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ABSTRACT- In this study, the effect of the corporate governance index (CGI) on company success in Pakistan is 
investigated. The survey consists of family businesses that are publicly traded on the PSX, and the study employs the 
GMM estimation methodology. ROA measures the dependent variable e.g., firm performance and CGI comprising 
governance variables measure the independent variable. According to the results, the CGI-performance relationship is 
strongly positive for Pakistani family firms. The findings show that corporate governance mechanism is critical in 
preventing agency problems. The study adds to the current corporate governance literature and offers advice to policy 
makers and regulatory authorities in developing countries that are responsible for designing and implementing 
governance systems. 
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I. INTRODUCTION 

Corporate governance is described by Shleifer and Vishny (1997) as a collection of structures important to 
economic performance because of its effect on investors' decisions to provide financing to the company in 
the form of equity or debt. A responsible corporate governance process identifies who owns the company 
and lays out the rules for distributing financial benefits to fund providers, managers, and other 
stakeholders. Financial analysts and academics have paid close attention to the performance impacts of a 
firm's governing structure Hassan & Halbouni, 2013; Arora & Sharma, 2016; Reddy et al., 2010; 
Balasubramanian et al., 2010; Mishra & Kapil; 2016), while accountants have focused on the earning 
management viewpoint (Waseemullah et al., 2015; Alves, 2011). To design efficient governance structures, 
a combination of governance mechanisms may be implemented, such as ownership structure and control, 
board of director composition, adoption of good corporate financial reporting standards, building 
mechanisms for timely disclosure of transparent information to concerned stakeholders, stock options and 
other motivation programs for management and employees (Holderness, 2003; Chen et al., 2003; Shukeri 
et al, 2012; Fauzi & Locke, 2012). As a result of good governance, the firm's image among fund providers 
and other interested stakeholders will improve, lowering the perception of risk.  

Monitoring and incentives alignment are the main tools proposed by organization theorists to mitigate 
agency issues as proposed by Eisenhardt (1989) and Jensen and Meckling (1976). Cash flows to owners 
should be proportionate to their shareholdings, which is critical for the sound development of a financial 
sector. Cash flows are the primary source of motivation for an ultimate controller of a company whose 
interests are aligned with those of external shareholders. Monitoring becomes important for discouraging 
the capacity of an ultimate controller to expropriate company capital, especially for those companies with 
the potential to generate higher private benefits than cash flows. A successful corporate governance 
structure that plays the proper part for these companies is critical (Morck et al., 1988; Shleifer & Vishny, 
1989; Ganguli, 2013; Waseemullah et al., 2017; Anderson & Reeb, 2003; Richter& Chakraborty, 2015).  

Numerous studies are carried out in distinct and comparable demographic regions, and the majority of 
them show similar and varied behaviors in these areas. Some researchers create their own country-specific 
CG indexes or score sheets, while others use CG indexes created by other agencies and regulatory bodies 
(Black et al., 2003; Chen et al., 2003; Drobetz et al., 2003; Cheung et al., 2005; Zheka, 2006; Kanellos & 
George, 2007). A number of researchers attempted to ascertain the association between CG measurements 
and firm performance for instance (Klapper & Love, 2004; Hudson et al., 1992; Sanda et al., 2010; 
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Kyereboah-Coleman, 2007; Li, 2010; Kolobr, 2011; Heenetigala, 2011; Tornyeva & Wereko, 2012). To 
assess the relationship, some researchers use primary data while others use secondary data. Earlier 
research in developing countries such as Ghana, South Africa, Pakistan, Iran, Sri Lanka, and Turkey focused 
on the adoption, understanding, and early implementation of CG activities. These studies emphasize the 
importance of an efficient governance structure for both investors and regulatory bodies, demonstrating 
how governance processes affect efficiency.  

The researchers hope to learn more about the effect of CG on firm performance in this study. The variables 
used in the CG index and the metrics used to rate the CG index are critical problems that must be closely 
handled because they may trigger discrepancies in the performance. The main contribution lies in 
employing the simplified CGI that takes into account all related variables that are essential in deciding the 
relationship in emerging markets (where the CG mechanism is weak), such as Pakistan. Many of the 
variables proposed by Pakistan's code of corporate governance in 2002 and 2012 are included in the CGI. 
Furthermore, family businesses are the most visible in Pakistan's corporate climate (Waseemullah, 2017; 
Waseemullah & Hasan, 2016; Waseemullah & Hasan, 2017; Waseemullah & Hasan, 2018). None of the 
previous research has looked at them in this light. The research will fill a void in the finance literature and 
offer theoretical support to regulatory bodies in responsible for corporate governance mechanisms in 
countries where the regime is still evolving. 

 

II. LITERATURE REVIEW 

Gompers, Ishii, and Metrick (2003) created a CGI that includes all of the provisions of the "Institutional 
Investors Research Center" (IIRC). They divide companies into two categories: democracies (shareholder-
friendly) and dictatorships (manager-friendly), and find that democracies have better financial efficiency, 
higher Tobin's q, and abnormal returns than dictatorships. Kanellos and George (2007) found similar 
findings using data from 262 listed companies in Greece. In Greece, they also find that governments have a 
higher Tobin's q than dictatorships. On a data collection of firms in Ukraine, Zheka (2006) established a CGI 
and finds a strong positive CGI-performance relationship.  

Cheung et al. (2011) investigated changes in firm governance efficiency and their effect on potential results. 
They discovered that improving governance efficiency increases the firm's potential business worth. 
According to Epps and Cereola (2008), the association between governance ranking and operational 
efficiency is negligible. MacAulay et al. (2009) investigate the association between CGI and results in Canada 
from 2003 to 2007. They find that the relationship's strength is greater in 2003 and 2004, but lower in 2005 
and 2007.  

Arora and Bodhanwala (2018) use a sample of BSE-listed companies from 2009 to 2014. They use the 
technique of Varshney et al. (2012) to build CGI. The governance component is divided into four categories: 
board composition, shareholding, corporate management sector, and market competitiveness. ROA, EPS, 
and RONW are the dependent variables. The findings support the existence of a connection between CGI 
and firm success in India.  

Kapil and Mishra (2019) taking ROA, ROE & Tobin’s Q as performance measures attempt to examine the 
effect of CG practices on firm performance. They find that performance impacts of CG variables are stronger 
when dependent variable is market performance measure e.g., Tobin’s Q than accounting performance 
measures’ e.g., ROA & ROE. Board size is positively related whereas CEO duality is negatively related with 
performance. Further, board independence and board meetings show positive relationship with firm value.   

Javaid and Saboor (2015) build a CGI with 21 proxies and try to figure out how CGI affects firm results. The 
survey includes 58 manufacturing PSX listed companies from 2009 to 2013. ROA, ROE, and Tobin's Q are 
among the success indicators. They discover a connection between CGI and company results. Furthermore, 
all three indices, such as the board of director’s index, ownership index, and transparency index, have a 
significant positive impact on firm results. The results in OLS, fixed effect model, and random effect model 
are all similar. For the period 2003-2005, Javid and Iqbal (2008) look at 50 non-financial PSX listed 
companies. They split the CGI into three main sub-indices: the BOD index, the ownership index, and the 
accountability, accountability, and audit index. There are 22 governance proxies in the CGI. Tobin's Q is a 
metric for measuring efficiency. CGI seems to have a positive relationship in Pakistan, according to the 
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results. The BOD index and the ownership index are also positively linked to company results, while the 
accountability and openness index has little impact on performance metrics. 

Hypothesis: There is a significantly positive relationship between corporate governance index and firm 
performance in Pakistan. 
 
 

III. RESEARCH METHODOLOGY 

Data and methods 

A sample of 184 non-financial family firms listed in PSX covering 2004-2012 period. The Generalized 
Method of Moments is used to estimate the relationship between CGI and firm performance. This technique 
is used to avoid the endogeneity problems associated with the regression models.  

Variables 

Firm performance is dependent variable. ROA is used as a measure of financial performance of the firm. CGI 
is independent variables and firm size, leverage and growth are control variables. 

Econometric models 

𝑅𝑂𝐴𝑖𝑡 =  𝐵0  + 𝛽1   𝐶𝐺𝐼𝑖𝑡   +  𝛽2  𝑆𝑖𝑧𝑒𝑖𝑡   +  𝛽3 𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒𝑖𝑡  +  𝛽4  𝐺𝑟𝑜𝑤𝑡ℎ𝑖𝑡   +  𝜀𝑖𝑡       
    
Figure 1: Variables and definitions 

ROA  Earnings before tax/total assets 
CGI  Score of CG practices   
Size  Ln total assets 
Leverage Total debts/total assets 
Growth (Salest – Salest-1) / Salest-1 

 
 

IV. RESULTS AND ANALYSIS 

Table 1 presents descriptive statistics for variables. Mean (median) value is 0.0335 (0.0293) with standard 
deviation of 0.1070. Average value of CGI is 46.5931. The CGI figures show reasonable commitment of firms 
in adopting corporate governance practices in Pakistan. Table 2 gives correlations among the variables. CGI 
is significantly positively related with ROA. The results suggest that CG improves firms’ performance. The 
correlations among the independent variables is not too high indicating that multicollinearity problem is 
not troublesome. The VIF values validate the results as these are near to unity for all of variable as reported 
in Table 3.  

Table 1: Descriptive statistics for family firms 2004-2012 

Variable ROA CGI  Size Leverage Growth 

 Mean 0.0335 46.5931 7.7756 0.6623 0.1669 

 Median 0.0293 47.0000 7.7827 0.6364 0.1372 

 Maximum 0.3085 75.5000 10.9515 1.9989 0.9951 

 Minimum -0.2578 15.0000 2.5486 0.0316 -0.6126 

 Std. Dev. 0.1070 10.7235 1.4276 0.3090 0.3402 

 Observations 964 964 964 964 964 
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Table 2: Correlation 

Variable ROA CGI  Size Leverage Growth 

ROA 1     

 -----      

CGI  0.3214*** 1    

 0.0000 -----     

Size 0.1768*** 0.3554*** 1   

 0.0000 0.0000 -----    

Leverage -0.3941*** -0.1645*** -0.1358*** 1  

 0.0000 0.0000 0.0000 -----   

Growth 0.2550*** -0.0022 0.0239 -0.1101*** 1 

  0.0000 0.9453 0.4595 0.0006 -----  

***, ** & * denote significance at 1, 5 & 10% level. 
 

Table 3: Variance Inflation Factor 

Variable Coefficient Variance Centered VIF 

CGI  0.0000 1.1637 

Size 0.0000 1.1531 

Leverage 0.0000 1.0478 

Growth 0.0000 1.0130 

Constant 0.0000  NA 

 
Table 4 demonstrates regression results of GMM. The regression results show the effect of CGI along with 
control variables. The results show that CGI is significantly positively related with ROA. The coefficient 
value of CGI is 0.0027 with p-value of 0.006. These findings suggest a strong positive effect of CGI on firm 
performance in Pakistan. These results support the findings of earlier studies like Gompers et al. (2003) 
and Varshney et al. (2015) among others. As far as control variables’ relationships with ROA is concerned, 
size variable doesn’t show  

Table 4: GMM Regression Results 

   Variable Model  

CGI   0.0027*** 

 0.0006 

Size 0.0077 

 0.4334 

Leverage -0.1106*** 

 0.0002 

Growth 0.0620*** 

 0.0000 
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Constant -0.0911 

 0.5040 

J-statistics 5.4768 

Prob. J-statistics 0.1400 

***, ** & * denote significance at 1, 5 & 10% level. 

Table 5: OLS Regression Results 

   Variable Model  Model  

CGI   0.0026*** 0.0025*** 

 0.0000 0.0000 

Size 0.0028 0.0075*** 

 0.2138 0.0024 

Leverage -0.1118*** -0.1106*** 

 0.0000 0.0000 

Growth 0.0689*** 0.0695*** 

 0.0000 0.0000 

Constant -0.0442 -0.1272 

 0.0314 0.0000 

Sectoral dummies Included Not Included 

Adjusted R-squared 0.2688 0.3048 

F-statistics 89.5091 84.6223 

Prob. F-statistics 0.0000 0.0000 

    ***, ** & * denote significance at 1, 5 & 10% level. 

significant relationship. Leverage is significantly negatively related whereas growth is significantly 
positively related with ROA. The results are consistent with earlier studies. 

In order to check the robustness, OLS regression analyses are also done. The results are reported in Table 
5. The finding confirms the above presented GMM results. The coefficient of CGI is significantly positively 
related with ROA in both regressions models before and after including the sectoral dummies. Similarly, the 
coefficient signs of control variables e.g., size, leverage & growth remain consistent. The relationships are 
still positive for size & growth and negative for leverage.     

 

V. CONCLUSION 

The study sheds light into a major issue of CGI-performance relationship in family firms that most common 
in corporate sector of Pakistan (Waseemullah, 2017). The study develops CGI covering three categories 
including board of directors, reporting and disclosure & transparency. The estimation is done using GMM. 
The findings of 964 annual observations show that corporate governance has a significant impact on firm 
success. The findings show that CGI has a favorable impact on ROA. The ramifications of these findings for 
policymakers and managers are also important.  

This is a positive sign for policymakers, as SECP introduced legislation in 2002, which were amended in 
2012. The findings suggest that family businesses in Pakistan are serious about adopting corporate 
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governance principles. After a period of early understanding of corporate governance practices, the 
corporate governance system is improving and looking forward. In Pakistan, regulatory bodies seem to be 
successful in implementing corporate governance standards. However, the findings highlight the need for 
an appropriate oversight mechanism to protect foreign shareholders, with a special emphasis on corporate 
ownership of Pakistani group companies.  

The research is confined to non-financial businesses, with financial businesses entirely ignored. Only 
accounting-based results, such as return on investment, was included in the study. Tobin's Q or other 
market-based success metrics may be used in future research. In a family business, the ownership-control 
gap is particularly pronounced. In emerging economies like Pakistan, more research is needed into how 
ownership-control inequality affects the relationship between corporate governance and success. 
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