00 23.67
Y2009 64.96 78.95  3.88** 100.00 0.00 28.42
Y2010 73.53 89.47  5.75* 100.00 0.00 32.62
Y2011 75.11 94.74 2.20** 100.00 0.00 32.90
Y2012 84.29 100.00 3.00** 100.00 0.00 26.35
Y2013 85.04 100.00 2.71%* 100.00 5.26 26.39
Panel G: Houshold 60.32 65.91 100.00 0.00 26.59
Y2003 17.14 0.00  -3.76™* 100.00 0.00 29.50
Y2004 32.68 25.00 1.27 100.00 0.00 26.94
Y2005 40.18 37.50 2.15%* 100.00 0.00 24.44
Y2006 49.11 50.00  5.78"** 100.00 0.00 24.11
Y2007 50.71 50.00 0.22 100.00 0.00 23.88
Y2008 65.18 75.00 417 100.00 0.00 25.70
Y2009 73.93 87.50  6.16*** 100.00 0.00 26.56
Y2010 81.61 100.00 7.89** 100.00 0.00 29.92
Y2011 81.96 100.00  3.74** 100.00 0.00 29.84
Y2012 85.36 100.00 3.27** 100.00 0.00 25.97
Y2013 85.71 100.00 2.93** 100.00 0.00 25.56
Panel H: Misc 47.35 51.95 70.13 3.90 17.75
Y2003 18.16 14.29  -5.51%* 42.86 0.00 11.39
Y2004 16.94 1429  -4.55%* 42.86 0.00 8.08
Y2005 21.12 21.43  -4.42% 50.00 0.00 9.53
Y2006 33.27 35.71 1.75* 64.29 0.00 16.04
Y2007 29.49 28.57  -5.87* 50.00 0.00 13.75
Y2008 45.00 50.00 -0.87 64.29 7.14 16.69
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Continuation: Table 5.3

Mean Median T-test Maximum Minimum Std. Dev.

Y2009 55.61 64.29 1.99* 85.71 7.14 22.25
Y2010 67.24 78.57  5.14** 85.71 7.14 25.55
Y2011 74.18 85.71 2.27* 92.86 7.14 26.54
Y2012 75.61 85.71 1.06 92.86 7.14 23.53
Y2013 84.18 92.86  2.77** 100.00 7.14 21.92
Panel I: Oil & Gas 53.16 56.29 97.90 0.00 22.25
Y2003 24.73 19.23  -2.48** 92.31 0.00 20.28
Y2004 30.44 30.77 0.83 92.31 0.00 19.97
Y2005 26.81 23.08 -1.65 92.31 0.00 20.07
Y2006 34.84 30.77 1.98* 100.00 0.00 21.35
Y2007 46.15 46.15 -0.92 100.00 0.00 21.28
Y2008 47.03 46.15 -0.25 100.00 0.00 21.46
Y2009 67.69 76.92  4.937* 100.00 0.00 24.17
Y2010 70.55 76.92  5.95°* 100.00 0.00 25.56
Y2011 74.40 84.62 2.36™* 100.00 0.00 25.35
Y2012 81.10 92.31 2.42%* 100.00 0.00 23.05
Y2013 80.99 92.31 1.91* 100.00 0.00 22.21
Panel J: Pharma 47.46 54.55 97.40 0.00 22.24
Y2003 33.06 42.86 85.71 0.00 19.54
Y2004 27.76 28.57 85.71 0.00 18.18
Y2005 32.24 28.57 100.00 0.00 18.79
Y2006 28.16 28.57 100.00 0.00 18.36
Y2007 49.80 57.14 100.00 0.00 25.48
Y2008 47.96 57.14 100.00 0.00 23.08
Y2009 47.96 57.14 100.00 0.00 23.21
Y2010 46.33 57.14 100.00 0.00 22.48
Y2011 63.88 71.43 100.00 0.00 27.27
Y2012 71.22 85.71 100.00 0.00 25.22
Y2013 73.67 85.71 100.00 0.00 23.03
Panel K: Textile 49.59 55.96 80.88 0.00 20.93
Y2003 8.18 6.90  -9.29% 58.62 0.00 10.95
Y2004 10.20 6.90  -7.10%* 58.62 0.00 9.90

Y2005 18.77 17.24  -4.88"* 75.86 0.00 13.45
Y2006 29.21 31.03 0.37 75.86 0.00 15.17
Y2007 45.27 51.72 -1.17 75.86 0.00 19.73
Y2008 50.59 58.62 0.70 79.31 0.00 21.55
Y2009 64.48 75.86  3.84** 86.21 0.00 27.58
Y2010 73.00 86.21  5.84** 93.10 0.00 30.94
Y2011 77.14 91.38  2.65* 96.55 0.00 31.70
Y2012 85.52 96.55  3.34*** 96.55 0.00 25.38
Y2013 83.10 93.10 2.38™* 93.10 0.00 23.91

Notes:This table presents the descriptive statistidewd#| of compliance witlPCGIl based on industry type from 2003 to
2013. Std. Dev. denotes standard deviation, Aepoesents automobile industry and Misc denotesetiis@ous firms
which are from the industries other than the abmentioned.Notes: PanelA to | and K reports the t-test using
independent sample t-test of compare means basptasma industryfor the equality of mean values. The asterisk***
denotes the significant level at 1%, asterisk** ates the significant level at 5% and asterisk* desdhe significant
level of mean difference at 10%.
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5.1.3 Descriptive statistics ofPCGI based on Industrial Group

It has been suggested in the CG literature thatle¢hel of compliance and
disclosure differ across the industrial groups #éBbr and Hussainey, 2012; Kradit al.,
2013; Ntimet al, 2014). Therefore, the current study seeks terdehe whether different
industrial groups can explain the variability ivéé of CG compliance and disclosure with
PCGI. The full sample is categorised into ten industrigs provided by DataStream and
Karachi Stock Exchange (KSE). These includes: aaboi®, cement, chemical, electricity,
food, household, misc, oil and gas, pharma andleexidustries. Generally, the statistics
of panelA, B, C, D, E, F, G, H, I, J and K of Table 5.3gaests that the overall mean
scores of thePCGI is significantly varied among Pakistani listednfs across firm
industry. These findings are further explained aelo

Table 5.3 and figure 5.2 show the level of commeamwith thePCGI based on 10
industrial groups across the eleven years from 2002013. The following three main
observations can be drawn. First, both Table 5@ fagure 5.2 show that the firms in
automobile, cement, chemical, electricity, foodusehold, misc, oil and gas, pharma and
textile industries complied with 49.59%, 61.09%,.1%P6, 66.09%, 50.14%, 60.32%,
47.35%, 53.16%, 47.46%, and 49.59%P&GI, respectively. It can be observed that the
firms in cement (61.09%), electricity (66.09%), dmalisehold (60.32%) industries tend to
comply more with thePCGI than those in other industrial groups. Firms inncioal
(57.15%), food (50.14%), oil and gas (53.16%) itides appears to have an average level
of compliance withPCGI. On the other hand, the firms in automobile (49.59fisc
(47.35%), pharma (47.46%) and textile (49.59%) stdal groups appear to have lower
level of CG compliance and disclosure wWiBBCGI. These findings are in line with
Hussainey and Al-Nodel (2008), they reported thate is a substantial difference in CG
disclosure among industries.

Second, similar to the results of over8CGI, the level of compliance and
disclosure in all industrial groups has increaseer ahe sampled period. For instance, as
shown in Table 5.3, the level of compliance by #Hanpled firms in automobile and
engineering, cement, chemical, electricity, foooi$ehold, misc, oil and gas, pharma and
textile are 8.18%, 28.75%, 18.97%, 26.67%, 16.7Y%14%, 18.16%, 24.73%, 33.06%
and 8.18% in 2003, compared with 83.10%, 86.559% %88, 82.38%, 85.04%, 85.71%,
84.18%, 80.99%, 73.67% and 83.10% in 2013. Thieease in level of compliance over
time, confirming the suggestions of CG literaturattcompliance with CG practices takes

time.
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5.1.4 Descriptive statistics of Level of compliance

As shown in Table 5.4his subsection presents and discusses the desergbéitistics
of determinants of level of compliance. It is detlinto further three subsections. Subsection
5.1.4.1 discusses the summary of descriptive Statiselated to the dependent variable.
Descriptive statistics of independent variables digcussed in Subsection 5.1.4.2, while

descriptive statistics related to control varialaes discussed in Subsection 5.1.4.3.

Table 5.4: Descriptive statistics of Level of complisce Model

Variables Observations Mean Median Std. Dev. Maxmu  Minimum

PanelA : Dependent variable

PCGI 1760 54.230 74.648 33.572 97.183 0.000
Panel B : Independent variables

DOWNP 1760 20.879 9.001 24.811 98.371 0.000
IOWNP 1760 10.699 5.543 14.674 95.471 0.000
GOWNP 1760 6.397 1.741 12.564 95.023 0.000
BOWNP 1760 55.451 55.220 26.727 99.806 0.000
FOWNP 1760 9.967 0.000 21.624 93.187 0.000
BIG4 1760 0.551 1.000 0.498 1.000 0.000
BSz 1760 8.220 8.000 1.683 17.000 6.000
BGEN 1760 11.398 0 23.376 1 0
BNAT 1760 4.2621 0 8.9820 1 0
Panel C : Control variables

LTA 1760 16.017 15.641 2.082 21.304 12.636
ROE 1760 0.146 0.103 0.225 0.692 -0.212
SALESG 1760 0.163 0.127 0.388 1.655 -0.728
LVG 1760 30.605 25.853 30.491 147.877 0.000
CE 1760 27.877 3.9809 224.87 4203.641 4.03E-05

Notes: PCGI denotes the Pakistani Corporate Governance IndexV®® represents director ownership, IOW
represents institutional ownership, GOWNP represguoivernment ownership, BOWNP represents block stz
FOWNP represestforeign ownership, BIG4 represents the audit féime, BSZ represents the size of the boai
directors, BGEN represents board diversity on th&isbaf Gender, BNATepresents board diversity on the basi
Nationality, LTA represents firm size &y of total assets, ROE represents return on e@gityjeasure of profitabilit
SALESG represents growth opportunities, LVG repnesdeverage and CE represents capital expenditorestal
assets.



133

5.1.4.1 Descriptive Statistics ofDependent Variable PCGI)

After a detailed discussion &¥CGl in the above subsections and as showpaimel
A of Table 5.4, this subsection discusses in lhef descriptive statistics for dependent
variable. The minimum oPCGlI is 0.00 and maximum is 97.18 while the meanescdr
index is 54.23 for 1760 firm year observations. reEhie a relatively large variation in the
CG compliance among Pakistani listed firms, as shbwstandard deviation of 33.57. The
findings are in line with the previous CG literaure.g, Ntimet al, 2012a; Henry, 2008)
indicating that CG standards improve over time.

5.1.4.2 Descriptive Statistics ofindependent variables

As shown inpanel Bof Table 5.4, this subsection discusses the dés@ip
statistics for explanatory variables. A number bfervations are listed below. First, the
mean of director ownership is 20.88%, with a minimaf 0% and maximum of 98%. The
average of director ownership is relatively highomg Pakistani listed firms from both
developing and devolved countries. For instancend®aet al (2012) reports 9% of
director ownership in Egyptian firms. Similarly, kg (2008) report 6% of director
ownership in Australian firms. Second, the meamsfitutional ownership is 10.70% with
a minimum of 0 and a maximum of 95%, revealing thate is a substantial variation in
this variable. However this average of institutioaenership is consistent with some of
the previous studies. For instance, Aggaretadl (2011) report an average institutional
ownership of 8%, 8% and 9% in Greece, Hong KongMed Zealand, respectively. On
the other hand, Chung and Zhang (2011) report 9@ of institutional ownership among
US firms.

Third, the average government ownership is 6.39% @i minimum of O and a
maximum of 95%, revealing that the Pakistani gowent relatively holds a high
percentage of firms’ share and is expected to bavienpact on the willingness of firms to
comply with CG provisions. Fourth, the average lwfck ownership is 55.45%, with a
minimum of 0 and a maximum of 99.80%, revealing ighér level of ownership
concentration among Pakistani listed firms. Thénhayel of block ownership may suggest
a low CG compliance and disclosure, as it is exguethat market for control may not be
working well as compared with low concentration @ivnership. Fifth, the foreign
ownership has a mean of 9.97%, with a minimum cfr@ a maximum of 93%, with a

standard deviation of 21.62%. This may suggestttieapresence of foreign ownership can
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have an important role in improving the CG standanshong Pakistani listed firms. This is
supported by correlation coefficient, showing aifpes correlation withPCGl.

Sixth, an average of 55% of sampled firms useséeces of big audit firms. This
average is relatively lower than other emergingntoes. For instance, Baraket al
(2006) find that the 75% of Kenyan firms are autlidy the one of the big audited firms. It
is expected that firms audited by big audit firrmay improve their levels of CG
compliance and disclosure because of the reputafiandit firms. Seventh, the average of
board is 8.22%, with a range from 6 to 17. Thisnisine with PCCG requirements that
board members should be at least 7. It is alsmmsistent with the Lipton and Lorsch’s
(1992) recommendation that board should have bet8eand 9 members in order to be
efficient. Further, this average of board sizénifine with some of the prior studies. For
instance, Akhtaruddiret al (2009) investigating CG compliance and disclosure
Malaysia, reports empirical evidence of board agera be 7.97.

Eighth, gender as a measure of board diversity drasaverage of 11.40%,
representing the female directors’ portion in tleard among Pakistani listed firms. This
may suggest that the presence of female board miemhbdirms’ board may improve the
level of compliance and disclosure among Pakidist@d firms because of diversity in the
board room. Finally, nationality as a measure artaliversity has an average of 4.26%,
representing the foreigner directors’ portion ire thoard among Pakistani listed firms.
Although the percentage of foreign director is liomboard room, there presence on firms’
board may help to improve the CG disclosure lemePakistan because of nationality

diversity, skills and exposure in the board room.

5.1.4.3 Descriptive Statistics ofControl Variables

As shown inpanel Cof Table 5.4, the summary descriptive statisticxaftrol
variables related to the determinants of the les@pliance are discussed in this
subsection. First, firm size measured by the nhtagaof firms’ total assets range from 12
to 21, with an average of 16. Second, firm profligbmeasured by return on equity, range
from a minimum of -21% to a maximum of 22%, with@rerall average of 14.6%. Third,
firm growth measured by sales growth in sampled fraving an average of 16%, with a
range from -72% to 38%, showing a high level ofiatawsn among the sampled firms. This
variation in firms’ growth can be repercussionstité global economic recession (2008)
during the study period (Mangema al, 2012). Fourth, the average value of leverage is
30% which is slightly higher than other developowuntries. For instance, Al-Nodel and
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Hussainey (2010) and Barakd al (2006) find average leverage value of 25% and 27%
for Saudian and Kenyan firms, respectively. Finathe capital expenditure has an
average value of 27.87% shows an average levehpitat expenditure to total assets
which may have a negative impact on level of C&ldsure and compliance among the
listed firms.

Table 5.5: Descriptive statistics of Cost of Capifa

Variables = Observations Mean Median Std. Dev. Manam Minimum
PanelA : Dependent variable

cocC 1760 0.209 0.156 0.276 0.976 -0.470
COD 1760 0.196 0.072 0.258 0.700 0.000
COE 1760 0.255 0.212 0.303 0.932 -0.307
Panel B : Independent variables

PCGI 1760 54.230 74.648 33.572 97.183 0.000
DOWNP 1760 20.879 9.001 24811 98.371 0.000
IOWNP 1760 10.699 5.543 14.674 95.471 0.000
GOWNP 1760 6.397 1.741 12.564 95.023 0.000
BOWNP 1760 55.451 55.220 26.727 99.806 0.000
FOWNP 1760 9.967 0.000 21.624 93.187 0.000
BIG4 1760 0.551 1.000 0.498 1.000 0.000
BSZ 1760 8.220 8.000 1.683 17.000 6.000
BGEN 1760 11.398 0 23.376 1 0
Panel C : Control variables

LTA 1760 16.017 15.641 2.082 21.304 12.636
ROE 1760 0.146 0.103 0.225 0.692 -0.212
SALESG 1760 0.163 0.127 0.388 1.655 -0.728
LVG 1760 30.605 25.853 30.491 147.877 0.000
B 1760 0.590 0.567 0.564 2.106 -0.529

Notes: COC denotes the Cost of Capital, COD denotes the @¥dsebt, COE denotes the Cost of EquBCGI
denotes the Pakistani Corporate Governance IndeXVBP represents director ownership, IOWNP represents
institutional ownership, GOWNP represents goverrtnmwmership, BOWNP represents block ownership, FOWNP
represents foreign ownership, BIG4 represents thi@ fium size, BSZ represents the size of the bazrdirectors,
BGEN represents board diversity on the basis of @emRNAT represents board diversity on the basiNatfonality,

LTA represents firm size as log of total asset®FRepresents return on equity as measure of abilfty, SALESG
represents growth opportunities, LVG representsriye an@ represents Beta, a measure of risk.
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5.1.5 Descriptive statistics of CG and Cost of Capital

As shown in Table 5.5his subsection presents and discusses the desergbéitistics
of CG and COC. The summary of descriptive stasstelated to the dependent variables is
prsented in subsection 5.1.5.1. Descriptive stesisif independent variables are discussed in
Subsection 5.1.5.2, while descriptive statistidaitesl to control variables are discussed in
Subsection 5.1.5.3.

5.1.5.1 Descriptive Statistics ofDependent Variables

As shown inpanel A of Table 5.5, this subsection discusses the rggse
statistics for dependent variables; namely weiglategtage cost of capital (COC), cost of
debt (COD) and cost of equity (COE). C®@s an average of 20.9% for the 1760 firm
year observations. There is a relatively largeatemn in the COC among Pakistani listed
firms, as shown by standard deviation of 27.6%. idaldally, COD has a lower average
than the COC with 19.6% while COE has a relativabyh average than both COD and
COC with 25.5% for the sampled firms over time.

5.1.5.2 Descriptive Statistics ofindependent Variables

As shown inpanel Bof Table 5.4, this subsection discusses the déseip
statistics for explanatory variables. A number bfervations are listed below. First, the
minimum of PCGlis 0.00 and the maximum is 97.18, while the mdandex is 54.23 for
1760 firm year observations. It considered reldyiarge disparity with respect to CG
disclosure among Pakistani listed firms, as showistandard deviation of 33.57. This is
consistent with the prior CG literature (eg., Her#t§08; Ntimet al, 2012a) indicating that
CG standards improves over time. Hence, it may kelgecrease the firms’ COC and
improve the value. Second, the mean of directoresgimp is 20.88%, with a minimum of
0% and maximum of 98%. The average of director eghmp is relatively high among
Pakistani listed firms from both developing and @leed countries. For instance, Samaha
et al (2012) reports 9% of director ownership in Eggptiirms. Similarly, Henry (2008)
report 6% of director ownership in Australian firms

Third, the mean of institutional ownership is 184 @ith a minimum of 0 and a
maximum of 95%, revealing that there is a substhrtiriation in this variable. However
this average of institutional ownership is consisi®ith some of the previous studies. For
instance, Aggarwagt al. (2011) report an average institutional ownersi#fig8%, 8% and

9% in Greece, Hong Kong and New Zealand, respdygti@n the other hand, Chung and
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Zhang (2011) report over 50% of institutional owsiep among US firms. Fourth, the
average government ownership is 6.39% with a mimnod 0 and a maximum of 95%,
revealing that the Pakistani government relativedids a high percentage of firms’ share
and is expected to have an impact on the firmg absorrowing.

Fifth, the average of block ownership is 55.45%thwa minimum of O and a
maximum of 99.80%, revealing a higher level of orgh@ concentration among Pakistani
listed firms. The high level of block ownership mayng a positive change in firms’ COC.
Sixth, the foreign ownership has a mean of 9.97#) & minimum of 0, and a maximum of
93%, with a standard deviation of 21.62%. This nsaggest that the presence of foreign
ownership can have an important role in decisiofirofs’ borrowing and on its cost among
Pakistani listed firms. Seventh, an average of BB%ampled firms uses the services of big
audit firms. This average is relatively lower thather emerging countries. For instance,
Barakoet al (2006) find that the 75% of Kenyan firms are &ediiby the one of the big
audited firms. It is expected that firms auditedbly audit firms, may decrease the firms’ cost
of borrowing because of the reputation of audm$r

Eighth, the average of board is 8.22%, with a raingem 6 to 17. It is in line with
PCCG requirements that board members should kst 7. It is also in line with the Lipton
and Lorsch’s (1992) recommendation that board shbalve between 8 and 9 members in
order to be efficient. Further, this average o&idosize is in line with some of the prior
studies. For instance, Akhtarudaihal (2009) investigating CG compliance and disclosare
Malaysia, reports empirical evidence of board ager@ be 7.97. Finally, gender as a measure
of board diversity has an average of 11.40%, remtasy the female directors’ portion in the
board among Pakistani listed firms. Although thecpatage of women in board is lower as
compared to men, there presence on the firms’ bozag have an impact on firms COC

among Pakistani listed firms because of diversitthe board room.

5.1.5.3 Descriptive Statistics ofControl Variables

As shown inpanel Cof Table 5.5, the summary descriptive statisticxaftrol
variables related to the determinants of the levkeldisclosure and compliance are
discussed in this subsection. First, firm size mest by the natural log of firms’ total
assets range from 12 to 21, with an average oS&6ond, firm profitability measured by
return on equity, range from a minimum of -21% tmaximum of 22%, with an overall
average of 14.6%. Third, firm growth measured dgsgrowth in sampled firm having an
average of 16%, with a range from -72% to 38%, shgw high level of variation among

the sampled firms. This variation in firms’ growtan be repercussions of the global



138

economic recession (2008) during the study perMéngenaet al, 2012). Fourth, the
average value of leverage is 30% which is slightgher than other developing countries.
For instance, Al-Nodel and Hussainey (2010) andaBaret al (2006) find average
leverage value of 25% and 27% for Saudian and Kefiyans, respectively. Finally, the
beta has an average value of .59 shows a lowelr déwystematic risk which may have a

positive impact on sampled firms’ COC among thietddirms.

5.2 SUMMARY OF THE CHAPTER

This chapter discussed the descriptive statisfiemables employed in this study.
The variables are used in examining the nexus anfmmdevel of CG disclosure, factor
influencing the level of CG disclosure and firmdDC. Particularly, this chapter meant to
attain three main objectives. First, it presentedetailed discussion of the descriptive
statistics of thd®CGI. Second, it investigated whether the introductbthe 2002 PCCG
has helped in improving the level of CG compliaaeel disclosure. Third, this chapter
presented the descriptive statistics of the CG m@@sims, financial proxies, and control
variables used in the study.

Therefore, this chapter was divided into thredises. The descriptive statistics of
PCGI are discussed in subsection one. The minimaloewof PCGlis 0.00 and maximum
is 97.18, while mean of index is 55% for the 17@@nfyear observations over eleven
years. Further, the reported findings suggest tthatmean score d?CGI has improved
from 20.6% in 2003 to 85.2% in 2013 with an ovenatirease of 64.6% in eleven years.
This suggests that the introduction of the PCC@M2 has improved CG standards
among Pakistani listed firms. The second subsegironided a summary of descriptive
statistics of variables used in factor influenciegel of compliance while third subsection
discussed the descriptive statistics of CG and @&ied variables.
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CHAPTER 6

6 EMPRICAL FINDINGS AND DISCUSSION

This chapter discusses the OLS assumptions, peeseatempirical findings and
sheds light on the third and fourth main researabstions investigated in this thesis.
Specifically, this chapter seeks to achieve thimfahg three main objectives. First and as
indicated in chapter four subsections 4.3.1, theSGissumptions must be met before
performing the main analysis. Therefore, this ceagiscuss a number of statistical tests
that have been conducted to address the OLS assmsifiefore discussing empirical
findings. Second, it presents the findings of tle¢edminants of level of CG compliance
(the third research question). Thirdly, this chagieesents empirical findings obtained
from analysis related to impact of CG on Cost ofpi@ (the fourth main research
question).

Therefore, the following section is organised wefsections. Section 6.1 discusses
the OLS assumptions. Section 6.2 presents and sdissuthe empirical findings of
determinants of CG disclosure. Subsection 6.3 ptesand discusses the findings of the

CG and Cost of Capital (COC) while subsection Gihmarises the chapter.

6.1 ORDINARY LEAST SQUARE (OLS) ASSUMPTIONS

As explained in subsection 4.3.1, the OLS assumgtioust be met in order to ensure
that OLS is the best suitable estimation modeleddgom analysis. Therefore, this section
performs a number of procedures and statisticas ties examine the OLS assumptions,
including stationarity, autocorrelation, heterosasttity, linearity, multicollinearity, and
normality.

Specifically, subsection 6.1.1 discussed Breushf@gdest results to detect the issue
of autocorrelation. Subsection 6.1.2 presents tlité\general test results to investigate
for the presence of heteroscedasticity. Subseétibr3 presents Augmented Dickey-fuller
test to ensure that whether series have unit rootsiot. Subsection 6.1.4 presents
Correlation coefficient, Tolerance statistics (TOand Variance Inflation Factor (VIF)
results to address the issue of multicollinear8ybsection 6.1.5 examines the normality

while Subsection 6.1.6 presents a summary of aelbttove tests.
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Table 6.1: Augmented Dickey-Fuller test statisticLevel of Compliance Model

Variables Intercept and Trend
PCGI -7.830379%*+
DOWNP -9.088151**+
IOWNP -13.2249%**
GOWNP -10.50811**+
BOWNP -9.481476%*+
FOWNP -7.696139%*+
BIG4 -9.509141 **+
BSZ -10.73628**+
BGEN -12.41666%*+
BNAT -7.253226%**
LTA -10.72749%*+
ROE -15.17192%*+
SALESG -14.74593%*+
LVG -12.74636***
CE -13.66088**+

Notes: PCGI denotes the Pakistani Corporate Governance Ind&WBP represents director ownership, IOWNP
represents institutional ownership, GOWNP represgoternment ownership, BOWNP represents block cshiygr
FOWNP represents foreign ownership, BIG4 represir@saudit firm size, BSZ represents the size ofttbard of
directors, BGEN represents board diversity on thasbaf Gender, BNAT represents board diversity anlihsis of
nationality, LTA represents firm size as log otaloassets, ROE represents return on equity as meeadu
profitability, SALESG represents growth opportuedti LVG represents leverage and CE represents Icapita
expenditures. The asterisk*** denotes the signiftcievel at 1%, asterisk** denotes the significeuel at 5% and
asterisk* denotes the significant level at 10%.

6.1.1 Augmented Dickey-Fuller test statistic

Before applying any test, the researcher has toenmmlke weather series are
stationary’or not (Cizeket al, 2005). Brooks (2007) argue that it is importemknow as
non-stationary data may result in spurious findirggationarity can affect series properties
and behaviour. Therefore, the current study perfoAugmented Dickey-Fuller unit root
test to check the stationarity of each variabledusethe study. The results of ADF test
regarding the level of compliance model are preskint Table 6.1 while the test results
regarding CG and COC are presented in Table 6.2nTH hypothesis of the unit root test
Is “the series is non stationary”. As results showable 6.1 and 6.2, that all series of all
variables in both models are stationary as nullokiypsis of unit root is rejected at 1%

level of significance.

**Brooks (2007, pp.318) defined stationary series'age with a constant mean, constant variance and
constant autocovariances for each giver'lag
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Table 6.2: Augmented Dickey-Fuller test statisticCG and COC Model

Variables Intercept and Trend
PCGI -7.830379***
DOWNP -9.95537***
IOWNP -10.88153***
GOWNP -9.48334***
BOWNP -9.481476**
FOWNP -8.337197***
BIG4 -9.509141***
BSZ -10.98531***
BGEN -12.41666***
BNAT -7.253226***
LTA -10.72749**
ROE -13.49742%**
SALESG -45,74593***
LVG -13.2795%**
CE -15.70336***
B -14.51896***

Notes: PCGI denotes the Pakistani Corporate Governance Ind&WBP represents director ownership, IOWNP
represents institutional ownership, GOWNP represgoternment ownership, BOWNP represents block cshiygr
FOWNP represents foreign ownership, BIG4 represersaudit firm size, BSZ represents the size ofttbard of
directors, BGEN represents board diversity on thesbaf Gender, BNAT represents board diversity anlihsis of
Nationality, LTA represents firm size as log oftaloassets, ROE represents return on equity as meeadu
profitability, SALESG represents growth opportuedti LVG represents leverage, CE represents cappainditures
and p represents the systematic risk. The asterisk**nades the significant level at 1%, asterisk** dexsothe
significant level at 5% and asterisk* denotes fgaifcant level at 10%.

6.1.2 Breush-Godfrey test results to detect the issue afitocorrelation

In addition to stationarity test, this study cadrieut a number of statistical
procedures to address the OLS assumptions. Altheeghl correlation is a problem of
time series data, the current study performed Btew@odfrey Serial Correlation LM test
to find out weather data has a problem of autotatiom. In this regard, Brooks (2007)
argued that the issue of serial correlation mayateothe assumption of OLS as standard

error estimates can be biased downward with respebe true standard errors.

Table 6.3: Breusch-Godfrey Serial Correlation LM Test: Level of Compliance Model
F-statistic 572.2646** Prob. F(2,1724) 0.0000
Obs*R-squared 702.2314*** Prob. Chi-Square(2) 0.0000

The asterisk*** denotes the significant level at 1%tesisk** denotes the significant level at 5% antkeask* denote
the significant level at 10%.

The results of Breusch-Godfrey Serial CorrelatioM ltest regarding factor
influencing level of compliance model are preserited able 6.3 while the test results

regarding CG and COC are presented in Table 6.4. nihl hypothesis of a Breusch-
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Godfrey Autocorrelation LM test is that series masserial correlation. The F-statistics
and Chi-Square values presented in Table 6.3 add ir@licates the presence of
autocorrelation as the null hypothesis of no sexatelation is rejected at the level of 1%

in both models.

Table 6.4: Breusch-Godfrey Serial Correlation LM Test: CG and COC Model

F-statistic 16.65574*** Prob. F(2,1721) 0.0000
Obs*R-squared 33.41949*** Prob. Chi-Square(2) 0.0000
The asterisk*** denotes the significant level at,186terisk** denotes the significant level at 5%l asterisk*denote
the significant level at 10%.

6.1.3 White general test results about the presence of tezoscedasticity

The results of heteroscedasticity (White) test réigg level of compliance model
are presented in Table 6.5 while the test resdganding CG and COC model are
presented in Table 6.6. The null hypothesis of evhigést is that “model has no
heteroscedasticity”.

Table 6.5: Heteroscedasticity (White)Test: Level o€ompliance

F-statistic 2.249772** Prob. F(489,1270) 0.0000
Obs*R-squared 816.9327*** Prob. Chi-Square(489) 0.0000
The asterisk*** denotes the significant level at,186terisk** denotes the significant level at 5% asterisk* denot:
the significant level at 10%.

The F-statistics and Chi-Square values present@alnte 6.5 and 6.6 show that the model
is heteroskedastic as the null hypothesis of nerbstedasticity is rejected at the 1% level

in both, factor influencing level of compliance nebds well as in CG and COC models.

Table 6.6: Heteroscedasticity (White)Test: CG and OC

F-statistic 3.096811 Prob. F(597,1162) 0.0000
Obs*R-squared 1080.738Prob. Chi-Square(597) 0.0000
The asterisk*** denotes the significant level at 18éterisk** denotes the significant level at 5%l @sterisk* denote
the significant level at 10%.

6.1.4 Variance Inflation Factor (VIF) and Tolerance statistics test results

Multicollinearity is another problem of data whicieeds to be addressed before
using OLS as the main analysis. Therefore, it hreenktested whether the independent

variables are highly correlated or not.
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Table 6.7: VIF and TOL tests of Multicollinearity: Level of Compliance Model

Variable VIF TOL

DOWNP 1.725345 0.579594
IOWNP 1.151600 0.868357
GOWNP 1.294599 0.772440
BOWNP 1.169994 0.854705
FOWNP 1.474339 0.678270
BIG4 1.579938 0.568525
BSz 1.309453 0.763735
BGEN 1.229473 0.813357
BNAT 1.692271 0.590922
LTA 1.981672 0.504624
ROE 1.110816 0.900239
SALESG 1.134062 0.881786
LVG 1.287387 0.776767
CE 1.702091 0.587513

Notes: PCGI denotes the Pakistani Corporate Governance Ind&WBP represents director ownership, IOWNP
represents institutional ownership, GOWNP represgoternment ownership, BOWNP represents block cshiygr
FOWNP represents foreign ownership, BIG4 represer@saudit firm size, BSZ represents the size ofttbard of
directors, BGEN represents board diversity on tresbaf Gender, BNAT represents board diversity anlihsis of
Nationality, LTA represents firm size as log oftaloassets, ROE represents return on equity as meeadu
profitability, SALESG represents growth opportuedti LVG represents leverage and CE represents Icapita
expenditures. The asterisk*** denotes the signiftcievel at 1%, asterisk** denotes the significeuel at 5% and
asterisk* denotes the significant level at 10%.

There are a number of statistical procedures whaste been suggested and used in
the literature; namely Variance Inflation Factor IK)Y, Tolerance statistics (TOL),

Spearman’s non-parametric coefficient and Pearqmarametric correlation coefficients.
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Table 6.8: VIF and TOL tests of Multicollinearity: CG and COC Model

Variable VIF TOL
PCGI 2.173552 0.460076
DOWNP 1.865372 0.536086
IOWNP 1.705482 0.586345
GOWNP 1.88512 0.53047
BOWNP 2.250901 0.444267
FOWNP 2.134915 0.468403
BIG4 1.967211 0.508334
BSz 1.56979 0.637028
BGEN 1.295119 0.77213
BNAT 1.841184 0.543129
LTA 3.141247 0.318345
ROE 1.2339 0.810438
SALESG 1.450928 0.689214
LVG 1.485586 0.673135
CE 2.240649 0.446299
B 1.471602 0.679532

Notes: PCGI denotes the Pakistani Corporate Governance Ind&WBP represents director ownership, IOWNP
represents institutional ownership, GOWNP represgoternment ownership, BOWNP represents block cshiygr
FOWNP represents foreign ownership, BIG4 represer@saudit firm size, BSZ represents the size ofttbard of
directors, BGEN represents board diversity on thesbaf Gender, BNAT represents board diversity anlihsis of
Nationality, LTA represents firm size as log oftaloassets, ROE represents return on equity as meeadfu
profitability, SALESG represents growth opportuedti LVG represents leverage, CE represents cappainditures
and p represents the systematic risk. The asterisk**nales the significant level at 1%, asterisk** dexsothe
significant level at 5% and asterisk* denotes fgaifcant level at 10%.

Correlation matrix, VIF and TOL tests have beendusethis study to investigate
that either variables have a problem of multicelinty. It can be a serious problem if the
correlation coefficient between two variables igajer than 80%, VIF exceeds ten and
TOL is near to zero (Gujrati, 2003). For determisanf factors model, Table 6.7 shows
that the minimum value of TOL is .50 and maximuntueaof VIF is 1.98, suggesting no
problem of multicollinearity among variables. Sianlly, Table 6.9 indicating the highest
correlation coefficient between LTA and CE is .68diggesting no serious problem of
multicollinearity. Hence, there is no major viotati of the OLS assumptions due to

multicollinearity.
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Table 6.9: Correlation matrix of dependent and independent variables: Level of Gopliance Mode

PCGI DOWNP IOWNP GOWNP BOWNP FOWNP BIG4 BSZ BGEN BNAT TA ROE SALESG LVG CE
PCGI 1
DOWNP -0.007 1
IOWNP 0.023 -.198** 1
GOWNP 0.017 -.197** 0.041 1
BOWNP .067** .110** -0.021 - 157* 1
FOWNP -0.003 -.289** 0.007 -0.036 27+ 1
BIG4 .062** -.370** .049* .146** -0.029 .254** 1
BSz 0.023 -.251** 122 .201** -.106** -0.015 279+ 1
BGEN 0.001 .289** -.094** -.122** .050* -.092** -152%  -.097** 1
BNAT 0.017 -.440** .101** -0.038 122% 428** .390** a1 -.185** 1
LTA .161** -0.046 .056* .074** 0 -.085** .054* .083*  .4130** .066** 1
ROE -.101** .122%* 0.025 -0.016 -0.007 0.006 =114 061+ -0.019 -.074* - 195% 1
SALESG 0.031 .058* -0.016 -0.013 0.014 -0.012 -0.028 -0.00 0.01 -0.007 .101** 077* 1
LVG 0.017 .228** 0.001 -131*% .057* -.207* -.203** 181+ .057* -.133* -0.037 -.050* 0.015 1
CE -0.003 .066** .048* .063** -0.041 -.100** 0.003 .08 -.082* 0.026 .604** -.093** .090** .056* 1

Notes:PCGI denotes the Pakistani Corporate Governance IM@xVNP represents director ownership, IOWNP reprssirstitutional ownership, GOWNP represents gowemt ownership, BOWNP represents
block ownership, FOWNP represents foreign ownerdBi@4 represents the audit firm size, BSZ represthe size of the board of directors, BGEN represboard diversity on the basis of Gender, BNAJresents
board diversity on the basis of Nationality, LTAepresents firm size as log of total assets, ROEesepts return on equity as measure of profitghiBALESG represents growth opportunities, LVG esgnts
leverage and CE represents capital expendituresa3terisk*** denotes the significant level at 18sterisk** denotes the significant level at 5% asterisk* denotes the significant level at 10%.
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Table 6.10: Correlation matrix of dependent and in@pendent variables: CG and COC Model

DOWN IOWN GOWN BOWN FOWN BGE
CoC PCGI P P P P P BIG4 BSZ N BNAT LTA ROE SALESG LVG B
CoC 1.000
PCGI -0.13* 1.000
DOWNP -0.015 -0.010 1.000
IOWNP -0.013 0.027 -0.163** 1.000
GOWNP 0.015 0.011 -0.194** 0.277** 1.000
BOWNP -0.08**  -0.08** -0.027 0.531* 0.336** 1.000
FOWNP 0.079 -0.012 -0.265** 0.254** 0.264** 0.464** 1.000
BIG4 0.046 0.062** -0.373* 0.092* 0.149* 0.066 0.248*  1.000
BSZ 0.003 0.025 -0.251** 0.232** 0.184** 0.087** -0.006 0.278** 1.000
BGEN -0.009 0.001 0.275** -0.018 -0.077 0.081* -0.022 .183* -0.09** 1.000
BNAT 0.028 0.017 -0.435* 0.165** -0.002 0.169** 0.408** 0.390** 0.122* -0.18** 1.000
LTA -0.120*  0.161** -0.036 0.108* 0.071* 0.076 -0.054 0.054* 0.086** -0.13**  0.066** 1.000
ROE -0.039  -0.048* 0.171* 0.006 -0.076** 0.012 -0.083 -0.18** -0.07**  0.06** -0.139** -0.115* 1.000
SALESG -0.042 0.031 0.051* -0.017 -0.017 -0.023 -0.033 .028 -0.002 0.010 -0.007 0.101** -0.004 1.000
LVG -0.153** -0.015 0.200** -0.034 -0.089** -0.014 -@9  -0.18* -0.14*  0.09**  -0.128** -0.091** 0.129* -0.003 1.000
0.320** 0.072* -0.067* -0.028 -0.001 0.010 -0.024 .0@1L* 0.014 0.005 0.033 0.089** 0.019 -0.021 -0.0351.000

Notes:PCGI denotes the Pakistani Corporate Governance IMa@XVNP represents director ownership, IOWNP reprssestitutional ownership, GOWNP represents gowvemnt ownership, BOWNP represents
block ownership, FOWNP represents foreign ownersBi®G4 represents the audit firm size, BSZ represéme size of the board of directors, BGEN represéoard diversity on the basis of Gender, BNAT
represents board diversity on the basis of NatigndlTA represents firm size as log of total ass&OE represents return on equity as measureofifgbility, SALESG represents growth opporturstie.VG
represents leverage, CE represents capital expessliand3 represents the systematic risk. The asterisk*riades the significant level at 1%, asterisk** degsothe significant level at 5% and asterisk* destbe
significant level at 10%.
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For CG and COC, Table 6.8 shows that the minimuinevaf TOL is .318 and
maximum value of VIF is 3.141, suggesting no problef multicollinearity among the
variables. Similarly, Table 6.10 shows that thehbgg correlation coefficient between
IOWNP and BOWNP is .531, suggesting no serious|pmlof multicollinearity. Hence,

there is no major violation of the OLS assumptidas to multicollinearity.

6.1.5 Normality Test

Finally, it has been suggested that the data hdsetoormal distributed in order to
apply the OLS. Therefore, the current study ugesveess and kurtosis statistics to test the
normality assumption. In this regard, the critivalues for accepting skewness and kurtosis
statistics for normal data are three and zero,edsmly (Gujarati, 2003). The statistics
(results are not reported here) show that the blmsadepart from the normal distribution in

some cases and therefore, the study accepts theypothesis of non-normality of data.

6.1.6 Summary

The current study has attemptea test the OLS assumptions before using it in
regression analysi®\s shown above, data is non stationary, have sesiaélation and no
problem of multicollinearity. However, the resultasvs that data have a problem of non-
normality andheteroscedasticity In this regard, current study has attemptedinimise
non-normalities in the variables by using differémtds of transformations such as square
root, rank and natural log. The distributions @ngformed variables could not generate good
skewness and kurtosis statistics, showing that abeial variables are better normally
distributed than the transformed variables.

As the behaviour of OLS has been well researcheadutiple circumstances, Brooks
(2007) argue that it is better to stick with the®é&stimation rather than using another method
that does not require a normality assumption. Furthe indicates that various forms of
heteroscedasticity may lead to non-normality iraficial data. It can be argued that the effect
of non-normality is expected to be less severéhasihite test has been used in the current
study to correct for heteroscedasticity. In additto White test, Brooks (2007) also suggest
that in case of a sufficiently large sample as emdp used in this study, the violation of
normality assumption is expected to be virtuallgonsequential. Therefore, after employing
all the above tests and procedures, it is concludatithe OLS is the appropriate statistical

estimation to perform the study’s main analyses.
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6.2 EMPIRICAL FINDINGS: DETERMINANTS OF
CORPORATE GOVERNANCE DISCLOSURE

Following the discussion of the descriptive stat@tsummaries and Ordinary Least
Squares (OLS) assumptions in Chapter 5, this stibeepresents the findings of CG
compliance and disclosure for Pakistani listed $irim particular, Table 6.12 reports the
OLS results. TheF-Stat is statistically significant at 1% level for ownbkig, board
characteristics and control variables. This me&as the null hypothesis that there is no
relationship between these variables andRAS! is rejected. The adjuste® is 0.49,
indicating that 49% of variability in th®CGl is jointly explained by these variables.
Overall, the analysis of the explanatory varialdaggests that, board size, government,
institutional, foreign and block ownership havensigant relationships with thBCGl. In
contrast, director ownership, audit firm size, gandnd nationality diversity in the board
have no statistical significance with tREGI.

Table 6.11 presents the summary of hypotheseseofatiors that influence the level
of CG compliance. Table 6.12 presents the findofgaultivariate regression showing the
overall impact of nine independent variables inglgdthe five ownership structures
investigated in the study and four audit firms/libearacteristics oRCGI. Generally, the
findings of a positive and significant relationstbptween institutional, government and
foreign ownership with CG compliance and disclosare in line with formulated
hypotheses, while a negative nexus between boael aid block ownership with CG
compliance and disclosure are also consistent ¥atinulated hypotheses and prior
empirical literature. In contrast, this study repbat audit firm size and board diversity on

the basis of gender witACGI show no significant relationship.
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Table 6.11: Summary of hypothesis and Findings: Fors Influencing level of Compliance

Dependent Variable: Pakistani Corporate Governambex PCGI)

H.No H.Sign Sign of Statistical Conclusion (H.)
CG mechanisms Result  Significance
of Result
Director ownership 1 - + Insignificant Do not rejec
I . Significant .
Institutional ownership 2 + + g(l% ) Reject
. Significant .
Government ownership 3 + + g(l%) Reject
. Significant .
Block ownership 4 - - g (1%) Reject
Foreign ownershi 5 + + Significant Reject
g p (1%) )
Audit firm size 6 + + Insignificant Do not reject
. 7 +/- - Significant .
Board size (5%) Reject
Board diversity on the basis 8 + - Insignificant Do not reject
of gender
Board diversity on the basis 9 + + Insignificant Do not reject

of nationality

Note: Column 1 presents the nine variables that are septed the nine tested hypotheses. Columns 2 to 6
present information related to hypotheses onerte with regard to thBCGI. H stands for hypothesis.

6.2.1 Empirical Findings of Explanatory Variables

In this subsection, the empirical findings of exptory variables including
ownership variables and audit/board characteristies discussed in relation with the

formulated hypotheses and prior CG literature.

6.2.1.1 Empirical Findings of Ownership Variables

Panel A of Table 6.12 presents the findings of the deteamis of CG disclosure.
First, the coefficient on director ownership is iige and statistically insignificant in
relation to level of CG compliance and disclosureom agency theory viewpoint,
McConnell and Servaes (1990) argue that the boladitectors are expected to maximise
their wealth using insider information merely falfsserving interest, and not essentially
for the interests of the firm. This results in pddG practices and low level of CG
compliance and disclosure. On the other hand, stishg theory suggests that the board
of directors’ interests are in line with externalassholders (Davigt al, 1997). Thus,
Samahaet al (2012) suggests that the board of directors apeaed to improve CG
standards for the better competitive position efrthrms.
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Table 6.12: The OLS regression findings of CG Comjance Determinants

Dependent Variable:PCGI

Variable Expected Sign Coefficient Std. Error tiiStic
Panel A: CG variables

DOWNP - 0.035 0.028 1.252
IOWNP + 0.095*** 0.023 4.099
GOWNP + 0.298*** 0.040 7.484
BOWNP - -0.02*** 0.006 -3.230
FOWNP + 0.075*** 0.023 3.276
BIG4 + 0.857 0.952 0.900
BSz + -0.463** 0.207 -2.237
BGEN + -0.588 1.290 -0.456
BNAT + 0.056 0.815 0.068
Panel B: Control variables

LTA 1.523*** 0.266 5.716
ROE -3.59%** 1.298 -2.767
SALESG 0.865 1.632 0.530
LVG 0.009 0.013 0.695
CE 0.000*** 0.000 -3.305
CEMENT 6.350*** 1.966 3.230
CHEMICAL 3.352 2.114 1.585
ELECTRICITY 8.719** 3.567 2.444
FOOD -4.86*** 1.032 -4.712
HOUSHOLD 4.751* 2.063 2.302
MISC -8.37%** 0.656 -12.751
OIL__ GAS -8.19%** 1.110 -7.379
PHARMA -9.448** 3.702 -2.552
TEXTILE -4.224** 2.064 -2.046
Y_02_DUM 2.525%** 0.713 3.544
Y_03_DUM 10.021 % 0.548 18.288
Y_04_DUM 18.868*** 0.766 24.639
Y_05_DUM 26.051*** 0.487 53.537
Y_06_DUM 31.951*** 0.685 46.645
Y_07_DUM 45.275*** 0.589 76.805
Y_08_DUM 51.421%** 0.587 87.622
Y_09_DUM 55.255%** 0.706 78.276
Y_10_DUM 61.663*** 0.585 105.440
Y_11 DUM 63.393*** 0.519 122.045
Constant -0.891 5.058 -0.176
AdjustedR-square 0.486 Sample: 2003 2013
F-statistic 51.412 Cross-sections included: 160
Prob-statistiq 0.000 Totapanel(balanced) observations: 1760

Notes: Variables are defined as follows. Pakistani Corfgoi@overnance IndexPCGl), director ownership
(DOWNP), institutional ownership (IOWNP), governmawnership (GOWNP), block ownership (BOWNP),
foreign ownership (FOWNP), audit firm size (BIG4igesof the board of directors (BSZ), board diversitythe
basis of Gender (BGEN), board diversity on the bakNationality (NTL), firm size as log of total sets (LTA),
profitability (ROE), growth opportunities (SALESQgverage (LVG) and capital expenditures (CE). Patam
estimates are obtained by OLS estimatiBrariel Least Squanesrear 2003 and AUTO industry has been
excluded from the analysis in order to avoid dumrasiable trap. The asterisks *, ** and *** dendtee 10%,
5% and 1% level of significance respectively.
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Second, the coefficient on institutional ownersh#p positive and statistically
significant at 1% level in relation to level of Gs®mpliance and disclosure. This finding
shows that Pakistani firms with higher level oftingional ownerships are likely to
comply with more CG standards than those with &¥sso institutional ownership. From
agency theory viewpoint, Aggarwat al (2011) suggests that the presence of institutiona
ownership ensures some degree of accountabilitytlaisdpotentially influence firms to
adopt better CG practices, either directly by ieflaing managements by using their
voting rights or indirectly by their decisions taub or threaten to sell their shares.
Similarly, this finding is consistent with the pretibn that institutional investors demand
for high level of CG compliance and disclosure rdey to spend less time in monitoring
managers (Barakcet al 2006a). Additionally, this positive relationshipetween
institutional ownership and level of CG complianseonsistent with the expectation that
institutional investors are less likely to investfirms with lower level of CG compliance
and disclosure due to high monitoring cost (Buséteal, 2010). This finding of positive
relationship between institutional ownership ancleof CG compliance and disclosure is
consistent with CG literature (Baralat al, 2006a; Laidroo, 2009; Bushee al, 2010;
Chung and Zhang, 2011; Ntiet al, 2012a).

Third, the coefficient on government ownership issipve and statistically
significant at 1% level, suggesting that there ipasitive relationship between the
government ownership and level of CG compliancedisdosure. This finding shows that
Pakistani firms with higher level of government @sships are likely to comply with more
CG regulations than those firms with less or noegoment ownership. The agency theory
literature suggests that the firms with governnemhership are expected to disclose more
CG information since there is less divergence betwshareholders and government
interest. Further, this is consistent with the vignat the government being a shareholder
considers itself accountable to society and thsigxpected to put pressure on firms to
disclose more CG information (Ghazali and Weetn2006). This positive effect of
government ownership suggests that the governmgnership serves as an alternative
CG mechanism which motivates firms to disclose n@@& information. Empirically, this
finding is in line with the CG literature of develog countries. For instance, Conyon and
He (2011) and Ntinet al (2012a) report positive and significant relatiopsbetween
government ownership and level of CG compliance disdlosure in China and South

Africa, respectively.
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Fourth, unlike the institutional and government evahips, the coefficient between
block ownership and firm-level of CG compliancenegative and statistically significant
at 1% level. This finding shows that Pakistani frmith higher level of block ownerships
are expected to have less compliance with CG pongsthan those with lower block
ownership. This negative association between C@atiare level and block ownership is
consistent with theoretical prediction. In thigaed, block shareholders may influence the
management to disclose less CG information as thesrest may not necessarily align
with minority shareholders (Shleifer and Vishny9I9Laidroo, 2009).

This issue is more evident in the emerging marketh as Pakistan due to the weak legal
system in protecting minority shareholders. In teigard, the Companies ordinance (1984,
XL VII) states that the minimum threshold for seeking a remedy fromcthet against
mismanagement and oppression requires that at kestty percent of the shareholders
initiate a compliant. Shareholders representinglesst ten percent but less than twenty
percent of the company’s shares can apply to th€FSEo appoint an inspector to
investigate the company’s affairs. Because neitherCompanies ordinance nor the Code
recognizes shareholders who represent less thampeerent of the company’s share (the
minority shareholder), no analogous provision exigir these shareholdérsSimilarly,
Allegrini and Greco (2013) argued that in the aleseof strong external CG mechanisms,
firms’ management tend to work for the interestasfje shareholders to the detriment of
minority shareholders.

Further, this finding supports the expectation thitck holders do not want to
disclose more CG information as it may affect thelility to expropriate minority
shareholders. This is expected to be the case ergéng countries where the conflict of
interest is likely to be between minority shareleotd and block holders rather than
between shareholders and managers (Shleifer anthny/is1997; Aleves, 2012).
Empirically, this finding is consistent with severstudies on emerging economies
(Alsaeed, 2006; Laidro, 2009; Samaha and Dahawl/120For instance, Alsaeed (2006)
report the level of CG compliance and block ownigrsine negatively associated in Saudi
Arabian firms.

Finally, the coefficient on foreign ownership isstove and statistically significant at
1% level in relation to CG compliance and disclesurhis finding shows that Pakistani
firms with higher level of foreign investors arkdly to provide additional CG information
than those with less or with no foreign investdrseoretically, this positive relationship
between foreign ownership and firm-level of CG ctiamre and disclosure is consistent

with information asymmetry and imperfect informatiessues. Due to language and
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distance obstacles, foreign investors may requiogendisclosures in order to reduce
asymmetric information. This in turn motivates fgrto comply with CG standards that
improves transparency and makes it attractivedagi@in investors (Huafang and Jianguo,
2007). This is consistent with the viewpoint thateign investors usually prefer not to
invest in the countries with poor CG disclosure uiegments (Leuzet al, 2010).

Empirically, the finding of this positive relatidmp between foreign ownership and firm-
level of CG disclosure is consistent with prior egieg market literature (e.g., Barakd

al., 2006; Manegena and Tauringana, 2007).

6.2.1.2 Empirical Findings of audit firm/board characteristics

In addition to ownership variables, the currentigtinvestigates the impact of audit
firm size and board characteristics, such as beael and board diversity on the level of
compliance and disclosure among Pakistani listaalsti

First, the coefficient on audit firm size is posdibut statistically insignificant,
indicating that there is no significant relationsbietween audit firm size and firm-level of
CG compliance and disclosure. From agency theody stakeholder theory perspective,
external auditors can influence the quality anel@f CG disclosure (Baraket al, 2006).
This influential power of external auditors may deg@ on audit firm’s characteristics (e.g.,
fee, tenure and size). It has been reported thmge laudit firms (big four) have better
auditing standards (Alsaeed, 2006), as such firraseapected to have highly trained,
gualified, and experienced auditors (Barataal, 2006). However, in Pakistani context,
the finding shows no significant relationship betweaudit firm size and level of CG
compliance and disclosure. This can be due to therdactors that may negate auditors
influence. For example, ownership concentration idated by family shareholding and
informal rules that impact on auditing firms makihgm less influential in getting the CG
standards approved in the Pakistani listed firmsarti€ularly, managers may be
significantly influenced by these informal rulescél customs, tribalism and family are
more priority than formal rules and CG mechanisnet@dlfe, 2007; Boytsuet al, 2011).
Empirically, this finding is consistent with pristudies (e.g., Alsaeed, 2006; Baratal,
20064a; Alyet al, 2010).

Second, the coefficient on board size is negati sftatistically significant at 5%
level. This indicates that small boards tend tadase the level of CG compliance and
disclosure more than larger boards for Pakistamdi Theoretically, Jensen (1993) argues
that larger board is less effective than smalleardan mitigating agency conflicts. For
instance, Yermack (1996) suggests that a large aumibdirectors can lead to poor co-
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ordination and communication among directors, whichy allow a Chief Executive
Officer (CEO) to dominate the board which can adebr affect the accountability of
management and directors (Lipton and Lorsch, 1982sen, 1993). Arguably, this may
weaken the power of the board to monitor manageascan result in a negative impact on
CG disclosure. Therefore, boards with small numiiemembers are likely to impact
positively on firms’ CG compliance and disclosuraedto better co-ordination and
communication among directors than large boardsnféek, 1996). Empirically, this
finding is in contrast to some other studies tmatidate positive association (Kent and
Stewart, 2008; Akhtaruddiet al., 2009; Ntimet at 2012a; Allegrini and Greco, 2013), but
it is consistent with other studies (e.g., Arcay &fazquez, 2005; Cheng and Courtenay,
2006). However, this negative relationship in Pakiscontext may be due to the large size
of board (minimum of seven members are require@®y2 PCCG) imposed by PCCG
which may not suite every firm.

Finally, the gender and nationality diversity inabt indicate no significant
association with CG compliance level. These reguoligcate that the presence of female
and foreign directors on firms’ board do not impawstPakistani listed firms to offer more
CG information. Theoretically, these findings amnirary to the prediction that having
directors with distinctive values due to gender antural differences may improve level
of CG disclosure. However, these results are ia With empirical findings by Adelopo
(2011) that foreign directors among Nigerian firdwsnot influence boards to increase CG

compliance and disclosure.

6.2.2 Empirical Findings of Control Variables

A number of control variables have been includethe analysis to minimize the
impact of omitted variables problem that could l¢adpotential endogeneity. Following
the CG literature (e.g., Upadhyay al, 2014; Ntimet al, 2014; Mangenat al, 2012),
firm size (LTA), profitability (ROE), firm growthQALESG), leverage (LVG) and capital
expenditure to total assets (CETA) were includedcastrol variables in addition to
industries and year dummieBanel Bof Table 6.12 presents the empirical findings of
these variables.

First, the coefficient on size and capital expanditis positive and statistically
significant at the 1% level. This suggests thagdarfirms are likely to disclose more CG
information than medium or smaller Pakistani listechs. This finding is consistent with
prior CG literature (e.g., Allegerini and Greco,13Q Samahaet al, 2012; Elzahar and
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Hussainey, 2012). Similarly, firms with higher dapi expenditures disclose more CG
information than firms with lower or no capital exulitures.

Second, the results reported in Table 6.12 shoatststally insignificant relationship
between firm growth and leverage with firm level G@®mpliance and disclosure. The
coefficient on sales growth is positive but insfgraint, suggesting that firms with more
growth and investment opportunities do not imprthe CG standards. This finding is in line
with prior CG literature (e.g., Ntinet al, 2012a). Similarly, the coefficient on leverage i
positive, but statistically insignificant witRCGl, indicating that the level of firms’ leverage
have no impact on level of CG compliance and dggale. This insignificant relationship is
consistent with previous CG literature (e.g., Elmaénd Hussainey, 2012; Samahal, 2012;
Allegrini and Greco, 2013).

Third, Panel Bof Table 6.12 shows a significant and negative ratatigp between
firms’ profitability and level of CG compliance amdisclosure. This may be due to the
possibility that profitable firms may not providedditional information because less
information permits them to avoid some legal cogésg., Tax) and protect their
competitiveness (Prencipe, 2004; Huafang and J@ari2l07).

Finally, as shown inPanel B of Table 6.12, all year dummies and most of the
industries dummies are statistically significanthathe level of compliance and disclosure. In
particular, all year dummies have a positive aatigttcally significant relationship at 1% level
with compliance and disclosure. This finding islime with descriptive statistics indicated in
chapter 5 and CG literature (Chalevas, 2011; Ntimal, 2012a), which find that the level of
compliance and disclosure with CG standards immawer time. On the other hand, the
relationship between level of compliance and CGdaads differs across the industries. For
instance, this it is positive and significant ineatical, electricity and household industries
while negative and significant in food, misc, aildagas, pharmaceutical and textile industries.
However, this relationship is positive but insigraint in chemical industry. These findings are
also consistent with prior CG literature (e.g., Baisey and Al-Nodel, 2008; Elzahar and
Hussainey, 2012; Ntinet al, 2012a) that the level of compliance and disaesnith CG

standards differ across the industries.

6.3 EMPIRICAL FINDINGS: CORPORATE
GOVERNANCE AND COST OF CAPITAL

This subsection presents and discusses the findaig®wnership structures,
board/audit characteristics and their impact ont@b<apital (COC). The study aims to
answer its fourth main research question which liethver better governed firms (high

level of compliance and disclosure with CG stanglatend to have lower COC than those
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of poorly governed counterparts (lower level of @hiance and disclosure with CG
standards). The Weighted Average Cost of Capt@lq) is used as dependent variable in
this study. The nine independent variables inchingeresearcher self-constructed Pakistani
Corporate Governance IndePQGl) as a proxy of CG standards, five ownership
structures and three audit firms/board characiesist

Table 6.13 presents the summary of hypothesesdetatthe regression analysis of
the relationship between CG standards and COC. r@dts of multivariate regression
showing the overall impact of nine independentalads including?CG|, five ownership
structures and three audit firms/board charactesisin firms’ COC are presented in Table
6.14. Generally, the findings of a negative andhificant relationship betweeARCGI and
block ownership with firms’ COC are in line withrfaulated hypotheses while a positive
and significant relationship between director ovshgy and firms’ COC is consistent with
the hypotheses. Contrary to the formulated hypethe$oreign ownership and board
gender diversity are positively associated witmflevel COC. Additionally, this study
report no significant nexus between Institutiomahership, government ownership, audit
firm size and board size with COC.

Table 6.14 presents the findings of multivariatgression showing the overall
impact of nine independent variables includ®@Gl, five ownership structures and three
audit firms/board characteristics on firms’ COC.eTiteportedr-statisticis 60.19 and is
statistically significant at 1% level suggestingttthe model is appropriate and that all the
parameters are jointly significant. The adjudRedquards 0.54 suggesting that about 54%
of variability in the firms’ COC is explained byedbke nine CG variables.
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Table 6.13: Summary of hypothesis and Findingsorporate Governance and Cost of Capital

Dependent Variable: Cost of Capital

H. H. Sign of Statistical Conclusion (H.)
CG mechanisms No Sign Result Significance of
Result
PCGI 1 - - Significant (5%) Reject
Director ownership 2 + + Significant (5%) Reject
Institutional ownership 3 - + Insignificant Do nefect
Government ownership 4 - + Insignificant Do noergj
Block ownership 5 +/- - Significant (1%) Reject
Foreign ownership 6 - + Significant (1%) Reject
Audit firm size 7 - - Insignificant Do not reject
. 8 - + - .
Board size Insignificant Do not reject

Board diversity on the basis

of gender 9 - + Significant (5%) Reject

Note: Column 1 presents the nine variables that are septed the ten tested hypotheses. Columns 3 tosénire
information relating to hypotheses one to nine withard to the Pakistani corporate governance index

6.3.1 Empirical Findings of Explanatory Variables

Panel A of Table 6.14 presents the empirical findings oplaratory variables
including PCGI, ownership variables and audit/board charactesisti relation to firms’
COC among Pakistani listed firms. In this subsectithese findings are discussed in
relation with the formulated hypotheses and priGr I@erature.

6.3.1.1 Empirical Findings of PCGI

In this study, the impact of the level of CG comapkie and its relationship with
COC for Pakistani listed firms has been investigages reported ifPanel A of Table 6.14,
the coefficient orPCGl is negative and statistically significant at 5%ele suggesting that
firms with high level of CG standards have a loW&C. Despite limited number of studies
on the relationship between CG and COC, prior stugirovide empirical evidence of
negative relationship between firm-level CG andnéir COC (e.g., Blom and Schauten,
2008; Cheret al, 2009; Bozec and Bozec, 2011), which is consisigtn the finding of
this study. For instance, Bozec and Bozec (201d9rteempirical evidence that Canadian
firms Cost of Debt (COD) and Cost of Equity (COEgcrkases as the quality of CG

practices increases.
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Table 6.14: The OLS regression of CG and COC

Dependent Variable: COC

Independent Variables Expected Sign Coefficient . Btdor t-Statistic
Panel A: CG variables
PCGI - -0.00026** 0.000108 -2.36741
DOWNP + 0.000448** 0.000189 2.378413
IOWNP - 0.00011 0.000113 0.96854
GOWNP - 0.000242 0.000219 1.10389
BOWNP +/- -0.00017*** 4.87E-05 -3.3948
FOWNP - 0.000782*** 0.000161 4.871608
BIG4 - -0.00039 0.00646 -0.0599
BSzZ - 0.002998 0.001825 1.642575
BGEN - 0.011861** 0.005159 2.29886
Panel B: Control variables
LTA -0.01866*** 0.004099 -4.5532
ROE -0.00052* 0.000284 -1.83358
SALESG -0.00168 0.005707 -0.29502
LVG -0.0007*** 0.000166 -4.23521
B 0.152732** 0.06078 2.512878
CEMENT 0.010105 0.016853 0.599615
CHEMICAL 0.004724 0.012783 0.369522
ELECTRICITY 0.024752** 0.010845 2.282339
FOOD 0.033699** 0.013581 2.481303
HOUSHOLD 0.039404** 0.015635 2.520262
MISC 0.016622 0.013944 1.192062
OIL__ GAS 0.037005** 0.014953 2474791
PHARMA -0.01242 0.019023 -0.65297
TEXTILE 0.024341* 0.012686 1.918665
Y_02_DUM 0.050828*** 0.002613 19.45041
Y_03_DUM -0.10767*** 0.009801 -10.9856
Y_04_DUM -0.09469*** 0.010857 -8.72147
Y_05_DUM -0.18459*** 0.0135 -13.6736
Y_06_DUM -0.13895*** 0.012447 -11.1632
Y_07_DUM -0.32238*** 0.013284 -24.2681
Y_08_DUM 0.067629*** 0.011717 5.772046
Y_09_DUM -0.12128*** 0.006191 -19.5911
Y_10_DUM -0.266*** 0.007264 -36.6202
Y_11 DUM -0.05064*** 0.007647 -6.62228
Constant 0.493347*** 0.037561 13.13452
AdjustedR-square 0.540825 Sample: 2003 2013
F-statistic 60.19378 Cross-sections included: 160
Prob-statistiq 0.00000 Totabanel(balanced) observations: 1760

Notes: Variables are defined as follows. Cost of i2hfCOC), Pakistani Corporate Governance Indegal),
director ownership (DOWNP), institutional ownersiii@WNP), government ownership (GOWNP), block ovaindp
(BOWNP), foreign ownership (FOWNP), audit firm si®&G4), size of the board of directors (BSZ), boanbdsity
on the basis of Gender (BGEN), firm size as logatéltassets (LTA), profitability (ROE), growth oppamities
(SALESG), leverage (LVG) and systematic rig. (Parameter estimates are obtained by OLS estimg®anel
Least SquargsYear 2003 and AUTO industry has been excludedhfthe analysis in order to avoid dummy
variable trap. The asterisks *, ** and *** dendtee 10%, 5% and 1% level of significance respebtive

6.3.1.2 Empirical Findings of ownership variables

PanelA of Table 6.14 presents the findings of the inflleen€ ownership variables
on firms’ COC. First, the coefficient on directownership is positive and statistically
significant, suggesting théitms with high level of director ownership havengher COC.
Theoretically, this positive relationship betwedirector ownership and COfS consistent

with the prediction of agency theory. It has beeguad that a higher level of director
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ownership may worsen agency problems (Demsetz ahd,11985). In similar vein, it has

been suggested that higher director shareholdirmg make a firm more vulnerable to

collusion between directors and firm managemenfg&&and Theodorou, 1998; Konijin

et al, 2011). In this regard, Bennedsen and Wolfen280@) argue that one of the three
ways by which multiple blockholders can influenaenf value is that, they can use their
power to form a coalition to expropriate value ke texpense of other shareholders.
Empirically, the relationship between director ovgmp and COC has not been
documented yet in the best of researcher's knowele#tpwever, the impact of director

ownership has been investigated on firm performarak negative relationship has been
reported in literature (see Baset, al, 2016) which is consistent to the findings ofsthi

study.

Second, the coefficient on institutional ownerstop COC is positive and
statistically insignificant, meaning that the perage of institutional ownership has no
explanatory power in explaining the variation imfilevel COC. This is contrary to the
formulated hypothesis in this study which postidateat there is a positive and significant
relationship between institutional ownership and CCOrheoretically, the relationship
between institutionabwnership and CO®eing negative can be good as monitoring can be
beneficial in reducing the conflicts of interestween investors and directors (Jensen and
Meckling, 1976; Solomon, 2010). However, the currstudy does not lend empirical
support to the CG literature as studies (e.g., 8hand Sengupta, 2003; Piot and
Missonier-Piera, 2009) document a negative relatign between institutional ownership
and firm level COC.

Third, the coefficient on government ownership issipve and statistically
insignificant, suggesting that there is no stat@ly significant association between the
government ownership and firms’ COC. This findifgws that the level of government
ownership has no explanatory power in explaining tariation in firm level COC.
Theoretically, this positive relationship betwe@@C and government ownership is in line
with the prediction of agency theory. It is argubdt higher government ownership may
cause agency problem where government ownership leaay to intervention in firms’
operations which may result in poor CG practicesnia et al, 2011). For instance,
government may appoint CEO and directors regardbéssxperience and qualification
(Cornettet al, 2010; Tsamenyat al,, 2007).

Fourth, unlike the institutional and government evahip, the coefficient on block
ownership is statistically significant at 1% andjatve proposing that there is relationship

between the block ownership and firm-level COC.sTélows that Pakistani firms with
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higher level of block ownership have lower COC thiawse firms with lower percentage of
block ownership. This is consistent with the prédit of agency theory in which the
dominance of majority shareholders in publicallgdied firms demonstrates that minority
shareholders have the risk of expropriation. Boeeal (2014) argues that minority
shareholders can accept such risk as long as tteycampensated. Empirically, this
finding is in line with previous literature (e.?hamet al, 2007) that provides empirical
evidence of negative relationship between ownerstmcentrations on firm-level
weighted average COC.

Finally, the coefficient on foreign ownership issfttive and statistically significant at
1% level, indicating that there is statisticallgraficant and positive relationship between
foreign ownership and firm-level COC. This findislgows that Pakistani firms with higher
level of foreign investors have higher COC thansthavith less or no foreign investors.
Theoretically, this positive relationship betwefereign ownership and COG consistent
with the prediction of information asymmetry. Thssue is relatively higher among
foreign investors because of language and distabseacles (Huafang and Jianguo, 2007)
which may leads to higher COC. Empirically, thedfimy of this positive relationship
between foreign ownership with firm-level COC is line with prior literature (e.qg.,
Boubakri and Saffar, 2016).

6.3.1.3 Empirical Findings of audit firm/board characteristics

In addition to CG index and ownership variables, ¢brrent study also investigates
the impact of audit firm size and board charadiess such as board size and board
diversity on firms’ COC. First, the coefficient aadit firm size is negative but statistically
insignificant, indicating that there is no signémd relationship between audit firm-size
with firm-level COC. Therefore, audit firm size st® no significant impact on firms’
COC. Theoretically, external auditors have beemyssied as one of the most effective CG
mechanisms for reducing agency cost by reducingflicten of interest between
shareholders and managers (Jensen and Meckling, ¥8adtts and Zimmerman, 1983).
Similarly, the quality of external auditor is an portant issue which can reduce
information asymmetry and this is significantly elebined by audit firm size (DeAngelo,
1981). Arguably, firms audited by big audit firme&xpected to have less problem with
information asymmetry as such firms can be inflgehby the big audit firms to disclose
more information. This will result in increased @idence in the firm’'s CG by outside

investors, which in turn, is expected to decreheditms’ COC. The reported results in the
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current study do not lend evidence to the liteeat(e.g., Pittman and Fortin, 2004) of
negative and significant relationship between afighit size and COC.

Second, the coefficient on board size is positivel statistically insignificant,
indicating that there is no significant relatiorshbietween board size and firm-level COC.
This indicates that size of board has no explaggtorer in explaining the variations in
firm level COC. Theoretically, this positive relatiship betweetoard size and CO®G
consistent with the prediction of agency theoryamloof directors is considered as one of
the most effective CG mechanisms (Jensen and Megkll976; Jensen, 1993).
Specifically, agency theory argues that a largardanay increase managerial costs that
adversely affect the firm value (Yawson, 2006) atais, may increase cost of funding.
The current study does not support the literatarg.(Bozec and Bozec, 2011; Shah and
Butt, 2009) that document a negative and significatationship between board size and
firm-level COC.

Finally, the coefficient on board diversity on thasis of gender is positive and
statistically significant at 5% level, indicatingat there is statistically significant and
positive relationship between the percentage ofafenboard members and firm-level
COC. This finding shows that Pakistani firms witigtter level of female board members
have a higher COC than those with less or no ferbalrd members. Theoretically,
several studies have examined the impact of boandigr diversity on different issues and
find that board diversity have influence on firnisards (Huse and Solberg, 2006; Admas
and Ferreire, 2009; Peni and Vahamaa, 2010; @atar, 2010). For instance, Admas and
Ferreire (2009) argue that boards with more fenmalambers can lead to a greater
participation in directors’ decision making. Howevéhis positive connection between
board-gender diversity and COC finding does notl lempirical support to the literature.
This may be due to less participation of femaleeawrs in firms’ boards for Pakistani

listed firms.

6.3.2 Empirical Findings of Control Variables

A number of control variables have been used iratfadysis to diminish the impact
of potential endogeneity and omitted variables [mobPanel Bof Table 6.14 presents the
empirical findings of these variables.

First, the analysis found a significant and positiglationship between beta and capital
expenditure with firm level COC as reported in Babl14. The coefficient on beta is positive
and significant at 5% level, suggesting that finmth higher systematic risk are likely to have
higher COC than those with lower systematic riskisTpositive and significant relationship
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between firm beta and firm level COC is consistgith prior CG literature (e.g., Zhu, 2009;
Phamet al, 2012). Similarly, the coefficient on capital expliture is positive and significant
at 5% level of significance, indicating that thenfs with higher capital expenditures have
higher COC than firms with lower or no capital exgeures.

SecondPanel Bof Table 6.14 reports a significant and negative i@tahip between
firm size, profitability and leverage with firms’@C. In Particular, the coefficient on firm size
is negative and significant at 1% level of sigrafice, suggesting that the larger firms are
likely to have lower COC than smaller Pakistanielss firms. This negative and significant
relationship between firm size with firms’ COC isnsistent with prior CG literature (e.qg.,
Zhu, 2009;Bozec and Bozec, 2010; Zhu, 20B2iamet al, 2012). Similarly, findings show
a significant and negative relationship betweenpdadifirms profitability and COC. This
significant relationship is consistent with prio&Qiterature (e.g., Zhu, 200Zhu, 2012. The
reported results also show a significant and negatlationship between leverage and firms’
COC. This significant relationship is consistenthaprior CG literature (e.g., Zhu, 2008hu,
2012.

Third, the study shows statistically insignificaetationship between firm growth and
book to market value with firm level COC. Spedliy, the coefficient on sales growth is
negative but insignificant, suggesting that firmgthwmore growth and investment
opportunities do not impact the firms’ COC. Thisding is consistent with prior CG literature
(e.g., Zhu, 2009). Similarly, the coefficient onolksdo market value is negative but statistically
insignificant with firms’ COC, indicating that tHevel of firms’ book to market value have no
impact on firms’ COC. Finally, the findings showattall of the year dummies and most of the
industries dummies are statistically significanthmhe firms’ COC. In particular, all year
dummies, except 2004 and 2008, have a negativesigndicant relationship at 1% level of
significance with firms’ COC whereas 2004 and 2@08 also significant but have a positive
relationship with firms’ COC. The relationship betwn the level of compliance and COC
differs across the industries. For instance, teiationship is positive and significant for,
electricity, food, household, oil and gas, anditexhdustries while insignificant for cement,
chemical, miscellaneous and pharmaceutical indisstiihese findings are also consistent with
prior CG literature (e.g., Zhu, 2009; Phatral, 2012).
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6.4 SUMMARY OF THE CHAPTER

This chapter discussed OLS assumptions and reperguirical findings of the
study. Particularly, it aimed to attain three keyjeatives. First, it analysed the OLS
assumptions by applying several statistical testduding, Breush-Godfrey test to detect
the issue of autocorrelation; White general testirteestigate for the presence of
heteroscedasticity; Augmented Dickey-fuller testetssure that whether series have unit
roots or not; Correlation coefficient, TOL and Mid-address the issue of multicollinearity.
The findings of tests showed that there is no ssrigolation of OLS assumptions in data.
Therefore, after employing all the above tests amdedures, it is concluded that the OLS is
the appropriate statistical estimation to perfone study’s main analyses.

Second, it presented and discussed the findingar&at from the OLS estimation
technique used to assess the determinants of Wbedé CG compliance and disclosure.
Specifically, it examined the nexus between theen@G mechanisms and tHCGI.
Overall, the analysis of the explanatory variatdaggests that, board size, government,
institutional, foreign and block ownership havengiigant relationships with thBCGl. In
contrast, director ownership, audit firm size, lmbgender and nationality diversity have no
statistical significance with theCGl.

Thirdly, this chapter presented and discussed rtiy@recal findings obtained from the
OLS estimation technique related to the impact 6f @ COC. Generally, the findings of
a negative and significant relationship betwé&dGl and block ownership with firms’
COC are in line with formulated hypotheses whilpasitive and significant relationship
between director ownership and firms’ COC is caesiswith the hypotheses. Contrary to
the formulated hypotheses, foreign ownership anddege diversity are positively and

statistically significant with firm-level COC.
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7/ ROBUSTNESS IN FINDINGS AND
ENDOGENEITY

This chapter presents and discusses the findingsmfmber of robustness analyses.
The main objective of this chapter is to checkektent to which the findings obtained in
chapter 6 are sensitive or robust to alternativenasions and models. Specifically, this
chapter seeks to achieve the following four obyesti First, whether the main findings are
robust to the weighted Corporate Governance (C@gxn Second, whether the main
findings are robust to the alternative measure€adt of Capital (COC). Third, whether
the main findings are robust to the unobserved -fpecific characteristics. Fourth,
whether the main findings obtained by OLS, are itgasto fixed or random effects and
finally, whether the main findings are robust wilgards to endogeneity problems.

7.1 ROBUSTNESS TESTS: CORPORATE GOVERNANCE
COMPLIANCE AND DISCLOSURE

The main findings which have been previously regobih Table 6.12 and robustness
results are reported in same table in order tolifa& the comparison between main
findings and robustness findings. These analysew shat the main findings are robust
except minor sensitivities in the magnitude of &oefnt and significance level. Detailed

discussion on these findings is presented below.

7.1.1 Results Based on an Alternative Corporate GovernarmcProxy

As discussed in Chapter 4, Subsection 4.2.1.3C@Beindex that is used in the
current study to measure CG compliance and dis@oamong Pakistani listed firms
consists of 70 CG provisions divided into five saobices, which are equally weighted, but
the number of CG provisions are different in theefsub-indices and leads to different
weights being assigned to each sub index.AG&I assigns a weight of 25%, 20%, 8.5%,
20%, and 25% for five sub-indices: board of direstanternal auditing and committees,
shareholders’ right, transparency and disclosurd,iaternal control, external auditor and
risk management, respectively. Therefore, to téwther the main findings are sensitive to
the weighting of five sub-indices, following the Qfgerature (e.g., Ntinet al, 2012a ;
Beineret al, 2006), a weighted Pakistani CG Ind&RCG) is constructed by assigning
20% weight to each sub index BICGIL. The PCGI in equation (1) is replaced by the
WPCGIland the findings are presented in Table 7.1.



Table 7.1: Results Based olVeighted CG Index

Dependent Variable? CGVWPCGI

Un weighted Index

Weighted Index

Independent

; Coefficient t-Statistic Coefficient t-Statistic
Variable
Panel A: CG variables
DOWNP - 0.0352 1.252 0.0366 1.2190
IOWNP + 0.0955*** 4.099 0.1015%** 3.8597
GOWNP - 0.2989*** 7.484 0.3033*** 7.0718
BOWNP - -0.0189*** -3.230 -0.0180*** -2.9184
FOWNP + 0.0759*** 3.276 0.0797*** 3.2328
BIG4 + 0.8569 0.900 1.0353 1.0930
BSZ + -0.4628** -2.237 -0.5050** -2.2589
BGEN + -0.5878 -0.456 -0.7844 -0.5889
NTL + 0.0557 0.068 -0.4999 -0.5264
Panel B: Control variables
LTA 1.5234%** 5.716 1.4812*** 55318
ROE -3.5925%** -2.767 -3.9595%** -2.9200
SALESG 0.8651 0.530 0.8098 0.4885
LVG 0.0092 0.695 0.0092 0.6719
CE 0.0000*** -3.305 0.0000*** -3.1565
CEMENT 6.3499%** 3.230 5.9949%** 2.8591
CHEMICAL 3.3518 1.585 2.9167 1.2459
ELECTRICITY 8.7193** 2.444 8.1854** 2.1352
FOOD -4.8611*** -4.712 -6.6665*** -4.7261
HOUSHOLD 4.7509** 2.302 4,5877** 2.0009
MISC -8.3676*** -12.751 -8.7784** -11.1712
OIL__ GAS -8.1924*** -7.379 -8.9282%** -7.3051
PHARMA -0.4477** -2.552 -10.0500***  -2.7324
TEXTILE -4,2243** -2.046 -4.0393* -1.7920
Y_02_DUM 2.5254%*% 3.544 2.5511%** 3.5347
Y_03_DUM 10.0207*** 18.288 10.5178*** 18.9859
Y_04_DUM 18.8683***  24.639 19.5607** 25,2680
Y_05_DUM 26.0512** 53,537 27.1404** 54,9225
Y_06_DUM 31.9506***  46.645 33.3578***  47.8428
Y_07_DUM 45.2754**  76.805 47.6675%* 79.4918
Y_08_DUM 51.4214**  87.622 54.0755*+*  91.1900
Y_09 DUM 55.2553**  78.276 58.2822***  81.6769
Y_10_DUM 61.6627*** 105.440 64.6824*** 109.9600
Y _ 11 DUM 63.3932*** 122.045 66.3444*** 128.1035
Constant -0.8912 -0.176 -0.2729 -0.0539
Adjusted Rsquare 0.486065 0.483753
F-statistic 51.41241%* 50.94792%+
Balancedpanelobservations 1760 1760

Notes: Variables are defined as follows. Weighteakiftani Corporate Governance Index RGGI),
Pakistani Corporate Governance InddéXC(Gl), director ownership (DOWNP), institutional ownleirs
(IOWNP), government ownership (GOWNP), block owhgs(BOWNP), foreign ownership (FOWNP)
audit firm size (BIG4), size of the board of direstgBSZ), board diversity on the basis of gender (RGE
board diversity on the basis of nationality (NTfi)m size as log of total assets (LTA), profitatil(ROE)
growth opportunities (SALESG), leverage (LVG)angital expenditures (CEParameter estimates |
obtained by OLS estimatiolP@nel Least SquarésYear 2@3 and AUTO industry has been exclu
from the analysis in order to avoid dummy variatodg. The asterisks *, ** and *** denote the 10%8p
and 1% level of significance respectively.
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Table 7.1 reports the main findings usiBR@GI in columns 3 and 4 and robust
findings using weighted CG index presents in Colsrfarand 6 in the same table. Adjusted
R-squareis 0.486065 for Un-weighted Index and 0.483753 \WWeighted Index which
shows that adjuste®R-squarein both analyses is about 48%. This suggests tmat t
variability in eitherPCGIl or WPCGIis not sensitive to weighting system employed & th
index construction. Similarly, thE-statisticis 51.41241*** for Un-weighted Index and
50.94792** for Weighted Index with both being ssdically significant at 1% level.
Generally, the findings of both analyses are simda both predict similar sign of
coefficient, magnitude of coefficient and levelsignificance either wit?CGIl or WPCGI.
These findings are discussed in the following sati@es, with particular focus on the

main sensitivities of this analysis.

7.1.1.1 Empirical Findings of Ownership and audit firm size/board Variables

Table 7.1 presents the impact of audit/board chriatics and ownership variables
on PCGI and WPCGI As presented in column 5 and 6 of Table 7.1, ltedhased on
weighted index find a positive and significant telaship between institutional ownership,
government ownership and foreign ownership WMRCGI These findings show that the
main results are robust with alternative CG Prd&ynilarly, a negative and significant
relationship between block ownership and board witle WPCGIlis consistent with the
main analysis with respect to the coefficient aigtiiicance level. Further, the findings of
director ownership, audit firm size, board diversiin the basis of gender and board

diversity on the basis of nationality are in linghathose reported in the main test.
7.1.1.2 Empirical Findings of Control Variables

As reported irPanel Bof Table 7.1, irrespective of observable minofeddnces in
the magnitude of the coefficients, significanceeleand the direction of coefficients in
weighted CG index, the findings remain essentitillyy same with the use of un-weighted
CG index. First, results based on the usewéighted CG indexshow a 1% statistical
significance and positive relationship between faize and capital expenditure with firm level
CG compliance and disclosure. This is consistetit iesults based on the unweighted index.
Second, the use afeighted CG indexeport significant and negative relationship betwe
firms’ profitability and the level of CG complianaehich is in line with the original finding.

Finally, the use ofveighted CG indexhows statistically insignificant relationship Wween
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firm growth and leverage with firm-level CG compite, suggesting that the main findings are

robust withalternative CG proxy.

7.1.2 Results Based on Lagged Structure

As discussed in Subsection 4.3.2.10f Chapter dogemkity is a statistical problem
that can arise from measurement errors, simulta@ett omitted variables (Wooldridge,
2009; Lacker and Rusticus, 2010). The presencaahf problem may question the validity
of any empirical findings (Larcker and Rusticus1@ This study therefore investigates
the extent to which the results reported in Table26are influenced by endogeneity
problems. Thus, following prior studies’ procedufesy., Larcker and Rustics, 2010; Ntim
et al, 2013), all independent and control variablesduse investigating the factors
influencing the level of CG compliance are lagggdobe period as indicated in equation
below.

PCGI, =a, + ,DOWNP, + 3,I0WNP_, + 8,GOWNP., + 8,BOWNP,,
+B;FOWNR_, +B;BIG4, , + 3,BSZ , + B;BGEN,, (28)

+B,BNAT_ , +> BCONTROLS, +¢&, ,

i=1

Except for the one year lag of explanatory andrcbntriables, all variables are similar as
explained in equation 1 of subsection 4.2.2.4 aiptér 4.

The findings of Un-lagged structure analysis (mamaings) and lagged structure
analysis (robust analysis) are presented in TaBlsitultaneously in order to compare the
findings. Columns 3 and 4 report findings basediolagged variables and Columns 5 and
6 report robust findings using lagged variablesjustéd R-squareis 0.486065 for Un-
lagged structurand 0.482606 for lagged structure which are roughylar. Similarly,F-
statisticis 51.41241 for Un-lagged structure and 50.713#k3ldgged structure and both
are statistically significant at 1% level. The msusuggest that both analyses are
appropriate and all the parameters in analysis jairgly significant. Generally, the
reported results for both analyses are similaremms of the sign and magnitude of
coefficient as well as the level of statisticalrsfgcance.



Table 7.2: Results Based orlLagged Structure

Dependent Variable®?CGl
Un-Lagged Structure Lagged Structure
Ind(_ependent Coefficient t-Statistic Coefficient t-Statistic
Variable
Panel A: CG variables
DOWNP - 0.0352 1.252 0.004703 0.161632
IOWNP + 0.0955%** 4.099 0.054491** 1.97334
GOWNP - 0.2989*** 7.484 0.228089*** 4.661064
BOWNP - -0.0189*** -3.230 -0.04307***  -3.61292
FOWNP + 0.0759*** 3.276 0.050333* 1.7295
BIG4 + 0.8569 0.900 0.882857 0.605422
BSZ + -0.4628** -2.237 -0.6771* -1.73113
BGEN + -0.5878 -0.456 -0.74045 -0.53753
BNAT + 0.0557 0.068 -0.33967 -0.21146
Panel B: Control variables
LTA 1.5234*** 5.716 1.154447*  3.229553
ROE -3.5925%*** -2.767 -0.00619 -0.14132
SALESG 0.8651 0.530 0.692036 0.439401
LVG 0.0092 0.695 -0.00722 -0.65083
CE 0.0000%** -3.305 -9.88E-08** -2.46933
CEMENT 6.3499*** 3.230 6.820391** 2.809519
CHEMICAL 3.3518 1.585 3.224976 1.257529
ELECTRICITY 8.7193** 2.444 8.462928**  2.780292
FOOD -4.8611*** -4.712 -4.619*% -1.87244
HOUSHOLD 4,7509** 2.302 4,579879 1.461588
MISC -8.3676*** -12.751 -9.5873*** -3.58249
OIL__ GAS -8.1924**= -7.379 -6.94446** -2.37025
PHARMA -9.4477** -2.552 -10.0838***  -2.99378
TEXTILE -4.2243** -2.046 -4.45567* -1.82242
Y 02 DUM 2.5254%** 3.544 2.70033 0.970183
Y 03 _DUM 10.0207*** 18.288 10.23907** 3.721963
Y _04 DUM 18.8683*** 24.639 19.04049*** 6.806758
Y _05 DUM 26.0512*** 53.537 26.31768** 9.618791
Y_06_DUM 31.9506***  46.645 32.42412*+* 11.70637
Y_07_DUM 45,2754*** 76.805 45.71179** 16.61305
Y _08 DUM 51.4214*** 87.622 51.93651** 18.8375
Y_09 DUM 55.2553*** 78.276 55.69367** 20.03011
Y_10 DUM 61.6627*** 105.440 62.02597**  22.45534
Y_11 DUM 63.3932%** 122.045 63.67356*** 23.01709
Constant -0.8912 -0.176 10.44509 1.515505
AdjustedR-square 0.486065 0.482606

F-statistic

51.41241***

Balancedpanelobservations

1760

50.71913***

1600

Notes: Variables are defined as follows. Pakis@miporate Governance IndeRGG]I), director ownership
(DOWNP), institutional ownership (IOWNP), governmiepwnership (GOWNP), block ownership
(BOWNP), foreign ownership (FOWNP), audit firm si&G4), size of the board of directors (BSBparc
diversity on the basis of Gender (BGEN), board diigron the basis of Nationality (BNATJirm size a:
log of total assets (LTA), profitability (ROE), grélwopportunities (SALESG), leverage (LV&)d capite
expenditures (CE). Parameter estimates are obtayn@l.S estimationRanelLeast SquargsYear 200:
and AUTO industry has been excluded from the armalys order to avoid dummy variable trap.
asterisks *, ** and *** denote the 10%, 5% and 18%d| of significance respectively.
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7.1.2.1 Empirical Findings of Ownership and audit firm /board Variables

Table 7.2 presents the impact of ownership var&ablePCGlI for Un-lagged and
lagged analyses.Two main cases of sensitivities can be observetst,Fthe statistical
significance level of the coefficients on governmand institutional ownership has changed.
Specifically, the coefficients on government andstitmtional ownership, which were
statistically significant at 1% and 5% level, am@nstatistically significant at 5% and 1%
level, respectively. Second, the coefficient onefgn ownership, which was statistically
significant at 10% level, is now no longer statialiy significant.As reported in column 5
and 6 of Table 7.2, there is a positive and sigaift relationship between institutional
ownership, government ownership and foreign ownpnsith PCGI. Similarly, a negative
and significant relationship between block owngrsimd board size is reported for lagged
structure which is consistent with the results reggbfor the un-lagged. However, for the
un-lagged analysis, the relationship between baaré and PCGI is negative and
statistically significant at 5% level rather thatl@®o level for the laggedOverall, the
results predicted by the lagged structure anabmgdargely consistent with those reported by

the un-lagged structure.
7.1.2.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.2, irrespective of some sensitivitghe magnitude
of coefficients, significance level and the direatiof coefficients in lagged structure,
essentially the findings remain the same as inntlaén analysisFirst, lagged structure
analysisshows that the relationship between firm size ana fevel CG compliance is
positive and significant, which is consistent witle main findingsignificance level and the
direction of coefficientSecond, it presents statistically insignificanatiginship between firm
growth and leverage with firm-level CG compliancel alisclosure. This analysis also reports
insignificant relationship between firm growth aleerage with firm-level CG compliance
and disclosure, suggesting that the findings ofnn@aialysis are largely robust witagged
structure. Howevelfirms’ profitability and capital expenditure witlevel of CG compliance
and disclosure show changes in flagged structure analysis. For instanpefitability
(ROE) is negatively and significantly associatedhwC€G compliance and disclosure in the

main analysis however it became insignificant m ligged structure analysis.
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7.1.3 Results Based on Random effect Model

As discussed in subsection 4.2.4.2, the curremtystimploys OLS to conduct its
analyses where firms’ characteristics differ améings, but remain same over the time,
which may not be captured by OLS estimation (Gtijg2®03). Chung and Zhang (2011)
argue that unobserved firms’ characteristics camehan influence on governance

disclosure level because of differences in chaksrand opportunities that firms face.

Table 7.3:Correlated Random Effects - Hausman Test

Chi-Sq.
Test Summary Statistic Chi-Sq. d.f. P value
Cross-section random 0.000000 24 1.0000

Thus, to check the extent to which the main resalts sensitive to firms’
characteristics, one could employ either fixedasrdom effect model. The Hausman test is
performed to identify the suitability between theefl effect and random effect models.
The null hypothesis of this test is that trendom-effects model is appropriate while
alternative hypothesis is that fixed effect modebppropriateAs shown in Table 7.3, the
insignificant result suggests that the null hypsthecannot be rejected. Therefore, the
random effect model has been used as a robustsanaty control for the unobserved
firms’ characteristics. The findings of random effenodel (robust findings) and OLS
analysis (main analysis) are presented in Tableifmdltaneously in order to compare the
findings.

Table 7.4 reports the main findings using OLS ituoms 3 and 4 and robust
findings using random effect model presents in @ols 5 and 6 of the same table.
Adjusted R-squareis 0.48 for main analysiand 0.56 for the random effect model,
suggesting 48% variability in the main analysis 8686 in random effect model is jointly
explained by all variables in each analyses. THeevaf F-statistic is 51.41 for main
analysisand 71.10 for the random effect modeld both are statistically significant at 1%
level. Generally, the reported results are simflar both analyses in terms of sign

magnitude of coefficient and level of statisticigingficance

7.1.3.1 Empirical Findings of Ownership and audit firm size/board Variables

Panel A of Table 7.4 presents the OLS and random effecteinfddings. As
presented in column 5 and 6 of Table 7.4, the nandéfect model finds a positive and

significant relationship between director ownershigstitutional ownership, government



171

ownership and foreign ownership wiBCGIl. The reported findings of the relationship
between institutional and government ownership WI@GI are robust given the reported
results with the random effect model. However, ifpreownership is now statistically
significant at 10% level as compared to the maialyais where it was significant at 1%
level while director ownership is now significanithvthe random effect model which was
insignificant in the main analysis.

The findings of negative relationship between bloakhership and board size with
PCGI is consistent with the main analysis. Similallge audit firm size and board
diversity on the basis of gender show no signifigarpact on level of CG compliance and
disclosure both in random effect and in the maialysis, suggesting that these findings
are robust. There is no significant relationshipnaen nationality diversity and COC in
the main analysis but it is now at 5% significateee! in random effect model. Overall,

the findings of main analysis using OLS estimato® robust with random effect model.
7.1.3.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.4, irrespective of observable sensitivin the
magnitude of coefficients, significance level ahe direction of coefficients in random
effect model, the findings largely remain the saasein the main analysig:irst, the
random effect modekhows that the relationship between firm size &nd level CG
compliance is positive and significant, which imsstent with main findingSecond, this
analysis presents statistically insignificant relaship between firm growth and leverage with
firm-level CG compliance and disclosure. This as@lyalso reports insignificant relationship
between firm growth and leverage with firm-leveigmance compliance, suggesting that the
findings of main analysis are largely robust walyged structure. However, samplaths’
profitability and capital expenditure relationshypith the level of CG compliance and
disclosure show changes in ttendom effect model. For instangepfitability is negative
and significantly associated with CG compliance disglosure in the main analysis however

it is insignificant inrandom effect model analysis



Table 7.4: Results Based oRandom Effect Model

Dependent Variable®?CGl

Ordinary Least Square

Random effect

Ind(_ependent Coefficient t-Statistic Coefficient t-Statistic
Variable
Panel A: CG variables
DOWNP - 0.0352 1.252 0.1126%** 2.914371
IOWNP + 0.0955*** 4.099 0.1283*** 3.709527
GOWNP - 0.2989*** 7.484 0.3094*** 6.800401
BOWNP - -0.0189*** -3.230 -0.0404*** -4.616613
FOWNP + 0.0759*** 3.276 0.0770* 1.825455
BIG4 + 0.8569 0.900 1.8628 1.217684
BSZ + -0.4628** -2.237 -0.2717 -0.742531
BGEN + -0.5878 -0.456 1.2918 0.906741
BNAT + 0.0557 0.068 2.7536** 2.132082
Panel B: Control variables
LTA 1.5234*** 5.716 0.8928** 2.024144
ROE -3.5925%** -2.767 -1.4028 -1.307234
SALESG 0.8651 0.530 0.3897 0.279607
LVG 0.0092 0.695 0.0315 1.562978
CE 0.0000*** -3.305 0.0000 -0.922332
CEMENT 6.3499*** 3.230 5.7313 1.537175
CHEMICAL 3.3518 1.585 2.7862 0.611160
ELECTRICITY 8.7193** 2.444 8.9052 1.014122
FOOD -4.8611*** -4.712 -5.1043 -1.537730
HOUSHOLD 4.7509** 2.302 4.5635 0.945239
MISC -8.3676*** -12.751 -7.6283*** -3.533570
OIL__ GAS -8.1924%** -7.379 -6.8728*** -2.970803
PHARMA -9.4477** -2.552 -10.1706 -1.127147
TEXTILE -4,2243** -2.046 -5.0866 -0.903291
Y_02_DUM 2.5254*** 3.544 2.7929*** 4521340
Y_03_DUM 10.0207*** 18.288 10.1713*** 21.76422
Y_04 _DUM 18.8683*** 24.639 18.9664*** 29.03065
Y_05 DUM 26.0512*** 53.537 26.0506*** 60.33353
Y_06_DUM 31.9506*** 46.645 32.0894*** 55.89384
Y_07_DUM 45.2754*** 76.805 45.4053*** 86.61310
Y_08 _DUM 51.4214*** 87.622 51.8860*** 100.2401
Y_09 DUM 55.2553***  78.276 55.6048**  90.73233
Y_10_DUM 61.6627*** 105.440 62.3046*** 120.2705
Y_11 DUM 63.3932*** 122.045 63.7789*** 135.5551
Constant -0.8912 -0.176 3.1762 0.371509
AdjustedR-square 0.486065 0.568077

F-statistic

51.41241***

Balancedpanelobservations

1760

71.10547***

1760

Notes: Variables are defined as follows. Pakis@miporate Governance IndeRGG]I), director ownership
(DOWNP), institutional ownership (IOWNP), governmeownership (GOWNP), block ownership
(BOWNP), foreign ownership (FOWNP), audit firm si&G4), size of the board of directors (BSZ), board
diversity on the basis of Gender (BGEN), board diigron the basis of Nationality (BNATJirm size a:
log of total assets (LTA), profitability (ROE), grélwopportunities (SALESG), leverage (LV&)d capite
expenditures (CE). Parameter estimates are obtayn@l S estimationRanelLeast SquargsYear 200:
and AUTO industry has been excluded from the arsliys order to avoid dummy variable trap.
asterisks *, ** and *** denote the 10%, 5% and 16%d| of significance respectively.
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7.1.4 Results Based on 2SLS Model

As discussed in Subsection 7.1.2, the current ssedks to mitigate endogeneity
issues by applying non-econometrics and econorsesotutions to ascertain whether its
findings are seriously affected by the presencéhsf problem. Regarding econometrics
solutions, accounting and CG literature suggest tiva-stage least square (2SLS) is
commonly used by researchers to address endogqumeityem among other solutions.
Following the suggestion in literature, Durbin-Wa$man endogeneity test is used first
to investigate the presence of endogeneity (earkér and Rusticus, 2008; Beiredral,
2006). This test is performed in two stages. Fast] as shown in equation 3 and 4, the
regression is run orPCGI and control variables. Then predicted values frim
regressions are named REPCGL The first stage of Durbin-Wu-Hausman is performed
using the following equation:

PCGI, =a,+>  ACONTROLS +&, (29)

i=1

Where thePCGI refers to Pakistani Corporate Governance Index @@NTROLS
variables are as defined in equation 1 in subsedtid.2.4 of chapter 4.

In the Second stage of the Durbin-Wu-Hausman teet?CGl is regressed oR-

PCGIl and control variables as specified in equatioowel

PCGI, =a, + BP~-PCGl, +> BCONTROLS +¢, (30)

i=1

Where thePCGI refers to Pakistani Corporate Governance Inde®,CGI denotes the
predicted values from regression of equation 29, @ONTROLSvariables remain the
same as in equation 1 in subsection 4.2.2.4 oftehdp

After performing Durbin-Wu-Hausman endogeneity tésé current study rejects
the null hypothesis of no endogeneity as the coefit on P-PCGI is statistically
significant (0.0650) at 10% level witRCGI. This result shows that the endogeneity
problem exists.



Table 7.5: Results Based 08SLS

Dependent Variable:PCGI

Ordinary Least Square 2SLS
Ind(_ependent Coefficient t-Statistic Coefficient t-Statistic
Variable
Panel A: CG variables
DOWNP - 0.0352 1.252 0.027 0.849
IOWNP + 0.0955%+* 4.099 0.11** 2.516
GOWNP - 0.2989%* 7.484 0.293%** 5.554
BOWNP - -0.0189**  -3.230 -0.018* -1.916
FOWNP + 0.0759%** 3.276 0.092*** 2.739
BIG4 + 0.8569 0.900 0.434 0.288
BSZ + -0.4628** -2.237 -0.708* -1.762
BGEN + -0.5878 -0.456 -0.697 -.484
BNAT + 0.0557 0.068 0.255 0.153
Panel B: Control variables
LTA 1.5234** 5.716 1.484%*+ 3.818
ROE -3.5925** 2767 -3.649 -1.359
SALESG 0.8651 0.530 0.89 0.564
LVG 0.0092 0.695 0.009 0.431
CE 0.0000%*** -3.305 -3.14E-07** -3.533
CEMENT 6.3499%** 3.230 6.568*** 2.657
CHEMICAL 3.3518 1.585 3.649 1.409
ELECTRICITY 8.7193** 2.444 9.126%+* 2.975
FOOD -4.8611*%* 4712 -4.72* -1.888
HOUSHOLD 4.7509** 2.302 4.976 1.587
MISC -8.3676**  -12.751 -8.24%*x -3.077
OIL___GAS -8.1924**  .7.379 -7.601* -2.588
PHARMA -9.4477* -2.552 -9.645%** -2.867
TEXTILE -4.2243* -2.046 -3.936 -1.601
Y_02_DUM 2.5254%** 3.544 2.539 0.915
Y_03_DUM 10.0207**  18.288 10.045%*+ 3.662
Y_04_DUM 18.8683**  24.639 18.91%*+ 6.782
Y_05_DUM 26.0512** 53537 26.096*** 9.555
Y_06_DUM 31.9506**  46.645 32.009*  11.565
Y_07_DUM 45.2754**  76.805 45.366+  16.490
Y_08_DUM 51.4214%+  87.622 51.502*+  18.705
Y_09_DUM 55.2553*+  78.276 55.369**  19.962
Y_10_DUM 61.6627**  105.440 61.829%  22.402
Y_11_DUM 63.3932%*  122.045 63.57*** 23.022
Constant -0.8912 -0.176 1.488 0.199
AdjustedR-square 0.4861 0.4860
F-statistic 51.41241%* 51.432%**
Balancedpanelobservations 1760 1760
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Notes: Variables are defined as follows. Pakis@miporate Governance IndeRGG]I), director ownership
(DOWNP), institutional ownership (IOWNP), governmeownership (GOWNP), block ownership

(BOWNP), foreign ownership (FOWNP), audit firm si&G4), size of the board of directors (BSBparc
diversity on the basis of gender (BGEN), board diirgron the basis of Nationality (BNATJirm size a:
log of total assets (LTA), profitability (ROE), grélwopportunities (SALESG), leverage (LV@id capite
expenditures (CE). Parameter estimates are obtan@l S estimationRanelLeast SquargsYear 200:
and AUTO industry has been excluded from the araliys order to avoid dummy variable traplhe

asterisks *, ** and *** denote the 10%, 5% and 16%d| of significance respectively.
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Thus, following the literature (e.g., Ntiet al, 2013) current study uses the 2SLS
technique as a robustness test for the reportedisesEach of the nine CG variables is
regressed on the control variables and the pretlicies for each individual CG variable

is saved in the first stage as specified in thiefahg equations.

CGVAR =a,+> BCONTROL$+&, (31)

i=1
Where theCGVARdenotes the 9 governance variables and con#ighbles remain same
as in equation 1.
In stage two, equation 1 is regressed by replaning CG variables with their

predicted values as follows:

PCGI, =a, + 3,DOWNP + 3,JO0WNP + 3,GOWNP + 3,BOWNP
+ B;FOWNR + B,BIG4, + B,BSZ, + B,BGEN, (32)

+B,BNAT, +>' BCONTROLS +¢€,

i=1
Where all variables remain the same as in equdti@xcept the nine CG variables where
the predicted values from equation (31) are ussidad of their actual values.

The results based on 2SLS and main analyses asenpeel in Table 7.5
simultaneously in order to compare the findingl&&.5 reports the main findings using
OLS in columns 3 and 4 and robust findings usingR8&re presented in columns 5 and 6.
AdjustedR-squares 0.4861 for OLS analysend 0.48260 for 2SLS which is similar. The
R-squareof about 48% for both analyses, suggesting thahiad®% of variability in either
mainor 2SLS regressions are jointly explained by theabdes. Similarly, thd=-statistic
of 51.41241 for the 2S5L8nd 51.432 for OL&re both statistically significant at 1% level.
Generally, the findings for both analyses are simdnd both analyses predict almost

similar sign and magnitude of coefficient as wellevel of significance

7.1.4.1 Empirical Findings of ownership and audit firm sizeboard Variables

Panel A of Table 7.5 presents the OLS and 2SLS findingblelr@.5 presents the
impact of ownership variables d?CGl using 2SLS and OLS estimation techniques. As
presented in column 5 and 6 of Table 7.5, the figslibased on 2SLS finds a positive and
significant relationship between institutional, govment and foreign ownership with

PCGIl. Regardless of some sensitivity in the magnitudecaefficient and level of
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significance, the results based on the 2SLS shatvttte main findings are robust. For
example, institutional ownership is statisticaligrsficant at 5% level in 2SLS compared
to the main analysis where the statistical sigaife is at 1% level.

Similarly, a negative and significant relationshoptween block ownership and
board size withPCGI are also consistent with the main analysis. Fataimce, the
relationship between block ownership, board siz& RGGI are statistically significant at
1% and 5% level in main analysis and 10% in 2 Sh&ddition to the above significant
variables, director ownership, audit firm size, fabdiversity on the basis of gender and

board diversity on the basis of nationality aregngicant in both OLS and the 2SLS.

7.1.4.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.5, despite some observable sensitithey findings
of 2SLS remain largely the same as in the mainyamlFirst, 2SLS shows that the
relationship between firm size and firm level CGngdiance is positive and significant, which
is consistent with main findingSecond, this analysis presents statistically infagmt
relationship between firm growth and leverage iitim-level CG compliance and disclosure.
This analysis also reports insignificant relatiapshetween firm growth and leverage with
level of CG disclosure, suggesting that the findingthe main analysis are largely robust with
2SLS analysis. Howevefrfirms’' profitability and capital expenditure witrevel of CG
compliance and disclosure show some sensitivity281L.S. For instanceprofitability is
negative for both OLS and 2SLS but insignificant later while capital expenditure is

significant in both OLS and 2SLS but coefficient@me negative in the later analysis.
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7.2 ROBUSTNESS TESTS: CG AND COC

The findings of nexus between CG and COC presentethapter 6, Table 6.4 are
tested as to whether these findings are sensiiteet alternative variables and models, by
performing a number of robustness analyses. Thiknys of these robustness analyses are
reported and discussed under this subsection. falmgs which have been previously
reported in Table 6.4 and robustness results grerted in the same table in order to
facilitate the comparison between main results mhdistness tests. Irrespective of minor
sensitivities in the magnitude of coefficient amgh#icance level, these analyses show that
the main findings are largely robust. Detailedcdssion on these findings is presented in

the following subsections.

7.2.1 Results Based on an Alternative Corporate GovernareProxy

The current study responds to literature in ordeaddress the possibility that the
main findings may be sensitive to the type of C@ekx Hence, a weighted CG index
instead of un-weighted CG index is employed bygssg 20% weight to each sub index
of PCGI whereas the un-weighted CG index has differenghisi assigned to each sub
index. The procedure of weighted index previousdgatibed in 7.1.1 is employed in the
analysis. This procedure is consistent to the pres/studies (e.g., Ntirat al, 2012a) that
used the same method to test whether their maiinfys are sensitive to the weighted CG
index or not. Therefore, thBeCGI in equation (2) is replaced by tM¢PCGI and the
findings are presented in Table 7.6.

Table 7.6 reports the main findings usiR@GI in columns 3 and 4 and robust
findings using weighted CG index in Columns 5 andf@he same table. Adjustdg-
squareis 0.540825 for Un-weighted Index and 0.550872vfeighted Index, suggesting
that 54% and 55% variability IRCGIl and WPCGI, are jointly explained by independent
variables in equation (2) explained in subsectioR.344. Similarly, theF-statistic is
60.19378 using Un-weighted Index and 60.41580 u$Weghted Index and both are
statistically significant at 1% level. This suggetiiat both analyses are appropriate and all
the parameters in analyses are jointly signific&@#nerally, the findings of both analyses
are similar as both predict similar sign of coeéfit, magnitude of coefficient and level of
significance either usin@CGI or WPCGI. These findings are discussed in the following

subsections, with particular focus on the main eriges of this analysis.



Table 7.6: Results Based olVeighted CG Index

Dependent Variable: COC

Un weighted Index

Weighted Index

Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI - -0.000256**  -2.367414  -0.000285** -2.692242
DOWNP + 0.000448*  2.378413 0.000453*  2.409312
IOWNP - 0.000110 0.968540 0.000111 0.990667
GOWNP - 0.000242 1.103890 0.000253 1.140036
BOWNP +/-  -0.000165** -3.394800  -0.000169*** -3.466370
FOWNP - 0.000782**  4.871608 0.000787**  4.904898
BIG4 - -0.000387 -0.059896  -0.000282 -0.043382
BSzZ - 0.002998 1.642575 0.003034* 1.659411
BGEN - 0.011861*  2.298860 0.011793*  2.280540
Panel B: Control variables
LTA -0.018664** -4553196  -0.018612*** -4.569124
ROE -0.000520*  -1.833582  -0.000519*  -1.825441
SALESG -0.001684 -0.295017  -0.001598 -0.280165
LVG -0.000704*** -4.235213  -0.000706*** -4.250991
B 0.152732* 2.512878 0.152671*  2.514698
CEMENT 0.010105 0.599615 0.010074 0.595943
CHEMICAL 0.004724 0.369522 0.004721 0.366442
ELECTRICITY 0.024752*  2.282339 0.024499**  2.274621
FOOD 0.033699**  2.481303 0.032968*  2.427244
HOUSHOLD 0.039404**  2.520262 0.039455** 2516284
MISC 0.016622 1.192062 0.015925 1.126001
OIL___GAS 0.037005**  2.474791 0.035346**  2.326878
PHARMA -0.012422 -0.652965  -0.013435 -0.697934
TEXTILE 0.024341* 1.918665 0.024093* 1.890246
Y_02_DUM 0.050828***  19.45041 0.050724** 19.57160
Y _03_DUM -0.107665** -10.98564  -0.107157** -10.87289
Y _04_DUM -0.094688** -8.721466  -0.093805*** -8.562953
Y_05_DUM -0.184587** -13.67361  -0.183452** -13.48365
Y_06_DUM -0.138946*** -11.16315  -0.137606*** -10.93193
Y_07_DUM -0.322375** -24.26807  -0.320551** -23.76597
Y_08_DUM 0.067629*** 5772046 0.069609*** 5822728
Y_09 DUM -0.121282** -19.59109  -0.119146*** -18.77869
Y_10_DUM -0.265995*** -36.62020  -0.263461** -35.71425
Y_11_DUM -0.050639*** -6.622276  -0.048183** -6.188803
Constant 0.493347** 13.13452 0.493092*** 13.17160
AdjustedR-square 0.540825 0.550872
F-statistic 60.19378*** 60.41580%**
Balancedanelobservations 1760 1760
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Notes: Variables are defined as follows. Cost of @hgCOC) Pakistani Corporate Governance Index

(PCGI), director ownership (DOWNP),

institutional ownleirs (IOWNP), government ownership
(GOWNP), block ownership (BOWNP), foreign ownersfifWNP), audit firm size (BIG4)size of the

board of directors (BSZ), board diversity on theidas gender (BGEN) , firm size as log of total asse

(LTA), profitability (ROE), growth opportunities (3&£SG), leverage (LVG) and Systematic rigR (
Parameter estimates are obtained by OLS estimgf@nel Least Squarés Year 2003 and AUT!
industry has been excluded from the analysis irmotal avoid dummy variable trap. The asterisks *gnd
*** denote the 10%, 5% and 1% level of significamespectively.
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7.2.1.1 Empirical findings of ownership and audit firm size/board variables

Panel A of Table 7.6 presents the findings of nexus betw@énand COC using
both PCGl and WPCGlas a main independent variable. Table 7.6 presbatanpact of
PCGI and WPCGIl on COC. As presented in column 5 and 6 of Table 7.6,ahalysis
using WPCGI finds a negative and significant association betwP€GI and block
ownership withCOC. Irrespective of observable minor sensitivitiestiie magnitude of
coefficient and level of significance, these firginshow that the main findings are robust
with WPCGI For instance, the relationship betwd®@GIl and COC is significant at 5%
level of significance in main analysis usiRGGl as compared to the robust analysis using
WPCGIlwhere it is significant at 1% level.

Similarly, a significant and positive associatiogteen foreign ownership, board
diversity and director ownership witBOC are also consistent with the findings of main
analysis, however, a minor sensitivity in the magphe of coefficients can be observed.
The board size which was insignificant in main gsil is now significant at 10% level of

significance.

7.2.1.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.6, despite observable minor sensigsitin the
magnitude of coefficients, significance level am@ direction of coefficients in robust
analysis usingVPCG]| the results remain essentially the same as imntam analysis
using PCGI. First, in the robust analysis, a significant aredjative association between
firm size, firms’ profitability and leverage witlirin level COCwhich are significant at 1%
level are consistent with main finding’s significanlevel and the direction of coefficients.
Second, the analysis shows that systematic riglosstively and significantly associated
with COC at 1% which is also in line with the findings detmain analysis. Finally, this
analysis presents statistically insignificant relaship between sales growth aG®C,

suggesting that the findings of main analysis aleist with alternative CG proxy.

7.2.2 Results Based on COE: an alternative COC Proxy

The current study employs alternative proxies fQCCin order to account for the
possibility that the main findings are sensitive different proxies. In particular, and
consistent to the previous literature (e.g., Plearal, 2012), cost of equity (COE) is used
as alternative COC’s measurement. The relationbeipveenPCGI and COC are re-

regressed with COE as an alternative of COC asdstallow.
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COE, =a, + 5,PCGI, + 5,DOWNP + S,IOWNR + 5,GOWNP
+ B,BOWNP + B,FOWN, + 5,BIG4, + 5,BSZ, (33)
+ B,BGEN, +>  BCONTROLS +¢,
i=1
Where all variables remain the same as in equajosxcept the Cost of Equity (COE)
used as dependent variable rather than COC.

Table 7.7 reports the main findings usi@®C in columns 3 and 4 and robust
findings using COE in columns 5 and 6 of the saatdet Generally, the findings of both
analyses are similar as both analyses predict ainsign of coefficient, magnitude of
coefficient and level of significance either usi@OC or COE. These findings are
discussed in the following subsections, with pattc focus on the main sensitivities in
this analysis.

7.2.2.1 Empirical findings of ownership and audit firm size/board variables

Panel A of Table 7.7 presents the findings of nexus betw@énand COC using
bothCOCandCOEas a dependent variables. As presented in coluamd® of Table 7.7,
this analysis usingCOE as a main dependemariable finds a negative and significant
nexus betweerPCGIl and block ownership witlCOE Irrespective of some noticeable
sensitivity in the magnitude of coefficient anddéwf significance, these results show that
the main findings are robust witbOE For instancePCGl is negative and significant at
5% level in both analyses usifgOC or COE as dependent variable. However, the
relationship between block ownership and COE isatieg but insignificant in robust
analysis whereas it was significant in the mainyas

Similarly, a positive association between direavrnership, foreign ownership
and board diversity on the basis of gender VAiDE are also consistent with the findings
reported for the main analysis. However, some §eitgiin the magnitude of coefficients
and level of significance can be observed. Foams#, director ownership is significant at
5% level in the main analysis, but insignificant nobust analysis. Similarly, gender
diversity is insignificant withCOE which was previously significant at 5% level of
significance. Finally, the findings of institutidngovernment ownership, audit firm size

and board size usif@OEare consistent to those reported in main anahysrgCOC.



Table 7.7: Results Based ofost of Equity

Dependent Variable: COC/COE

Dependent Variable: COC Dependent VariableECO
Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI - -0.000256*  -2.367414  -0.000158**  -2.204032
DOWNP + 0.000448*  2.378413 0.000176 1.101021
IOWNP - 0.000110 0.968540 1.21E-05 0.082011
GOWNP - 0.000242 1.103890 0.000146 0.605721
BOWNP +/-  -0.000165** -3.394800 -0.000101 -1.558801
FOWNP - 0.000782**  4.871608 0.000411** 2.638581
BIG4 - -0.000387 -0.059896  0.006483 0.905017
BSzZ - 0.002998 1.642575 0.004159 1.500352
BGEN - 0.011861*  2.298860 0.007951 1.085436
Panel B: Control variables
LTA -0.018664*** -4553196  0.001458 0.795485
ROE -0.000520*  -1.833582  -0.000397*  -2.385347
SALESG -0.001684 -0.295017  -0.006968 -0.894314
LVG -0.000704*** -4.235213  5.89E-05 0.881462
B 0.152732* 2.512878 0.262360** 2.959989
CEMENT 0.010105 0.599615 0.001034 0.129406
CHEMICAL 0.004724 0.369522 -0.011374 -0.672846
ELECTRICITY 0.024752*  2.282339 -0.008664 -0.442859
FOOD 0.033699**  2.481303 0.008284 1.064973
HOUSHOLD 0.039404**  2.520262 0.022184 1.591867
MISC 0.016622 1.192062 -0.014294 -1.285527
OIL___GAS 0.037005**  2.474791 -0.010638 -0.971212
PHARMA -0.012422 -0.652965  -0.010169 -0.652053
TEXTILE 0.024341* 1.918665 0.007607 0.570009
Y_02_DUM 0.050828***  19.45041 0.072188** 2286867
Y _03_DUM -0.107665** -10.98564  -0.138754*** -7.675312
Y _04_DUM -0.094688** -8.721466  -0.120677*** -6.395655
Y_05_DUM -0.184587** -13.67361  -0.309031** -16.44785
Y_06_DUM -0.138946*** -11.16315  -0.214983** -10.89812
Y_07_DUM -0.322375** -24.26807  -0.536020*** -26.93127
Y_08_DUM 0.067629*** 5.772046 0.106917** 6.311324
Y_09 DUM -0.121282** -19.59109  -0.214256*** -20.10931
Y_10_DUM -0.265995*** -36.62020  -0.483644*** -40.63108
Y_11_DUM -0.050639*** -6.622276  -0.112500*** -9.112842
Constant 0.493347** 13.13452 0.217037**  3.344781
AdjustedR-square 0.540825 0.744496
F-statistic 60.19378*** 147.4412%**
Balancedanelobservations 1760 1760

Notes: Variables are defined as follows. Cost of @hgCOC) Pakistani Corporate Governance Index
(PCGI), director ownership (DOWNP), institutional owneirs (IOWNP), government ownership
(GOWNP), block ownership (BOWNP), foreign ownersfifWNP), audit firm size (BIG4)size of the
board of directors (BSZ), board diversity on theibad Gender (BGEN), firm size as log of total asset
(LTA), profitability (ROE), growth opportunities (34&£SG), leverage (LVG) and Systematic rigR.(
Parameter estimates are obtained by OLS estimgf@nel Least Squarés Year 2003 and AUT!
industry has been excluded from the analysis irmotal avoid dummy variable trap. The asterisks *gnd

*** denote the 10%, 5% and 1% level of significamespectively.
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7.2.2.2 Empirical Findings of Control Variables

Panel Bof Table 7.7 presents the findings of main analgsid robust finding#
negative and significant relationship between firprsfitability and COE is observed. Also, a
positive and significant association is observedstmpled firms’ systematic risk a@DE are
in line with the main analysis. A significant andgative association between the size of the
firm and leverage wittCOE became insignificant in the robust findings. Theignificant

nexus between sales growth a&@Eis in line with the main findings of CG and COC.

7.2.3 Results Based on COD: an alternative COC Proxy

As discussed in subsection 4.3.2.3, the main fgslare based on COC as a main
measurement to calculate COC. Thus, the curredy stmploys another alternative proxy
for COC in order to account for the possibility thhe main findings are sensitive to
different COC'’s proxies. In particular, and consmtwith previous literature (e.g., Pham
et al, 2012), cost of Debt (COD) is used as an alter@eaCOC’s measurement. The
relationship betweeRCGI and COC are re-regressed with COD as an altesmafiCOC

and stated bellow.

COD, =a, + 5,PCGI, + 5,DOWNP + 5,IOWNP + 5,GOWNP
+ B,BOWNR + Z;FOWN, + 3,BIG4, + 5,BSZ, (34)
+ B,BGEN, +ZﬁiCONTROL§+ £,

i=1

Where all variables remain the same as in equ&ti@xcept the Cost of Debt (COD) used
as dependent variable instead of COC.

Table 7.8 reports the main findings usi@®C in columns 3 and 4 and robust
findings using COD presents in columns 5 and thefdame table. Generally, the findings
of both analyses are similar as both predict sidigection of coefficient and level of

significance either usinGOCor COD.



Table 7.8: Results Based ofost of Debt

Dependent Variable: COC/COD

Dependent Variable: COC

Dependent Variable: COD

Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI - -0.000256** -2.367414  -0.000556*** -3.764441
DOWNP + 0.000448*  2.378413 0.000150**  2.021592
IOWNP - 0.000110 0.968540 4.21E-05 0.209547
GOWNP - 0.000242 1.103890 -0.000204 -1.365303
BOWNP +/-  -0.000165*** -3.394800 -0.000258*** -7.090828
FOWNP - 0.000782**  4.871608 0.000926*** 5.473368
BIG4 - -0.000387 -0.059896  -0.016931** -3.138824
BSz - 0.002998 1.642575 -0.001615 -0.854725
BGEN - 0.011861*  2.298860 0.006309 1.638559
Panel B: Control variables
LTA -0.018664*** -4553196  -0.029582*** -8.405904
ROE -0.000520*  -1.833582  -0.000696*** -2.721204
SALESG -0.001684 -0.295017  -0.006232 -1.136623
LVG -0.000704*** -4.235213  -0.000348****9 934225
B 0.152732* 2.512878 0.005018 1.022498
CEMENT 0.010105 0.599615 -0.108863*** -6.655512
CHEMICAL 0.004724 0.369522 -0.085767** -6.805960
ELECTRICITY 0.024752*  2.282339 -0.032952 -1.093311
FOOD 0.033699**  2.481303 -0.116980*** -11.29308
HOUSHOLD 0.039404**  2.520262 -0.039804*** -2.583380
MISC 0.016622 1.192062 -0.101445** -6.597592
OIL___GAS 0.037005**  2.474791 -0.009387 -0.439813
PHARMA -0.012422 -0.652965  -0.184223** .9 579359
TEXTILE 0.024341* 1.918665 -0.100337*** -7.269902
Y_02_DUM 0.050828***  19.45041 -0.002534 -1.335294
Y_03_DUM -0.107665** -10.98564  -0.041724*** -15.94742
Y_04_DUM -0.094688** -8.721466  -0.024114** -5.140635
Y_05_DUM -0.184587** -13.67361  -0.018813** -3.160709
Y_06_DUM -0.138946%* -11.16315  -0.006469 -0.906201
Y_07_DUM -0.322375** -24.26807  0.017339* 1.942072
Y_08_DUM 0.067629*** 5772046 0.022637**  2.167550
Y_09 DUM -0.121282*+* -19.59109  0.015678 1.457604
Y_10_DUM -0.265995*** -36.62020  0.023112*  2.055828
Y_11_DUM -0.050639*** -6.622276  0.044381** 3.870213
Constant 0.493347** 13.13452 0.756528** 9.673746
AdjustedR-square 0.540825 0.270132
F-statistic 60.19378*** 19.60072***
Balancedanelobservations 1760 1760

183

Notes: Variables are defined as follows. Cost of @hgCOC) Pakistani Corporate Governance Index

(PCGI), director ownership

(DOWNP),

institutional ownleirs (IOWNP),
(GOWNP), block ownership (BOWNP), foreign ownersfif®WNP), audit firm size (BIG4)size of the

government ownership

board of directors (BSZ), board diversity on theibad Gender (BGEN), firm size as log of total asset

(LTA), profitability (ROE), growth opportunities (3&£SG), leverage (LVG) and Systematic rigR (
Parameter estimates are obtained by OLS estimgf@nel Least Squarés Year 2003 and AUT!
industry has been exaled from the analysis in order to avoid dummyalzg trap. The asterisks *, ** a
*** denote the 10%, 5% and 1% level of significarrespectively.
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7.2.3.1 Empirical findings of ownership and audit firm size/board variables

PanelA of Table 7.8 presents the findings of the relatimbetween CG and COC
using bothCOC and COD as a dependent variable. As presented in columnd56aof
Table 7.8, this analysis usil@OD as a main dependerdther tharCOC, finds a negative
and significant relationship betwe®CGI and block ownership witROD. Regardless of
observable sensitivities in the magnitude of ceedfit and level of significance, these
findings show that the main findings are similarth® use ofCOD as the dependent
variable. For instance, block ownership is negatwe significant at 1% level in both
analyses either by usin@OC or COD as dependent variable. However, the relationship
betweenPCGIl andCOD is negative and significant at 5% level but siguaift at 1% level
in robust analysis.

Similarly, a positive association between direavarnership, foreign ownership
and board diversity on the basis of gender @D are also consistent with the findings
of main analysis. However, sensitivity in the magde of coefficients and level of
significance can be observed. For instance, gedidersity in board is insignificant with
COD whereas it was previously significant at 5% level.addition, the insignificant
relationship between institutional ownership, gowmeent ownership and board size with
COD is consistent with main findings. However, adm size is negative and significant

with COD which was negative and insignificant wiffoCin the main analysis.
7.2.3.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.8, in spite of the observable minars#évities in
the magnitude of coefficients, significance levietlahe direction of coefficients in robust
model usingCOD, overall findingsremain the same as in the main analysis uUSIO¢ as
the independent variabl€irst, significant and negative association betwdensize of the
firm, firms’ profitability and leverage with COD isonsistent with the main analysis. Second,
insignificant relationship between sales growth &@D is also consistent with the main
analysis. Finally, systematic risk is positivelydasignificantly associated at 10% with COC

but became insignificant with COD.
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7.2.4 Results Based on Lagged Structure

The current study employed lagged structure togtigate the level to which the
study results are affected by endogeneity probl€he specification of this model is
similar to that one specified previously in sectidri.2 and the equation is presented

below.

COG, =a, + /,PCGI,, + 5,DOWNR_, + 5 IOWNR., + 5,GOWNR,,
+f:BOWNR,, + S,FOWNR,, + 5,BIG4, , + f;BSZ (35)

+B,BGEN,, +> BCONTROLS, +&,

i=1
Except for the one year lag of explanatory andrabntriables, all variables are similar as

explained in equation 2 in subsection 4.2.3.4 aiptér 4.

Generally, the findings of both analyses are simak both analyses predict almost
similar sign of coefficient, magnitude of coeffioteand level of significanceThese
findings are discussed in the following subsectiongh particular focus on the main

sensitivities of the analysis.

7.2.4.1 Empirical Findings of Ownership and audit firm size/board Variables

Table 7.9 presents the impact of Un-lagged andeldggwnership variables on
COC. As presented in column 5 and 6 of Table 7.9 ahalysis of lagged structure finds
that PCGI and block ownership are negatively associated Wi@®C. Although some
observable minor sensitivity in the magnitude oéfficient and level of significance can
be seen, the main results are robust with laggedtste. For instanc®CGl significant at
10% level of significance while it was significaatt5% in the main analysis.

Similarly, a positive and significant associatidndrector ownership and foreign
ownership withCOC is also consistent with the findings of main analy$iowever, a
minor sensitivity in the magnitude of coefficienssid level of significance can be
observed. For instance, director ownership is tedilly significant at 1% level while it
was significant at 5% level in the main analysisstitutional ownership and board
diversity on the basis of gender show some levekeositivities. For instance, institutional
ownership is significant at 1% level while it wassignificant in the main analysis.
Similarly, gender diversity in board is insignifidawhile it was significant in 5% level in

the main analysis.



Table 7.9: Results Based on Lagged Structure
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Dependent Variable: COC

Un-Lagged Structure

Lagged Structure

Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI(-1) - -0.000256* -2.367414  -0.000250*  -1.838121
DOWNP(-1) + 0.000448**  2.378413 0.000496*** 2.613038
IOWNP(-1) - 0.000110 0.968540 0.000270* 1.802866
GOWNP(-1) - 0.000242 1.103890 -8.92E-05 -0.285109
BOWNP(-1) +/-  -0.000165** -3.394800 -0.000196*** -2.968802
FOWNP(-1) - 0.000782*** 4.871608 0.000795***  4.081046
BIG4(-1) - -0.000387 -0.059896 0.001296 0.151817
BSZ(-1) - 0.002998 1.642575 0.002940 1.359421
BGEN (-1) - 0.011861*  2.298860 0.010384 1.204158
Panel B: Control variables
LTA(-1) -0.018664*** -4.553196 -0.018774** -8.242142
ROE(-1) -0.000520* -1.833582 -0.000559* -1.820631
SALESG(-1) -0.001684 -0.295017 -0.001323 -0.135539
LVG(-1) -0.000704*** -4.235213 -0.000705*** -8.992319
B(-1) 0.152732* 2.512878 0.152765** 19.22891
CEMENT 0.010105 0.599615 0.010137 0.636258
CHEMICAL 0.004724 0.369522 0.001964 0.132510
ELECTRICITY 0.024752*  2.282339 0.026850 1.534219
FOOD 0.033699**  2.481303 0.035288**  2.527793
HOUSHOLD 0.039404**  2.520262 0.039856**  2.153012
MISC 0.016622 1.192062 0.017636 0.935508
OIL__ GAS 0.037005**  2.474791 0.042451**  2.232807
PHARMA -0.012422 -0.652965 -0.013447 -0.737611
TEXTILE 0.024341* 1.918665 0.024908* 1.718005
Y_02_DUM 0.050828***  19.45041 0.051004***  3,259694
Y 03 _DUM -0.107665*** -10.98564 -0.108369*** -6.960392
Y _04 DUM -0.094688*** -8.721466 -0.095440** -5.994008
Y _05 DUM -0.184587*** -13.67361 -0.185397** -11.77733
Y_06_DUM -0.138946*** -11.16315 -0.140445** -8.609766
Y_07_DUM -0.322375*** -24.26807 -0.323608*** -19.40903
Y _08 DUM 0.067629*** 5.772046 0.065392***  3,911418
Y_09 DUM -0.121282*** -19.59109 -0.122687** -7.145642
Y_10_DUM -0.265995*** -36.62020 -0.266950*** -15.29352
Y_11 DUM -0.050639*** -6.622276 -0.052837** -3.001795
Constant 0.493347**  13.13452 0.496610** 12.83157
AdjustedR-square 0.540825 0.540752
F-statistic 60.19378*** 58.53265%**
Balancedanelobservations 1760 1600

Notes: Variables are defined as follows. Cost of @hgCOC) Pakistani Corporate Governance Index

(PCGI), director ownership (DOWNP),

institutional ownleirs (IOWNP), government ownership

(GOWNP), block ownership (BOWNP), foreign ownersfifWNP), audit firm size (BIG4)size of the
board of directors (BSZ), board diversity on theibad Gender (BGEN), firm size as log of total asset
(LTA), profitability (ROE), growth opportunities (3&£SG), leverage (LVG) and Systematic rigR (
Parameter estimates are obtained by OLS estimgf@nel Least Squarés Year 2003 and AUT!
industry has ben excluded from the analysis in order to avoid ahyrmwariable trap. The asterisks *, ** g

*** denote the 10%, 5% and 1% level of significamespectively.
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7.2.4.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.9, despite the observable minor sefis#s in the
magnitude of coefficients and significance levethe robust analysis, the findings remain
statistically the same as in the main analysist, the robust findings show a significant and
negative nexus between firm size, firms’ profitapiand leverage with firm levalOC which
are consistent with main analysidiadings except for some minor sensitivity in lesl
significance. Second, this analysis shows significant and pasitielationship between
systematic risk an€OC which is also in line with the findings of mainaysis. Finally, it
reports statistically insignificant relationshiptlween sales growth an@dOC, suggesting that

the overall findings of main analysis are robust.

7.2.5 Results Based on Random effect Model

Fixed or random effect model is applied to test tegree to which the main
findings are sensitive to unobservable firms’ chteastics. Following the procedure
discussed in subsection 7.1.3, this study emplagsshhan test to identify the suitability
between the fixed effect and random effect mod&$sshown in Table 7.10, the p value
suggests that the random effect model is appr@pasata robust analysis to control for the
unobserved firms’ characteristics. The findingsaridom effect model (robust findings)

and OLS estimation (main analysis) are presentdélie 7.

Table 7.10:Correlated Random Effects - Hausman Test

Chi-Sq.
Test Summary Statistic Chi-Sq. d.f. P value.
Cross-section random 0.000000 24 1.0000

AdjustedR-squareis 0.540825 for main analysed 0.345833 for random effect
model. Similarly, F-statisticis 60.19378 for main analysand 27.56898 for the random
effect modeland both are statistically significant at 1% lev@enerally, the findings of
both analyses are similar as the sign of coefficisragnitude of coefficient and level of
significance are similarThese findings are discussed in the following sabsns, with

particular focus on the main sensitivities in thmalysis.

7.2.5.1 Empirical Findings of Ownership and audit firm size/board Variables

Panel A of Table 7.11 presents the OLS and random effeaetsofindings. As

presented in column 5 and 6 of Table 7.11, theaandffect model finds a negative and
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significant nexus betwee®CGI and block ownership withCOC. Although minor
sensitivities in the magnitude of coefficient aeddl of significance can be noticed, these
findings show that the main findings are robushwihobservable firm characteristics. For
instance PCGl is significant at 5% level of significance in theain analysis whereas it is
significant at 10% level in random effect model.

Similarly, a significant and positive associatidnfareign ownership and director
ownership withCOC are also consistent with the findings of main gsial However,
institutional ownership and board diversity showesns level of sensitivities in robust
analysis. For example, institutional ownershipigngicant at 10% level of significance
while it was insignificant in the main analysisnfiarly, board diversity on the basis of
gender is significant in both random effect and OCdusalysis but the coefficient has

changed from positive to negative in the robustyais

7.2.5.2 Empirical Findings of Control Variables

As shown inPanel Bof Table 7.11, the findings for control variableghe random
effect model remain largely the same as in the maamysis except for some observable
sensitivity in the magnitude of coefficients andrsiicance levelFirst, therandom effect
model shows that significant and negative associatiomvden the size of the firm, firms’
profitability and leverage witlCOC, which is consistent with the main analysis. Hoerev
sampledfirms’ profitability became statistically significant & level which was previously
significant at 10% level. Second, th@ndom effect modeleport asignificant and positive
association between systematic risk &@C, which is also consistent with the main analysis.
However,systematic riskbecame highly significant, at 1% level in the rsbfindings which
was previously significant at 5% level. Finallyetligures reported in the table shows a
statistically insignificant relationship betweemiigrowth and firm-leveCOC, suggesting that

the findings of the main analysis are largely ralwith random effect model.



Table 7.11: Results Based oRandom effect Model

Dependent Variable: COC

Ordinary Least Square

Random effect

Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI - -0.000256** -2.367414  -0.001193*  -1.859904
DOWNP + 0.000448*  2.378413 0.000768*  2.563165
IOWNP - 0.000110 0.968540 0.000448* 1.649500
GOWNP - 0.000242 1.103890 0.000365 0.703903
BOWNP +/-  -0.000165*** -3.394800 -0.000245** -2.704907
FOWNP - 0.000782**  4.871608 0.001188** 5.928747
BIG4 - -0.000387 -0.059896  0.005355 0.526697
BSz - 0.002998 1.642575 0.000219 0.042486
BGEN - 0.011861*  2.298860 -0.017972*  -1.707922
Panel B: Control variables
LTA -0.018664** -4553196  -0.025381** -4.907045
ROE -0.000520*  -1.833582  -0.000981*** -2.586850
SALESG -0.001684 -0.295017  -0.010722 -0.348259
LVG -0.000704*** -4.235213  -0.000760*** -3.637288
B 0.152732* 2.512878 0.171212**  2.394239
CEMENT 0.010105 0.599615 0.027762 0.872298
CHEMICAL 0.004724 0.369522 0.023853 0.788389
ELECTRICITY 0.024752*  2.282339 0.057958 1.339660
FOOD 0.033699**  2.481303 0.030918 1.102371
HOUSHOLD 0.039404**  2.520262 0.058436**  2.009510
MISC 0.016622 1.192062 0.031300 0.921679
OIL___GAS 0.037005**  2.474791 0.040242 1.311495
PHARMA -0.012422 -0.652965  -0.044457 -1.502836
TEXTILE 0.024341* 1.918665 0.046541* 1.683848
Y_02_DUM 0.050828***  19.45041 0.053000***  7.706434
Y_03_DUM -0.107665** -10.98564  -0.127128** -8.630683
Y_04_DUM -0.094688** -8.721466  -0.113086*** -7.392718
Y_05_DUM -0.184587** -13.67361  -0.205311** -9.451115
Y_06_DUM -0.138946%* -11.16315  -0.151037*** -7.130157
Y_07_DUM -0.322375** -24.26807  -0.341802** -15.58416
Y_08_DUM 0.067629*** 5772046 0.040661** 2.308330
Y_09 DUM -0.121282** -19.59109  -0.144043** -15.56460
Y_10_DUM -0.265995*** -36.62020  -0.311461** -30.73740
Y_11_DUM -0.050639*** -6.622276  -0.079397** -6.463321
Constant 0.493347** 13.13452 0.558114**  4.445384
AdjustedR-square 0.540825 0.345833
F-statistic 60.19378*** 27.56898%**
Balancedanelobservations 1760 1760

Notes: Variables are defined as followZost of Capital (COC) Pakistani Corporate Governancex
(PCGI), director ownership (DOWNP), institutional ownlgirs (IOWNP), government ownerst
(GOWNP), block ownership (BOWNP), foreign ownersfif®WNP), audit firm size (BIG4), size of t
board of dectors (BSZ), board diversity on the basis of Gen@BGEN), firm size as log of total ass
(LTA), profitability (ROE), growth opportunities (34&£SG), leverage (LVG) and Systematic rigR (
Parameter estimates are obtained by OLS estimé@®ianel Least Squares). Year 2003 and AUTO indu
has been excluded from the analysis in order tadastommy variable trap. The asterisks *, ** and

denote the 10%, 5% and 1% level of significancpeetvely.
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7.2.6 Results Based on 2SLS Model

The current study employed the same procedure plaiegd in section 7.1.4 to
address further the possibility of the existencemdfogeneity in the relationship between
CG and COC. This investigation is implementedvino stages. First, and as shown in
equation 3 and 4, the regression is runP@GI and the controls. Then predicted values
from the regressions are namedRa®CGIl. The first stage of Durbin-Wu-Hausman is
performed using the following equation:

PCGI, =a,+>  ACONTROLS +&, (36)

i=1

Where thePCGl refers to Pakistani Corporate Governance IndexGONTROLS
variables remain the same as explained in equatiorsubsection 4.2.3.4 of chapter 4.

In the Second stage of Durbin-Wu-Hausman, the CO@gressed oRCGI, P-
PCGlII and control variables as follows:

COG, =a, + BPCGI, + 5,P-PCGIl, +> SCONTROLS +£,  (37)

i=1

Where the COC refers to weighted average costmfataPCGl refers to Pakistani
CG Index,P-PCGII denotes the predicted values from regression mtfralovariables over
PCGI from equation (36), an@ONTROLSrariables remain the same as in equation 2 in
subsection 4.2.3.4 of chapter 4.

After carrying out Durbin-Wu-Hausman endogeneityeistigation, the current
study rejects the null hypothesis of no endogenegythe coefficient orP-PCGI is
statistically significant (0.000) at 1% level ofjsificance withPCGI. The finding of this
investigation shows that the endogeneity problemtexTherefore, following, the current
study uses the 2SLS technique as a robust to fihdhawv far the findings are biased and
inconsistent due to this problem.

2SLS is performed in two stages. In the first stagePCGI is regressed on four
alternative CG variables, nationality diversityboard, the non-executive members of the
board, the board meetings number, and capital eijpea. The alternative CG variables’
selection is based on literature (e.g, Nt&tal, 2012; Phanet al, 2012; Tariget al,
2014). The equation below specifies this regresaioare the predicted value BCGI and
residuals will be saved &PCGIl andR-PCGlrespectively. As shown in Table 7.12, the
study accepts th€-PCGII as a valid instrumental variable BsPCGII is significantly
associated witlPCGI and insignificantly related tB-PCGI This decision is taken on the
basis of correlation matrix that include€Gl, P-PCGII, andR-PCGI
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Table 7.12: Results Based orCorrelations

PCGI P-PCGII R-PCGI

Pearson 1 097" 996"
Correlation

PCGI Sig. (2-tailed) 0.000 0.000
N 1760 1760 1760
Pearson 097" 1 0.000
Correlation

P-PCGII Sig. (2-tailed) 0.000 1.000
N 1760 1760 1760
Pearson 996" 0.000 1
Correlation

R-PCGI Sig. (2-tailed) 0.000 1.000
N 1760 1760 1760

**Correlation is significant at the 0.01 level {@Hied).PCGIl denotes Pakistani Corporate Governance Index,
P-PCGIl denotes Standardized Predicted Value arfid&1 denotes Standardized Residual.

PCGl, =a, + B,BNAT, + B,NEXD + B,BMF, + 5,CE, +z,8iCONTROL§+ &, (38)

i=1
WherePCGI denotes the Pakistani governance index, and BNNED, BFM, and
CE are termed as nationality diversity in boar@, tion-executive members of the board,
the board meetings number, and capital expendi@wmatrols remain similar as explained
in equation 2.
In the second stage, equation 2 is re-estimatety %P CGIl instead ofPCGI as
follows:
COC, =a, + B,P-PCGIl, + 5,DOWNR + S,IOWNP + 5,GOWNRP
+ S, BOWNP + 5, FOWNP + 3,BIG4, + 3,BSZ (39)
+ B,BGEN, + Zn:,BiCONTROL§ +&,
i=1
Where all variables remain same as in equations2ilisection 4.2.3.4 of chapter 4,
except theP-PCGlI, that is being used as instrumental variable fornfaen independent
variable.
The findings of 2SLS (robust findings) and OLS mestiion (main analysis) are
presented in Table 7.13 simultaneously in ordeotopare the findings. Table 7.13 reports
the main findings using OLS in columns 3 and 4 eotalist findings using 2SLS presents

in columns 5 and 6 of the same table.



Table 7.13: Results Based or2SLS

Dependent Variable: COC

Ordinary Least Square 2SLS

Indep.Variable Exp Sign Coefficient t-Statistic afficient t-Statistic
Panel A: CG variables
PCGI - -0.000256*  -2.367414  -0.003473*  -2.368299
DOWNP + 0.000448*  2.378413 0.000808**  2.755872
IOWNP - 0.000110 0.968540 0.000451 1.036336
GOWNP - 0.000242 1.103890 0.001057* 1.668139
BOWNP +/-  -0.000165** -3.394800  -0.000312** -2.802401
FOWNP - 0.000782**  4.871608 0.001167**  4.033018
BIG4 - -0.000387 -0.059896  0.012895 0.909296
BSzZ - 0.002998 1.642575 -0.001324 -0.341998
BGEN - 0.011861*  2.298860 -0.002020 -0.148545
Panel B: Control variables
LTA -0.018664** -4553196  -0.015608*** -3.683365
ROE -0.000520*  -1.833582  -0.001147** -2.668026
SALESG -0.001684 -0.295017  -0.008931 -0.574553
LVG -0.000704*** -4.235213  -0.000756*** -6.888064
B 0.152732* 2.512878 0.151077** 13.68539
CEMENT 0.010105 0.599615 0.038009 1.435644
CHEMICAL 0.004724 0.369522 0.019447 0.752682
ELECTRICITY 0.024752*  2.282339 0.066610**  2.044975
FOOD 0.033699**  2.481303 0.013120 0.523226
HOUSHOLD 0.039404**  2.520262 0.055672* 1.765461
MISC 0.016622 1.192062 0.004592 0.157366
OIL___GAS 0.037005**  2.474791 0.007353 0.234713
PHARMA -0.012422 -0.652965  -0.070214*  -1.950258
TEXTILE 0.024341* 1.918665 0.025023 1.014281
Y_02_DUM 0.050828***  19.45041 0.063890**  2.318367
Y _03_DUM -0.107665** -10.98564  -0.091923** -2.986079
Y _04_DUM -0.094688** -8.721466  -0.047307 -1.214524
Y_05_DUM -0.184587** -13.67361  -0.116177* -2.482431
Y_06_DUM -0.138946*** -11.16315  -0.041004 -0.753458
Y_07_DUM -0.322375** -24.26807  -0.186725** -2.504431
Y_08_DUM 0.067629*** 5772046 0.217326**  2.705040
Y_09 DUM -0.121282** -19.59109  0.046495 0.542313
Y_10_DUM -0.265995*** -36.62020  -0.099240 -1.047143
Y_11_DUM -0.050639*** -6.622276  0.137427 1.414382
Constant 0.493347** 13.13452 0.565122**  8.267790

AdjustedR-square 0.540825 0.264234

F-statistic 60.19378*** 28.47540%**

Balancedanelobservations 1760 1760
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Notes: Variables are defined as follows. Cost of @hgCOC) Pakistani Corporate Governance Index

(PCGI), director ownership (DOWNP),

institutional ownleirs (IOWNP), government ownership
(GOWNP), block ownership (BOWNP), foreign ownersfifWNP), audit firm size (BIG4)size of the

board of directors (BSZ), board diversity on theidas gender (BGEN) , firm size as log of total asse

(LTA), profitability (ROE), growth opportunities (3&£SG), leverage (LVG) and Systematic rigR (
Parameter estimates are obtained by OLS estimgf@nel Least Squarés Year 2003 and AUT!
industry has been excluded from the analysis irmotol avod dummy variable trap. The asterisks *, **
*** denote the 10%, 5% and 1% level of significamespectively.
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7.2.6.1 Empirical Findings of Ownership and audit firm size/lboard Variables

As presented in column 5 and 6 of Table 7.13, t8&Xfinds a negative and
significant association betwe@tCGI and block ownership witEOC. Similarly, a positive
and significant nexus between director ownership fareign ownership witlcOC is also
consistent with the findings of main analysis. Hg@e minor sensitivity in the magnitude
of coefficients and in level of significance can bbserved. For instance, Director
Ownership is statistically significant at 1% lewethich was previously significant at the
5% level in the main analysis. . Similarly, govelsmh ownership is significant at 10%
level in the 2SLS analysis whereas it was insigaiit in the main analysis. Further,
gender diversity in board is negative and insigaifit while it was positive and statistically

significant at 5% level in the main analysis.

7.2.6.2 Empirical Findings of Control Variables

Panel Bof Table 7.13 shows that the findings of contratiables in 2 SLS are
largely similar to the main analysis by using OESr instance2SLSshows that size of the
firm, firms’ profitability and leverage are negatly associated witROCwhile a positive and
significant relationship between systematic riskl &0OC is consistent with main analysis.
However.firms’ profitability became significant, at 1% level whiwas previously significant
only at 10% level. Similarlysystematic risbbecame significant, at 1% level in robust analysis

which was previously significant at 5% level ofrgigcance.

7.3 SUMMARY AND DISCUSSION ON FINDINGS

This chapter presented and discussed the findihgshamber of robustness analyses.
Specifically, four tests were employed to checkeahktnt to which the findings obtained in
chapter 6 are sensitive or robust to alternatiten@sions and models, including, (i) the a
weighted CG index as an alternative; (i) use ofEC@nd COD as alternative COC
variables; (iii) the use of fixed or random effe@ad (iv) the use of lagged structure to test
the endogeneity problems. Regardless of observaioler sensitivities in the magnitude of
coefficient and significance level, these analysesw that the findings of main analysis
performed in chapter 6 are robust with the altéveatariables, lagged structure, fixed or
random effect and to the presence of endogeneity.

Robustness tests regarding factor influencing le¥edlompliance shows that overall
findings are unchanged. All robustness tests suggpssitive and significant relationship

between institutional ownership, government ownierand foreign ownership witRCGI.
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As discussed in section 6.2, these finding shows Bakistani firms with higher level of
institutional ownerships are likely to comply withore CG standards than those with less
or no institutional ownership. From agency theorgwpoint, Aggarwalet al (2011)
suggests that the presence of institutional owneesisures some degree of accountability
and this potentially influence firms to adopt betteG practices, either directly by
influencing managements by using their voting gbt indirectly by their decisions to
buy or threaten to sell their shares. This findatgp shows that Pakistani firms with higher
level of government ownerships are likely to compith more CG regulations than those
firms with less or no government ownership. Thenageheory literature suggests that the
firms with government ownership are expected taldse more CG information since
there is less divergence between shareholders amdrrgnent interest. The reported
finding also shows that Pakistani firms with higlerel of foreign investors are likely to
provide additional CG information than those wittsd or with no foreign investors.
Theoretically, this positive relationship betwe@neign ownership and firm-level of CG
compliance is consistent with information asymmetng imperfect information issues.

The reported negative and significant relationsi@fween block ownership and board
size withPCGI is consistent with the main analysis with respgecthe coefficient and
significance level. As discussed in section 6.8 #hows that Pakistani firms with higher
level of block ownerships are expected to less ¢pmpith CG rules than those with lower
block ownership. This significant and negative tietaship between CG disclosure level
and block ownership is consistent with theoretipaeddiction. In this regard, block
shareholders may influence the management to dscless CG information as their
interest may not necessarily align with minorityasdholders (Shleifer and Vishny, 1997;
Laidroo, 2009). This issue is more evident in theegging markets such as Pakistan due to
the weak legal system in protecting minority shateérs. Further, the findings of no
relationship between director ownership, audit ferme, board diversity on the basis of
gender and board diversity on the basis of natitynaith level of compliance are in line
with those reported in the main test.

Robustness results regarding the nexus betweenn@@&@@C are also consistent with
the main findings. For example, a negative andifsogimt association betwedPCGI and
block ownership witfCOCis consistent with the main findings. As reportedgeéction 6.3,
the coefficient orPCGl is negative and statistically significant at 5%ele suggesting that
firms with high level of CG standards have a lowDC. Similarly, the coefficient on

block ownership is significant at 1% and negatbuggesting that there is relationship
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between the block ownership and firm-level COC.sTélhows that Pakistani firms with

higher level of block ownership have lower COC thiawse firms with lower percentage of
block ownership. This is consistent with the prédit of agency theory in which the

dominance of majority shareholders in publicallydied firms demonstrates that minority
shareholders have the risk of expropriation.

The significant and positive association betweerifm ownership, board diversity
and director ownership witlCOC are also consistent with the findings of the main
analysis. The coefficient on director ownershippasitive and statistically significant,
suggesting that firms with high level of directowrmership have a higher COC.
Theoretically, this positive relationship betweeredior ownership and COC is consistent
with the prediction of agency theory. It has beeguad that a higher level of director
ownership may worsen agency problems (Demsetz ahd,[1985). Similarly, the finding
shows that Pakistani firms with higher level oféign investors have higher COC than
those with less or no foreign investors. Theordticahis positive relationship between
foreign ownership and COC is consistent with thedmtion of information asymmetry.
This issue is relatively higher among foreign irtees because of language and distance
obstacles (Huafang and Jianguo, 2007) which maisleahigher COC.
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CHAPTER 8

8 CONCLUSION AND AVENUE FOR FUTURE
RESEARCH

This chapter discusses the conclusion of the st8gegcifically, it aims to attain the
following objectives. First, it recaps the findingé study. Second, it explains the policy
implications of the study, and where appropriateakes recommendations. Third, this
chapter summarises the contributions of the st&dwrth, it identifies the limitations of
the current study. Finally, it highlights perspeetavenues for the future research.

The chapter is organised into five sections. Saddid discusses the summary of the
study. Section 8.2 presents the policy implicatiaisthe current study, and makes
recommendations accordingly. Section 8.3 provitlescbntributions of the current study.
Section 8.4 reports the limitations of the studyilev section 8.5 reports the perspective

avenues for the future research.

8.1 SUMMARY OF THE REAEARCH FINDINGS

This thesis sought to empirically ascertain whetPakistani listed firms that comply
with 2002PCCG have improved firm value and lowered COC than ¢hegh less or no
compliance. Specifically, using a sample of 160i8taki listed firms from 2003 to 2013,
this study has examined the relationship betweerst@@&ture and firm COC. The level of
compliance withPCGI and factors influencing the level of compliancel alisclosure are
also examined in this study. Distinct from priotetature, the CG-COC relationship is
examined by using three main variables i.e. unicpmpliance CG index, the ownership
structures and audit/board characteristics. Thegbnfys summaries are provided in the

subsections below.

8.1.1 Findings of CG Compliance level withPCGI

The prior literature has studied CG either by imdlial CG mechanisms or by CG
compliance index. Briefly, individual CG mechanismgolves examining the relationship
between single CG variables and firms’ decisiondeMdG compliance index involves the
construction of broad CG index that encapsulatesda set of CG mechanisms and then
investigating the nexus between CG compliance inalexk firms’ decisions. This study

uses a unique compliance CG index to examine tlaéiaeship between CG and COC.
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Specifically, by using a sample of 160 Pakistastelil firms from 2003 to 2013, this study
seeks to answer the first research question aheuevel of CG compliance and disclosure
with the 2002 PCCG. In addition, it seeks to ansteze sub-questions: (i) the extent to
which the introduction of the PCCG 2002 has impth@G standards among Pakistani
listed firms; (ii) the CG provisions that Pakistditims comply with most and (iii) the
extent to which the reliance on the Anglo-Americaadel has led to better CG practices
in Pakistan.

First, the reported findings suggest that the meaare of PCGI (average
compliance level) has improved from 20.6% in 20035.2% in 2013 with an overall
increase of 64.6% in eleven years. This improvernrelgvel of compliance and disclosure
is in line with research performed in other deveéigpcountries (e.g., Akkermaret al,
2007; Aguilera and Cuervo-Cazura, 2009; Neimal, 2012a). The overaPCGI ranges
from a minimum of 0.00 to a maximum of 97.18, wath average of 54.23 for the 1760
firm-year observations over eleven years from 2@2013. In contrast to the concerns
about the capability of CG codes to enhance CGtipescin a developing country setting,
the findings suggest that listed Pakistani firmgehimcreasingly complied with governance
requirements over the eleven years from 2003 t@201

Second, the findings of the study suggest thainttneduction of the PCCG in 2002
has improved CG standards among Pakistani listewsfiFor instance, the overall level of
compliance withPCGI was 20.56% in 2003 which has risen to 85.16% ib32This is
further supported by the findings of sub-indiesidings where th®CGI shows a higher
compliance level with the provisions related to filre sub-indices. Finally, and in contrast
to the probability that the PCCG’s dependence oglédwhmerican style may not be able
to improve CG practices due to the differences betwthe developed world and Pakistan,
the findings of the study suggest that PCCG is lolgpto some extent to promote CG

standards of Pakistani listed firms.
8.1.2 Findings Based on Factors Influencing Level of CG @mpliance

The findings related to the nine hypotheses ingastd for the factors influencing
CG compliance level have been stated and discusssgection 6.2, and are now briefly
summarised in this subsection. The first hypothes@mining the relationship between
director ownership and level of CG disclosure fititht the coefficient on director
ownership is positive and statistically insigniftameaning that there is no statistically
significant relationship between the director ovehgr and level of CG compliance and
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disclosure. The second hypothesis testing theemimmm between institutional ownership
and level of CG disclosure shows that the coeffica institutional ownership is positive
and statistically significant at a 1% level, megnihat Pakistani firms with higher level of
institutional ownerships are likely to comply witlore CG standards than those with less
or no institutional ownership.

The third hypothesis investigating the relationdbgtween government ownership
and level of CG disclosure finds that the coeffitief government ownership is positive
and statistically significant at 1% level, suggegtihat Pakistani firms with higher level of
government ownership are likely to comply with m@@ practices than those with less or
no government ownership. The fourth hypothesis emizgn the relationship between
block ownership and level of CG disclosure repthr the coefficient of block ownership
is negative and statistically significant at 1%édewvt suggests that Pakistani firms with
higher level of block ownerships are less likelyctmmply with CG standards than those
with lower block ownership.

The fifth hypothesis testing the relationship beswéoreign ownership and level of
CG disclosure finds that the coefficient of foreigwnership is positive and statistically
significant at 1% level. This finding shows thakR#ani firms with higher level of foreign
investors are likely to provide additional CG infation than those with less or no foreign
investors. The sixth hypothesis investigating thlatronship between audit firm size and
level of CG disclosure find that the coefficientaafdit firm size is positive, but statistically
insignificant, indicating that there is no sign#it relationship between audit firm size and
firm-level of CG compliance and disclosure.

The seventh hypothesis examining the nexus betwezioard size and level of
CG disclosure report that the coefficient of boaide is negative and statistically
significant at 5% level. This suggests that smakird tend to increase the level of CG
compliance and disclosure rather than larger bodrds eighth hypothesis investigating
the relationship between the presences of foresgaerthe firm's board and level of CG
disclosure show no explanatory power in explairimg variations in CG compliance and
disclosure. This finding suggests that the presefdereign directors on firms’ board do
not encourage firms to provide more CG information.

The ninth hypothesis testing the relationship betwthe presence of female on
firms’ board and level of CG disclosure reportsdevice of no explanatory power in

explaining the variations in CG disclosure. Thiggests that the presence of female on
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firms’ boards do not encourage Pakistani listedndirto provide additional CG

information.

8.1.3 Findings Based on CG-COC Relationship

The findings of the association between CG and G@{e been reported and
discussed in chapter 6, section 6.3, and are neflyosummarised in this subsection. The
tenth and main hypothesis tested for the relatipnsétween CG and COC finds that there
is a negative and statistically significant relatbip betwee®CGland COCThe negative
evidence of a statistically significaRCGICOC relationimplies that, on average, better
governed Pakistani listed firms tend to be assediatith lower COC than their poorly-
governed counterparts.

The eleventh hypothesis tested is that there igip@selationship between director
ownership and firms’ COC. The finding shows that toefficient of director ownership is
positive and statistically significant, suggestititat firms with high level of director
ownership have a higher COThe twelfth hypothesis of intuitional ownership aimins’
COC has been tested in the current study. Thengngduggests that the coefficient of
institutional ownership on COC is positive and istatally insignificant, suggesting that
the percentage of institutional ownership do ng&x the variation in firm level COC.

The thirteenth hypothesis testing the nexus betwgmrernment ownership and
firms’ COC reports a positive and statisticallyigrsficant relationship. This means that
the level of government ownership has no powerxplaning the variation in firm level
COC. The fourteenth hypothesis examined the relskip between block ownership and
firms’ COC. lts finding shows that the coefficieat block ownership is negative and
statistically significant at 1% level of significes suggesting that Pakistani firms with
higher level of block ownership have lower COC thiawse firms with lower percentage of
block ownership.

The fifteenth hypothesis tested the relationshipwvben foreign ownership and
firms’ COC. It finds a positive and statisticalligsificant nexus, indicating that Pakistani
firms with higher level of foreign investors haviglmer COC than those with less or no
foreign investors. The sixteenth hypothesis exaditie nexus between board size and
firms’ COC. The finding shows that the coefficienf board size is positive and
statistically insignificant indicating that size lbbbard not explaining the variations in firm
level COC.
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The seventeenth hypothesis tested the relatiom&tipeen audit firm size and firms’
COC and finds that the coefficient of audit firmzesiis negative and statistically
insignificant, suggesting that there is no assmnabetween audit firm size and firm-level
COC. The final hypothesis examined the associdigtween gender diversity and firms’

COC. It finds a positive and statistically sign#it nexus at 5% level of significance.

8.1.4 Findings Based on the Robustness Analyses

As it has been discussed in chapter four and regoit chapter seven, four
robustness analyses were performed to ascertagxtbat to which the findings presented
in chapter six are robust to alternative theorétarad empirical explanations, as well as
estimations. These analyses include: alternativeerg@ance index; alternative COC
measures; and random effect model. It also includealyses examining different

endogeneity problems including: lagged structuigt @two stage least square model.

8.1.4.1 Robustness Findings Based on Factors Influencing kel of CG Compliance

The robustness findings of the investigation oftdex influencing level of CG
compliance and disclosure are discussed in sedctidknare now summarised in this
subsection. First, in order to ascertain whetherfithdings are sensitive to the un-weighted
CG index used in this study, a weighted Pakistaail@dex (WPCGI) is constructed and
used instead of un-weighted CG index. The findimgwgs that the main findings are robust
with alternative CG proxy and not sensitive to Weghted CG index. Second, to test the
extent to which the main results are sensitivertod characteristics, random effect model
is applied after identifying the suitability betwe¢he fixed and random effect models
through the Hausman test. Despite minor conflictiespults, the findings in random effect
model are in line with the original findings of teridy.

Third, the presence of endogeneity problem amoegQ variables is addressed
by using lagged structure model to test whethenrfiadings are robust or not. Regardless
of observable minor sensitivities in the magnitudecoefficient and significance level,
these analyses show that the findings in laggeattstre are robust with the findings of un-
lagged structure, suggesting that the study’s figsliare robust to the presence of
endogeneity. Finally, the presence of endogeneitprey the CG variables is further
addressed by using two-stage least square moéghitoine whether findings are sensitive
to the endogeneity problems that may arise duén¢oomitted variables problem. The
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findings of 2SLS suggest that the overall findiggshe model are in line with the main
findings of the study and; hence, it is clearlydevit that findings of main study presented
in section 6.2 are robust to the presence of endne

8.1.4.2 Robustness Findings Based on CG and COC

The robustness results of the nexus between CG&t are discussed in section
7.2 and summarised in this subsection. First, adeoto make sure that the findings are
robust to the un-weighted CG index used in thislgta weighted Pakistani CG index
(WPCGI) is constructed and used test the relationship between CG and COC. Using
WPCGIlas a main independent variable insteaB©G|, the findings show that the results
of CG and COC relationship are largely robust waitlernative CG index and not sensitive
to the WPCGI In addition to the alternate CG index, the currstudy also employs
alternative proxies for COC in order to accountttoe possibility that the main findings
are sensitive to different COC proxies. In thisamelj Cost of equity (COE) is used as
alternative COC’s measurement. The relationshipvéen PCGI and COC has been re-
estimated by using COE. The result shows a negatidesignificant impact dPCGI on
the cost of capital in the form of COE which is smtent with the main study’s findings.
Likewise, the current study employs Cost of Deb®[ as another alternative proxy for
COC. The nexus betwedtCGIl and COC has been re-estimated by using COD adra ma
dependentvariable. The finding shows a negative and sigaificrelationship between
PCGI and COD which is consistent with the original stsdfindings. Therefore, it is
obvious that findings of study presented in secidhare robust to the alternative CG and
COC variables.

Second, to examine the level to which the resdlth® current study are sensitive
to firms’ characteristics, random effect model igpleed. Irrespective of observable
sensitivities in the nexus between institutionahevship and board diversity on the basis
of gender with COC, these findings show that thenmesults are robust to unobserved
firms’ characteristics. Third, the presence of egadity problem was addressed by using
lagged structure model to examine whether mainirfgsl of the study are robust.
Regardless of minor sensitivities in the relatiopdbetween institutional ownership and
board diversity on the basis of gender with CO@séhresults show that the main findings
are robust to the presence of endogeneity. Thanfysdof institutional ownership and
board diversity on the basis of gender show sowel lef sensitivities in lagged structure

model. For example, institutional ownership is #igant at 10% level of significance
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while it was insignificant in the main study. Filyalthe presence of endogeneity among
the CG variables is further addressed by usingdiage least square model. The results of
2SLS suggest that the overall findings of the madelin line with the main findings of

the study and; hence, it is evident that findinfstody presented in section 6.3 are robust

to the presence of endogeneity.

8.1.5 Summary of the Key Findings

Using the data of 160 Pakistani firms for eleveargefrom 2003 to 2013, this
thesis has examined the level of compliance WI@GI, factors influencing the level of
compliance and the relationship between CG stracamd firm COC. The reported
findings relating to the CG disclosure suggest tiaternance disclosure has improved
over the study period with an overall increase 41666 over eleven years of tiRCGI
from 2003 to 2013. The findings of the study alsggest that the introduction of 2002
PCCG has improved CG standards among Pakistasd lfgstns. The results of the study
suggest a positive and significant relationshipveen institutional ownership, government
ownership and foreign ownership witRCGIl. However, study report significant and
negative nexus between board size and block owipevath PCGI. Further, the findings
report no relationship between director ownershiglit firm size, board diversity on the
basis of gender and board diversity on the basisatibnality with level of governance
disclosure compliance.

The results on the relationship between CG and (GD@yest that there is a
negative and statistically significant relationshiptweenPCGI and COC. Similarly, a
negative and significant association between blmekership withCOC is reported. The
reported results indicate that there is a posiavel significant relationship between
director ownership, foreign ownership and boardediity with COC. However, the
relationship between Institutional and governmenhership, big4 and board size with

COC reports no significant relationship.
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8.2 POLICY IMPLICATION OF THE STUDY AND
RECOMMENDATIONS

This section discusses the policy implications bé tcurrent study’s findings
summarised in section 8.1. It also proposes sogs@mmendations to investors, regulatory

authorities, firms and policy makers.

8.2.1 Policy Implications and Recommendations: Level o€G
Compliance and Disclosure

A number of important implications and recommeralai can be listed from the
findings of factors influencing the level of CG cpilance and disclosure reported in
section 6.2.

First, the finding of the level of CG compliancedaalisclosure witlPCGI shows
that the CG standards have generally improved tneperiod of study. This indicates that
the efforts of various CG stakeholders, notably3eeurity and Exchange Commission of
Pakistan and Karachi Stock Exchange Pakistan, arathregs, have positive influence on
improving CG standards among Pakistani listed firByecifically, the findings of study
states that the introduction of 2002 PCCG, aloregtiie Companies Ordinance 1984, and
the KSE listing rules have significantly helped improving the CG standards. This
evidence of enhancement in CG practices also irfeasthe UK-style CG compliance
regime appears to be working to some extent, aedeftbre may be appropriate for
Pakistani listed firms. This conclusion is in lingh the prior studies that have examined
CG standards in countries with UK style CG regiragy( Aguilera and Cuervo-Cazurra,
2009; Filatotchev and Boyd, 2009; Ntim and Soobanpy013).

Second, the improvement in level of CG compliancd disclosure recommends
that the implementation of high governance prirespin the form of CG codes can
increase CG practices in developing countries ewgth weak legal enforcement.
Therefore, it is recommended that the countrieehast issued CG code yet, are highly
encouraged to adopt a CG code according to theal Igettings in order to improve the
firms’ level of CG compliance and disclosure.

Third, the findings also show that there are sigaift differences in complying
with CG standards among Pakistani listed firmspriactice, it is likely due to the fact that
compliance with CG provisions is expensive in teohime and finance. Therefore, it is
expected that larger firms can afford this morelgasmpared to smaller firms. Following

the current study’s empirical evidence, and giveat Pakistan is generally classified as a
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developing market with high ownership concentrafion instance, as shown in Table 5.4,
block ownership ranges from 0 to 99.806% with aarage of 55.45%), thus, it can be
recommended that there can be some level of flgyilaind judgment in applicability of
CG standards in PCCG to evade excessive monita@imt redundant expenses to the
smaller firms.

Finally, it is recommended that there should besfiective co-ordination and co-
operation among the key stakeholders of CG comgtiaand disclosure. Such as key
corporate regulators and independent director&rmifto constitute such provision which
can be applicable for both large and small firmghere should be some level of flexibility

in applicability of some provisions to increasedesf CG compliance among.

8.2.2 Policy Implications and Recommendations: Factors ifluencing
Level of CG Compliance and Disclosure

Several policy implications and recommendations banconcluded from the
findings of factors influencing the level of congice and disclosures witRCGI are
reported in section 6.2.

First, institutional, government and foreign owingps are positively and
significantly associated with level of CG complianand disclosure. These findings
suggest that institutional, government and foregymnership assists as alternate CG
mechanisms to motivate Pakistani firms to offer @nGG information in annual reports to
their stakeholders. This may help investors to shva firms with higher institutional,
government and foreign ownership. It can also nabéivinvestors to invest through
institutions rather than making individual investiteeto ensure higher return and more CG
disclosure. Further, this finding can also be ars®uof motivation for Pakistani
government and policy makers to relax the restmdion foreign investors in order to
increase investment in Pakistani firms and for immement in the CG standards.

Second, the finding of the study shows that there inegative and significant
relationship between each of block ownership arardgize and level of CG compliance
and disclosure among Pakistani listed firms. THes#ings suggest that Pakistani firms
with higher level of block ownership (on average4®86 in sampled firms) and bigger
board size (on average 8.22 in sampled firms) ikedylto comply less with governance
standards among Pakistani listed firms. These rggliof decreasing level of CG
compliance and disclosure with higher level of klogvnership suggest that CG standards

need to be reviewed by policy makers accordinglye @ay to improve CG standards can
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be in line with UK Combined Code, 2006 by introdwugisome level of flexibility and
judgment in applicability of CG standards amongiftaki firms based on their individual
requirements. For instance, small and family ficaa have more relaxed requirements in
relation to number of non-executive directors. $anty, in case of board size, firms can be
relaxed from the requirement of minimum seven daecin the board in case of small
firms to improve the level of compliance and discliee with PCCG.

Finally, the relationships between director owngrshudit firm size, presence of
female director in the board and presence of foradgector in the board with CG
compliance and disclosure show no significant nekughis regard, policy makers may
introduce some monitoring mechanisms for firms witgher level of director ownership
to improve the level of compliance and disclosuree negative relationship between
board size and CG disclosure is in line with theptietical prediction that large boards are
likely to have poor monitoring. Therefore, Pakistpnlicy makers can be motivated to
relax the board members requirements (minimum 7 lseenspecifically for smaller firms
as it may cost effective and; hence, increase ékel lof compliance and disclosure at
large. The finding of no nexus between audit fileesand CG disclosure is different to the
theoretical prediction that external auditors ieflee considerably the level of disclosure
in firms’ annual reports. This finding can resulhrh the fact that the PCCG recommends
auditors report on very few CG issues. Therefoekig®ani policy makers can encourage

external auditors to demand higher level of CGldmae.

8.2.3 Policy Implications and Recommendations: CG and COC

As discussed in section 6.3, the findings obtaifredh investigating the nexus
between the CG standards and COC have severakatiphs, and recommendations can
be drawn from these findings.

First, the findings of the current study demonstrtitat there is a negative and
significant association between tREGI and block ownership with firm-level COC. This
implies that Pakistani listed firms with better govance are expected to have lower COC
than their poorly-governed counterparts.

Second, the relationships between each of ingiitati ownership, government
ownership, audit firm size and board size and fenel COC demonstrate no significant
nexus among Pakistani listed firms. Findings adiedaat these variables show no

influence on firm-level COC. Therefore, Pakistaaligy makers can be motivated to relax
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the board members requirements (minimum 7 membpexifically for smaller firms as it
may cost effective and may make it easy to extdmahcing at a lower cost.

Finally, director ownership, foreign ownership afednale director in the firms’
board are positively and significantly associatethiirm-level of COC. This implies that
firms can minimise director ownership to attracteemal financings at a lower cost. Hence,
policy makers may encourage firms to further imgrdlaeir CG structures in order to

attract foreign investors.

8.3 LIMITATIONS OF THE STUDY

The current study may have some limitations whielechto be acknowledged.
First, although using a sample of 160 firms cancbesidered as a large sample than
previous international studies (e.g., Mangena ahdn@isa, 2008; Ntim and Soobaroyen,
2013; Ntimet al, 2014), and especially those in Pakistani contexg., Javed and Igbal,
2007; Javed and Igbal, 2008; Tarig and Abbas, 21h8)generalisability of this study’s
findings can be further improved. The excluded ZB&s from initial sample could
improve the current study’s generalisability, butedto unavailability/insufficient data,
these firms were not included in the final sample.

Second, limiting the study to a sample of balangehel may introduce
survivorship bias. However, this criterion genedatelarger sample size as compared to
those of prior Pakistani studies to the extent thatgeneralisation of the study findings
may not be noticeably impaired. For capital stitetand regulatory differences, the
sample also excludes financial firms. As it is imel with the prior CG literature (e.g.,
Haniffa and Hudaib, 2006; Mangena and Chamisa, ;200i8n and Soobaroyen, 2013;
Ntim et al, 2014), which helps the current study to compee findings with these
studies. Together, these weaknesses may potentraltythe generalisation of the study
findings.

Third, using other methods of data collection, sashinterviews, and/or using
additional sources of data, such as interim repadsld improve both the quantity and
quality of data. In this regard, using other methadd sources were extremely difficult as
the current study had to take into consideratiometifunding and accessibility to data.
However, as compared to the manually collected na@G literature (e.g., Elghuweet
al.,, 2016; Ntimet al, 2012a) a sample of 160 listed firms with 176@mfyear
observations over 2003-2013 is sufficient enougmédke significant contributions to the

extant literature.
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Fourth, and as it has been explained in subse8tm@ chapter three, there can be a
validity and reliability problems with the self-catnucted CG compliance and disclosure
index such as theCGl. Although efforts were made to improve the validind reliability
of PCGI, few limitations regarding the construction of éxdwere identified. For instance,
the current study uses binary coding scheme, wiadlreaCG provisions are equally
important. Therefore, the use of a weighted irllexay improve the validity and
reliability of PCGI. Similarly, the reliability ofPCGI could be improved by applying inter-
coder reliability’. Additionally, the scoring processes of indicesynrasult in some
inherent subjectivity (Beattiet al, 2004).

The PCGl is constructed by binary coding rather than orndooaling scheme. It is
argued that binary coding is less informative (ldasand Marston, 2008). Similarly, the
PCGlis an un-weighted index which has been criticimedconsidering all CG provisions
to be of same importance, which is inconsistenhwibth theory and practice (Barakb
al., 2006a). There is a general lack of rigorouslyeligped theoretical basis on which
weights can be accurately assigned to the varidag@visions (Blaclet al, 2006a). In
this regard, the use of un-weighted CG index maydasubjective judgments in assigning
values with relative importance to each CG provisidhe use of binary index also
prevents subjectivity in weights assigning procesdditionally, empirical literature of
disclosure suggests that the use of weighted andeighted indices is likely to give the
similar findings (e.g., Beattiet al, 2004; Barakcet al, 2006a). Finally, in line with
previous CG literature (Blacét al, 2006a; Henry, 2008; Morest al, 2009; Ntimet al.,
2014) an un-weighted index is constructed, whictkenais easier for comparing the
findings of the current study. Reliability and iy of the PCGI has been explained in
subsection 4.2.1.2 and briefly, according to Aliegand Greco (2013), the Cronbach’s
alpha value above 0.80 proposes that the instrumaransistent. As shown in Table 4.2,
the coefficient alpha value for five subcategoés?CGl is 96.4% which indicates that
the constructed index is highly reliable.

Fifth, there may be defining problems with someha variables. In addition, COC
is measured by using WACC. In this regard, only Cid@ COD constitute WAAC. COE
is calculated using CAPM while interest rate on fine’s debt is used as a method to

calculate COD. There is no theory suggesting whiddel should be used as a best proxy

*®Efforts have been made to contact an independarieégsional organisation called Pakistan InstituteCorporate
Governance in Islamabad, Pakistan to improveP&l, but no response was received.

Inter-coder reliability can be achieved if resalte similar while the coding is performed by diéfiet coder.
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to calculate COE and COD capital, and thus, follfaptihe literature these proxies has been
used in the current study. These defining limitagionay possibly influence the findings of
the study and therefore, these findings must leepneted in the light of above limitations.

8.4 FUTURE RESEARCH AVENUES

As it has been discussed in section 8.4, limitatiohthe study potentially represents
avenues for the future research. Hence, there axera research avenues and
improvements which can be made in the future rebedFirst, this research can be
extended by using the data from across Asia. Thig assist the understanding of CG-firm
value nexus across the different Asian markets.oiskcand in addition to director
ownership, to examine the nexus between directogs executive, non-executive and
CEO) pay and firm value can be an interesting dogafuture research. Third, the
relationship between CG structures and risk caexagnined in future as better governed
firms are likely associated with lower risk.

Fourth, the current study can be improved by irgirgathe sample size. Future
studies can also estimate both balanced and undemigpanels to avoid survivorship bias.
Financial and non-financial firms can be examinegkether for comparison purposes and
to ascertain whether the findings of current stumhg robust to different sample
specifications. Fifth, future studies can improkie tonstruction of CG compliance index
to enhance the reliability and validity. This caagerformed by examining the robustness
of findings to: binary and ordinal coding schemed aveighted and un-weighted indices.
The reliability of index can also be enhanced bgig of index with more than one coder
so that inter-coder consistency can be measured.

Sixth, additional sources for data collection cam Wised to supplement that
information provided in the firms’ annual reportsitnprove the data availability. Seventh,
definition of variables can be improved. For ins@nboard diversity can be measured in
percentages, while director ownership may be djsished as by executive and non-
executive directors, beneficially and non-benefigiaand directly and indirectly.
Similarly, COC measure can be re-estimated by udiffgrent approaches to calculate
COE and COD to make sure that findings are robust.

Eighth, mixed models of research methodology, ngrgahlitative and quantitative
can be used together to eliminate some limitates®ociated with quantitative approach.
Ninth, to measure CG standards, both CG compliambex and individual CG variables

can be used in parallel in order to compare thdirigs from both models. Tenth, inclusion
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of listed and non-listed firms in the study samplékely to improve the generalisability of
the findings. Finally, future research may focusmativations and main drivers of CG
reforms in Pakistan. This can be done by condudang to face interviews with some of
the key stakeholders of CG reforms in Pakistanh ascSECP and KSE officials, among
others. This may assist to understand how CG siregtcan be improved in emerging

markets.
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables Code Reference Measurement
CO and PCCG*
1. BOARD OF DIRECTORS
1. Directors Categorizatich DCDA PCCG, 2002 (i.c)  Binary number 1lis assigned if it
Disclosed in Reports LR, p. 34 (2) discloses the categorization of
PCCG, 2012 (i) directors in annual reports, 0
otherwise
2. Board Composition (Ratio of BCOM PCCG, 2002 (i.b) A binary number of 1 if at least
Independent Directors) PCCG, 2012 (i.b) one member of the board is
independent, 0 otherwise
3. Director Representing Minority DRMS PC, 2002 (i.a) Binary number 1is assigned if
Shareholders PCCG, 2012 (i.a) director representing minority
shareholders, 0 otherwise
4. Board Classification (Ratio of RNED PC, 2002 (i.c) A binary number of 1 if at least
Non-Executive Directors) PCCG, 2012 (i.d) one fourth of the board is non-
executive, 0 otherwise
5. The Membership of DirectorsMDOB PC, 2002 (iii) Binary number 1lis assigned if it
in Other Boards PCCG, 2012 (ii) discloses the director’s
membership in other boards of
listed companies in their annual
reports, 0 otherwise
6. Maximum Directorship in MDSB PCCG, 2002 (iii) Binary number 1is assigned if
Other Boards of Listed PCCG, 2012 (ii) directors are not serving at the
Companies same time for the board of more
than ten/seven, 0 otherwise
7. Non-Executive Chairman NECH PCCG, 2002 (ix)  Binary number 1lis assigned if the
PCCG, 2012 (vi) Chairman of the board is a Non-
Executive director, 0 otherwise
8. Clear Definition of Respective PCCG, 2002 (ix) Binary number 1is assigned if
Role of Chairman and CE® PCCG, 2012 (vi) there is a description that
categorises the role of chairman
and CEO, 0 otherwise
9. CEO Duality Role CEOD PCCG, 2002 (ix) Binary number 1lis assigned if the
PCCG, 2012 (vi) chairman position is separate than
CEO, 0 otherwise
10. Orientation Courses for theOCDS PCCG, 2002 (xiv) A binary number of 1 if firm
Directors to enable them to PCCG, 2012 (xi) disclose the directors attendance
Manage the Affairs on Behalf in the orientation course , 0
of Shareholders otherwise
11. Board Meeting Disclosure BRMD PCCG, 2002 (xi) A binary number of 1 if the board
PCCG, 2012(xvi, h) meetings are disclosed in annual
reports , 0 otherwise
12. Board Meeting Frequency BRMF PCCG, 2002 (xi) A binary number of 1 if at least
PCCG 2012 (xvi, h) board meet 4 time in a year, O
otherwise
13. National Tax Payer Director NTPD PCCG, 2002 (iv, ap binary number of 1 if the name
PCCG, 2012 (xi, 3) of the directors is born on the
register of National Tax Payers is
disclosed, O otherwise
14. No Defaulter Director in the NDDB PCCG, 2002 @, A binary number of 1 if no

28 Categorization of directors in term of Independétn-Executive or Executive

2 Chief Executive Officer

*CO stands for Companies Ordinance 1984 by Paki&armernment and PCCG stands for Pakistani Code of CG
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables Code Reference Measurement
CO and PCCG*
Board PCCG, 2012 (xi, 3) defaulter information  about
directors is disclosed , 0 otherwise
15. Directors and their SpousesDSBB PCCG, 2002 (xix, j) Binary number 1is assigned if no
involvement in  Brokerage PCCG, 2012 (xvi, I) directors involvement in
Business brokerage business is disclosed in
annual reports, 0 otherwise
16. Statement of ethics andSEBP PCCG,2002 (viii, a) A binary number of 1 if firm
Business Practices PCCG,2012 (xxxiv) discloses that the statement of
ethics and business practices is
prepared and circulated , O
otherwise
17. Power and duties of BOD PBOD PC 2002 (vii) Binary number 1is assigned if it
PCCG, 2012 (iv) disclose their fiduciary powers are
exercised by the board of
directors , O otherwise
18. Future outlook FUTO PCCG,2002 (xix, f) Binary number 1is assigned if it

PCCG,2012 (xvi, f) disclose future outlook by board
members , 0 otherwise

COMMITTEES & AUDITING

19.

20.

21.

22.

23.

24,

25.

26.

27.

28.

Existence of R&HR Committee RHRC
Committee Composition CCOM
Committee  Meetings held CMDY

During the Year

Committee Meeting AttendedCMAD
by each Directors

The Names of the Members oNMCB
the Committees of the Boards

Existence and Disclosure ofEDAC
Audit Committee Members in
Annual Reports

Minimum Members of Audit MMAC
Committee

Non-Executive Chairman of theNECC
Committee

Majority of Non-Executives in MNEC
Audit Committee

Minimum Meetings of the MMAC
Audit Committee in a Financial

PCCG, 2002 (xxx)Binary number 1is assigned if it
PCCG, 2012 (xxv) has HR Committee or a
Remuneration one , 0 otherwise
A binary number of lis assigned
if Committee has at least three
members with a majority of non-
executive directors, 0 otherwise

PCCG, 2002 (xx)
PCCG, 2012 (xxv)

PCCG, 2002 (xxxi)
PCCG, 2012 (xxv)

Binary number 1is assigned if it
disclose different committees
meetings with numbers held
during year, 0 otherwise

PCCG, 2002 (xxx)
LR p. 27 (16a2)
PCCG, 2012 (16h)

Binary number 1is assigned if it
discloses committees meetings
attended by each director, 0
otherwise

Binary number 1is assigned if it
discloses their members’ names
attended committees of the board
in each annual reports, O
otherwise

A binary number of 1 if the names
of audit committee are discloses
in annual reports, 0 otherwise

PC 2002 p.6 (xxx)
LR p. 29 (26)
PCCG, 2012 (xxvi)

PCCG, 2002 (xxx)
PCCG, 2012 (xxiv)

PCCG, 2002 (xxx)
PCCG, 2012 (xxiv)

A binary number of 1 if minimum

members of Audit Committee is

at least three, 0 otherwise

PCCG, 2002 (xxx) A binary number of 1 if Non-

PCCG, 2012 (xxiv) Executive director is the
Chairman of the audit
Committee, O otherwise

PCCG, 2002 (xxx) Binary number 1is assigned if its

PCCG, 2012 (xxiv) Non-Executives have the majority
in audit Committee, O otherwise

PCCG, 2002 (xxxi) Binary number 1is assigned if it

PCCG, 2012 (xxvii) audit Committee meets at least 4
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables Code Reference Measurement
CO and PCCG*

Year time in a year and this
information is available in annual
reports, 0 otherwise

29. CFO, The Head of InternalCIEA PCCG, 2002 (xxxii) Binary number lis assigned if the
audit Committee and a PCCG,2012 (xxviii) CFO, The Head of Internal audit

Representative  of External Committee and a Representative

30.

31.

32.

Auditors attendance

Review of quarterly, Half- RQHY
yearly and annual financial
statements prior to the approval

of Board of Director

Review of Management letterRMLE
issued by external auditor

Appointment of Secretary byASAC
the Committee of Audit

PCCG,2002
(xxxiii, €)
PCCG, 2012
(xxix, b)

PCCG,2002
(xxxiii, €)
PCCG, 2012
(xxix, e)

PCCG,2002 (xxxiv)
PCCG, 2012 (xxx)

of External Auditors attended
Audit Committee meetings and
this information is discloses in
annual reports, 0 otherwise

A binary number of 1 if Audit
Committee Review of quarterly,
Half-yearly and annual financial
statements prior to the approval of
Board of Director and discloses in
annual reports, 0 otherwise

A binary number of 1 if Review
of Management letter issued by
external auditors and discloses in
annual reports , 0 otherwise
Binary number 1is assigned if its
audit committee appointed a
secretary and this information is
discloses in the annual reports, 0
otherwise

RIGHT OF SHAREHOLDER AND ANNUAL GENERAL MEETING

33.

34.

35.

36.

37.

38.

Notice of the Annual GeneralNAGM
(AGM) to shareholders

Well in Time Notice of the WITN
AGM to shareholders

AGM with in a Period of Four AFFY
Months Following the Close of
it Financial Year

AGM in Same Town asASRO
Registered Office of the
Company

Notice of the Meeting with NMFD
Specifying the  Following
Details31

Right of Shareholder to RSAP

Appoint a Proxy for AGM to
Vote for Directors

TRANSPARENCY AND DISCLOSURES

39.

Disclosure of

Ownership DOWS

CO 1984
(160a)

CO 1984
(160a)

CO 1984
(158/1)

CO 1984
(158/2)

CO 1984
(160/1a)

CO 1984
(160/1d)

PCCG,2002 (xix, i)

p.111

p.111

p.108

Binary number 1is assigned if
they issued a notice of AGM
about the meeting to
shareholders, 0 otherwise

Binary number 1is assigned if
they issued a notice of AGM at
least 21 days before the meeting
date, 0 otherwise

Binary number 1is assigned if it
held AGM within three/fouf
months following the close of its
financial year, 0 otherwise

p.108 Binary number lis assigned if

p.111

firm held AGM within the same
town as company has registered
office, 0 otherwise

A binary number of 1 if the notice
of the AGM specify the date,
place, time, and the business to be
transacted, O otherwise

p.111 A binary number of 1 if the notice

of the AGM specify that
shareholder  can participate
personally or through proxy, 0
otherwise

& number lis assigned if it

% According to Companies Ordinance 1984, till 2008 fheriod was 4 month and then changed to 3 moithta is
collected accordingly.

%1 Notice of AGM to shareholders contains specifyting date, place, time, and the business to besirtets
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables Code Reference Measurement
CO and PCCG*
pattern PCCG, 2012 (xvi, j) publishes ownership pattern
reports, 0 otherwise
40. Directors, CEO, their SpouseBDOD PCCG,2002 (xix, i) A binary number of 1 if firm

41.

42.

43.

44,

45,

46.

47.

48.

49,

50. Disclosure of Dividend Policy DODP

and Minor Children’s’
Ownership Disclosure

Shareholding Ten/fivé STMV
Percent or More Voting Rights

Going Concern Disclosure inGCDR
Annual Reports

Outstanding Taxes and Othe©OTOC
Charges disclosed

Presentation of OperationsPOCE
Cash Flows, and Change in
Equity

Key Operating and Financial OFSY
Data for Last Six Years

Significant Deviation from Last SDOR
Year Operating Outcomes

Trades of Share Carried out byTSDE
the director and  Other
Executived®

Disclosure of Objectives andDOCS
Corporate Strategy

Statement on Compliance withSCCG
Corporate Governance Code

PCCG, 2012 (xvi, j) discloses the name wise detail of
shareholdings of directors, CEO,
their spouse and minor children’s
, 0 otherwise

PCCG,2002 (xix, i) A binary number of 1 if firm

PCCG, 2012 (xvi, j) discloses the shareholdings of
ten/five percent or more voting
rights, O otherwise

PCCG,2002 (xix, a) A binary number of 1 if it is
PCCG,2012 (xvi, f) discloses that firm is a going
concern entity and explanation if
not, O otherwise
PCCG,2002 (xix, €) Binary number 1is assigned if it
PCCG, 2012(xvi, e) discloses its outstanding taxes and
other charges with reason in
annual reports, 0 otherwise
PCCG,2002 (xix, a) Binary number 1is assigned if it
PCCG, 2012(xvi, a) discloses the operations, cash
flows and change in equity in
annual reports, 0 otherwise
PCCG,2002 (xix, ¢) Binary number 1is assigned if it

PCCG, 2012(xvi, c) discloses the last six years
financial and operating
performance in annual reports, 0
otherwise

PCCG,2002 (xix, b) Binary number lis assigned if it
PCCG, 2012(xvi, b) discloses operating results and
significant deviation from last

year, if any and reasons
explained in annual reports, 0
otherwise

Binary number 1is assigned if it
discloses the trade of shares of

PCCG,2002 (xix, j)
LR p. 28 (16l)

PCCG, 2012(xvi, ) companies carried out by
directors, executives, their
spouses and minor child, O
otherwise

PCCG,2002 (viii, b) A binary number of 1 if firm

PCCG, 2012(v,c) discloses Mission, Vision and
Corporate strategies in annual
reports, 0 otherwise

PCCG,2002 (xIv)
LR p. 34 (11)
PCCG, 2012(xI)

Binary number 1is assigned if it
provides a positive statement on
PCCG* in the reports, O
otherwise

PCCG,2002 (>d), Binary number lis assigned if it

32 Shareholding to be disclosed was ten percent in P@IDZ which have been changed to five percent shhliely in
PCCG 2012.

33 Here “executives” means the CEO, COO, CFO, headerfrial audit and company secretary.

3 PCCG stands for Pakistani Code of Corporate Goveenanc



214

Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables

Code

Reference
CO and PCCG*

Measurement

51.

52.

(Reason for any bonus share or
no dividend)

Disclosure of Detail of RelatedDRPT
Party Transaction

Director’s Detailed DDRD
Remuneration Disclosure

PCCG, 2012(xvi, d)

discloses the reason of a bonus
share (if any) or not paying
dividend, O otherwise

PCCG,2002 (xiii, b) A binary number of 1 if firm

PCCG, 2012(x)

PCCG,2012(xvii, b)

discloses facts of any contract in
which executives or any director
was interested and clear statement
in case of no such transaction, 0
otherwise
Binary number lis assigiedt

publishes board members’
remuneration in annual reports , 0
otherwise

2. INTERNAL CONTROL, EXTERNAL AUDITOR AND RISK MANAGEM  ENT

53.

54.

55.

56.

57.

58.

59.

60.

Presence of Effective InternalEICS
Control System

Disclosure of Firm Risk in DFRR

Annual Reports

Risk Management Policies byRMPB
the BOD

Auditor review of Internal ARIS
Control System
Auditor Review of Firm ARFR

Financial Reports

Approval of Firm Financial AFFR
Reports

Proper Book of Account PBAM
Maintained

Appropriate Accounting APAE

Policies Applied in Preparation
of Accounting Estimations and
Financial Statement

PCCG,2002 (viii, c)
PCCG,2012(xxix,i)

PCCG,2002 (xix, )
PCCG,2012(ix)

PCCG,2002 (viii, b)
PCCG,2012(ix)

PCCG,2002
(xxxiii, j)
PCCG,2012(xiv, d)

PCCG,2002
(xxxiii, €)
PCCG,2012
(xxix, b)

PCCG,2002 (xxiv)
PCCG,2012 (xxi)

PCCG,2002 (xix, b)
PCCG,2012 (xvi, b)

PCCG,2002 (xix, C)
PCCG,2012 (xvi, c)

Binary number 1is assigned if it
publishes that there is an effective
and sound internal control system

established, implemented, and
monitored by the BoD , O
otherwise

Binary number 1is assigned if it
offers an explanation of actual
and potential risk of the company
, 0 otherwise

A binary number of 1 if firm
provides a clear description of
risk management policies in
annual report , 0 otherwise

A binary number of 1 if auditor
reports provide a narrative that
internal control system has been
reviewed by the auditor , O
otherwise

Binary number 1is assigned if its
auditor reports provide
description financial reports have
been reviewed by the auditor , 0
otherwise

Binary number 1is assigned if its
reports are ratified by BOD and
signed by the authorized
executives, CFO and CEO earlier
than rotation, O otherwise

Binary number 1is assigned if it
publishes that proper book of
accounts are maintained in annual
reports, 0 otherwise

Binary number 1is assigned if it
discloses appropriate accounting
rules applied in preparation of
accounting  estimations  and
financial statements in annual
reports, 0 otherwise
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables

Code

Reference
CO and PCCG*

Measurement

61

62.

63.

64.

65.

66.

67.

68.

69.

. Financial Statements AccordingFIAS
to IAS®

External Auditor’'s Satisfactory EARI
Rating by Institute of Charted
Accountants of Pakistan

Compliance  with  IFA& CGCE
Gridlines on Code of Ethics as
Adopted by ICAP’,

Auditor Duties According to ADIM
IFAC

Attendance of
external Auditor

AGM by AAGM

Statutory Auditor's Review of SARC
Corporate Governance
Compliance Statement

Half yearly financial statementsHYFS
with statutory auditor’s review

Annual audited financial AAFS
statements not later than four
month from close of financial

year

Determination of Compliance DCSR
with relevant Statutory
Requirements

PCCG,2002 (xix, d)
PCCG,2012 (xxix)

PCCG,2002
(xxxvii)
PCCG,2012 (xxxiii)

PCCG,2002
(xxxviii)
PCCG,2012 (xxxiii)

PCCG,2002 (xl)
PCCG,2012 (xxxiv)

PCCG,2002 (xliv)
PCCG,2012 (xli)

PCCG,2002 (xlvi)
PCCG,2012 (xli)

PCCG,2002 (xxi)
PCCG,2012
(xxix, b)

PCCG,2002 (xxii)
PCCG,2012
(xxix)

PCCG,2002 (xxx, ) A binary

PCCG,2012
(xxix, 1)

A binary number of 1 if firm
discloses that financial statements
are according to IAS, 0 otherwise
A binary number of 1 if External
Auditors have Satisfactory rating
under the Quality Review
Program by Institute of Charted
Accountants of Pakistan and this
information is  discloses, 0
otherwise

A binary number of 1 if
Compliance with International
Federation of Accountants
Gridlines on code of ethics is
published in annual reports , 0
otherwise

A binary number of 1 Auditor
perform duties according to
IFAC, no management role and
this information is discloses in
annual reports, 0 otherwise

A binary number of 1 if external
auditor of the company attends
the annual general meeting and
this information is discloses in
annual reports, 0 otherwise

A binary number of 1 if Statutory
Auditors of company Reviews
the Corporate  Governance
Compliance Statement  and
disclose this information in
annual reports, 0 otherwise

A binary number of 1 if Half
yearly financial statements with
statutory auditor’s review
information discloses in annual
reports, 0 otherwise

A binary number of 1 if Annual
audited financial statements not
later than four month from close
of financial year discloses in
annual reports, 0 otherwise
number of 1 if
Compliance with relevant
Statutory Requirements is
determined by external auditors
and discloses in annual reports, 0
otherwise

% |AS stands for International Accounting Standaadsl Pakistan follows these standards in preparatidinancial
statements.

3 |FAC stands for International Federation of Accoutsaand this institute issued guidelines on codethuts.

37 |CAP stands for Institute of Charted AccountantPakistan and this institute adopted the same cbelehius.

3% AGM stands for Annual General meeting of a company
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Appendix 1: Pakistani CG Index PCGI) List of Provisions and Measurement

CG Variables Code Reference Measurement
CO and PCCG*

70. Monitoring Compliance with MCGV PCCG,2002 A binary number of 1 if external
Best Practices of Corporate (xxx, m) auditors are Monitoring
Governance and Identification PCCG,2012 Compliance with Best Practices
of Violence (xxix, m) of Corporate Governance and

Identification of Violence if any
discloses in annual reports, 0
otherwise
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