
ARTICLE

Nexus between boardroom independence and firm
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This study empirically investigates the linkage between boardroom independence and the

financial performance of non-financial firms in an emerging market featured by family-

controlled businesses and concentrated ownership. The relationship is tested in a sample of

152 non-financial firms listed on the Pakistan Stock Exchange over a period from 2003 to

2018. Firms’ financial performance is measured through return on assets (ROA), return on

equity (ROE), market-to-book ratio (MBR), and Tobin’s Q (TQ), while boardroom indepen-

dence is measured through the proportion of non-executive directors on the corporate board.

Using the dynamic GMM approach to address the possibility of endogeneity, it was found

that boardroom independence is significantly negatively related to the financial performance

of the sample firms. This negative impact is due to the reason of close ties of outside

independent directors (non-executive directors) with dominant shareholders and manage-

ment in personal, financial, and social terms. A significant negative influence of the board size

and CEO duality on firms’ financial performance was also observed. The present study will

add to the existing literature on corporate governance and firm financial performance using

firm-level manually collected data. Further, our findings will also help the policymakers by

providing empirical insights for strengthening corporate governance mechanisms in emerging

market economies, specifically in the context of Pakistan.
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Introduction

Corporate governance refers to the rules, regulations, and
procedures through which businesses are directed and
controlled by their board of directors and management.

Prior studies of corporate governance highlighted that the board
of directors is an integral part of the internal corporate govern-
ance mechanism. It executes the function of supervision of
management, protecting shareholder’s rights, and arranging
necessary resources for the firm’s operations. The key role of
board members is to supervise and monitor managerial behavior
and firm performance.

Boardroom independence refers to the proportion of inde-
pendent directors on the board. Independent directors are pro-
fessionals who have no direct relation with the firm, so they are
likely to look into the managers’ decisions and protect the rights
of the shareholders. Decisions made by independent directors on
financial investments are, therefore, more rational than those
made by managers and shareholders (Zahra and Pearce, 1989).
Independent directors usually care about all the stakeholders,
given that most firms are less likely to share useful information
with all their stakeholders (Ibrahim and Angelidis, 1995). Addi-
tionally, independent directors are more interested in reducing
the entrenchment behavior of the managers. Thus, independent
directors are expected to be more objective and independent in
assessing the firm’s investment decisions (Sonnenfeld, 1981). The
agency theory also argues in the same vein that a high proportion
of independent directors on the board is more effective in gov-
erning and controlling management decisions (Fama and Jensen,
1983; Fernández-Gago et al., 2016; Jensen and Meckling, 1976;
Jizi et al., 2014).

Boardroom independence is the primary and important
domain of good corporate governance practices across the globe.
Boardroom independence plays a vibrant role in the alignment of
shareholders’ interests with those of the management. The sig-
nificance of outside independent directors in the boardroom got
more attention from policymakers, regulators, academicians, and
corporate managers after some major corporate failures took
place in both developed and developing markets. For example,
the failure of Lehman Brothers, American Investment Group,
Enron, WorldCom, Global Crossing and Merrill Lynch, Adelphi,
Seibu China Aviation, Adecco, and Tyco are a few to cite. Fur-
thermore, after the Cadbury (1992) recommendations, board-
room independence and the appointment of non-executive
directors on corporate boards became a more popular discussion
among academicians and policymakers. The Cadbury Report
argues the effectiveness of boardroom independence and the role
of non-executive directors in accomplishing good corporate
governance in organizations. The report also recommends the
presence of at least three outside directors in corporate board-
rooms in listed companies.

The provisions of the nomination of outside independent
directors (non-executive) on corporate boards are mandatory in
both developed and developing countries. Similarly, as an emer-
ging market, Pakistan practices the Anglo-Saxon corporate gov-
ernance model with a one-tier corporate board prevailing in the
listed firms (i.e., the executive and non-executive directors are
working under one roof of the organizational layer). The primary
focus of the managers and directors is to act as agents to protect
and maximize the wealth of the shareholders. The effectiveness of
board independence in firm performance in this particular mar-
ket is, however, less explored.

The key aim of the present study is to explore whether
boardroom independence has any impact on a company’s
financial performance in the context of Pakistan, an emerging
market economy with an inimitable institutional background,
ownership concentration, and family-controlled businesses. The

role of outside independent directors in firms with concentrated
ownership and a family-controlled environment is passive and
has a lesser influence on management decisions. Like other
emerging economies, Pakistan is a common law1 country and
follows the Anglo-Saxon corporate governance model like
Canada, New Zealand, the United States, and the United King-
dom. Furthermore, the corporate governance and corporate
board practices in Pakistan are similar to “Anglo-Saxon” states
such as single-tier board or management board, common laws,
family-controlled business, and CEO duality. Like other common
law emerging markets, the family representative manager controls
the corporate board and proxy non-executive directors. Further,
CEO duality is another common phenomenon in the corporate
culture of the country. In the family-controlled boardroom, the
opinion of the managers and the protection of minor shareholder
rights are often a matter of least concern for the companies.

Despite institutional differences, in March 2002, Pakistan
issued its first code of corporate governance (hereafter CG 2002)
for the companies listed at the Pakistan Stock Exchange
(PSX)2.This is considered to be a revolutionary step in the cor-
porate governance reforms of the country. Among other provi-
sions, the CG 2002, places the provision of at least one
independent non-executive director on the corporate board of the
listed companies. The board independence clause was further
tightened in 2012 in the revised code of corporate governance of
2012; introducing a provision that 1/3rd of board members must
be outside independent directors. Further, the code was again
revised in 2013 thereby introducing a mandatory provision for
the nomination of 40 percent outside independent directors (non-
executive directors) in the corporate boardroom.

The present study will add to the existing literature by
inspecting the link between boardroom independence and
financial performance for non-financial companies listed at PSX,
an emerging stock market, giving particular attention to endo-
geneity and heterogeneity concerns. The study uses longitudinal
data to mitigate heterogeneity, while the issue of endogeneity is
catered for by using the generalized method of moments (GMM)
estimators following Adams and Ferreira (2009), Wintoki et al.
(2012), and Udin et al. (2017).

The remainder of the study is ordered as follows: Section
“Theoretical background, literature review and hypothesis” offers
a theoretical and empirical literature review underpinning the
proposed hypothesis. The research methodology, data, and
sample are discussed in the section “Research and methodology”.
Section “Empirical results and discussion” highlights the results
and discussion, while the conclusion, policy implications, and
future directions are presented in the section “Conclusions and
implications”.

Theoretical background, literature review, and hypothesis
In this section, we discuss the theories and empirical literature on
boardroom independence and its linkage with a firm’s financial
performance.

Agency theory. Agency theory generally advocates the alignment
of the interests of owners and agents, delegating power with trust
to managers (Jensen and Meckling, 1976). The agency theory
speculates that owners employ agents for the shareholder’s wealth
maximization. Despite this fact, it is assumed that managers are
involved in engaging the self-benefit activities at the cost of
shareholder’s wealth. The divergence of the interests of managers
and owners creates agency costs, which reduces the efficiency of
the business. Moreover, this agency cost will further be observed
by the stock market and will negatively influence the stock price
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of the company. Therefore, if the agency cost is timely identified
and managed effectively, it can enhance the efficiency and
improve, the share price and overall performance of the company.
The agency theory also assumes that the absence of good insti-
tutional development and corporate control leads to market
failure. Because, in the presence of weak corporate governance
practices, parties are involved in incomplete contracts, adverse
selection, moral hazards, and asymmetric information, conse-
quently reducing the financial growth of listed companies.

The proponents of agency theory (1983) argue that outside
independent directors may reduce agency costs and enhance
corporate performance through effective monitoring. The pre-
sence of non-executive directors on the board will enhance the
stock price of the company (Rosenstein and Wyatt, 1990).
Yuetang (2008) finds a positive impact of a high proportion of
independent directors on a firm’s financial performance. More-
over, followers of the agency theory posit that the presence of
more independent directors on the board will reduce agency and
monitoring costs, and restrict the managers’ behavior of pursuing
self-benefit, which ultimately improves corporate financial
performance. Previous researchers such as Brickley et al. (1994)
and Fama and Jensen (1983) supplement the agency theory and
argue that outside independent directors play active monitoring
roles in corporate decision-making, which enhances a company’s
financial performance. Hossain et al. (2001) find a significant
positive impact of the proportions of non-executive directors on
firm financial performance.

Aggarwal et al. (2007) posit that boardroom independence and
positive firm value are closely associated with each other. The
responsibility of the executive directors is to look after the daily
operations of the company and also to craft and implement long-
term business strategies. The inside or executive directors on
corporate boards are full-time employees of the company and
have close ties with the CEO and CFO of the company. The close
ties with company management will lead to passive monitoring of
the CEO and CFO’s decisions (Daily and Dalton, 1993). To
control the issues arising due to close ties between executive
directors, CEO, and CFO, non-executive directors are placed on
corporate boards to protect the shareholders’ rights and efficient
utilization of organizational resources.

The Cadbury Report (1992) first time highlighted that one of
the most important roles of outside directors in listed companies
is to monitor the decisions of the CEO and CFO of the company.
The Cadbury report recommends that the role of non-executive
directors must be independent and that they must be responsible
for active monitoring of the management and executive director’s
decisions. The effective role played by non-executive directors,
when they are actively involved in the strategic formulation of the
company, is to closely monitor the decisions of the management.

Stewardship theory. The stewardship theory seeks to resolve the
agency conflict that occurs due to a divergence of interest between
the agents and principals of the business by focusing boardroom
structure, usually executive directors, of the company. The
stewardship theory argues that agents/managers are honest
stewards for the owners of the firm and perform with dedication.
The theory thus suggests that executive directors and managers
can achieve firm wealth maximization goals rather than self-
interest behavior. Further, the theory also encourages delegating
power to managers/ executive directors in strategic decision-
making so they can perform better. Moreover, the stewardship
theory also argues that managers and executive directors are more
concerned about their reputation and career progression, which
compels them to work in the interest of shareholders and dis-
courages self-serving behavior.

Supporters of the Stewardship theory also argue that executive
board members are trustworthy, and motivated intrinsically to
pursue shareholders' wealth maximization. The theory thus also
discourages boardroom independence on corporate boards.
Moreover, the stakeholder theory emphasizes that the role of
executives and board members in an organization is to create
maximum value for the stakeholders without compromising their
interests. Successful companies manage the interests of stake-
holders and align in the direction of the firm’s interests. The
theory also posits that business managers use their network and
references (with employees, suppliers, and business partners) to
efficiently fulfill business tasks.

Similarly, the resource dependency theory supports both
stewardship and stakeholder theory and posits that managers
and executive directors are valuable assets of the business because
their social and business references enhance the firm’s value. The
theory also supports the presence of outside directors on the
corporate board and argues that outside directors play an
important role in establishing a link with other organizations
and access to information that can be used for the benefit of the
business.

Agrawal and Knoeber (1996) examine the relationship between
firm value and board independence and find a negative significant
effect of outside directors on the firm’s value. Franks et al. (2001)
report that poor-performing companies in the United Kingdom
(UK) have a dominance of non-executive directors (outside
independent directors) in corporate boardrooms. Similarly, De
Jong et al. (2005) report the significant inverse influence of
boardroom independence on a business concern’s financial
performance. The role of non-executive directors in firms is
part-time. Part-time employment limits their role in strategic
decision-making (Baysinger and Hoskisson, 1990).

Many earlier studies, inter alia, Koerniadi et al. (2012), Caselli
and Gatti (2007), Klein (1998), Yermack (1996), and Hermalin
and Weisbach (2001) argue that a board’s efficiency and
corporate financial performance decline due to the presence of
a higher proportion of independent directors. Coles et al. (2001)
find a significant negative impact of outside independent
directors on a company’s market value. Shan (2019) finds
evidence of a significant negative influence of non-executive
directors on a firm’s financial value and supports the stewardship
theory. Stewardship theory contends that a corporate board must
contain a significant number of inside directors rather than
outside directors for effective and efficient decision-making.

Bhagat and Black (2001) study the influence of boardroom
independence on an enterprise’s financial value for big US
enterprises listed at NYSE (New York Exchange) over the period
of 1985–1995. The proportion of non-executive directors on
board is used as a proxy for board independence. The study finds
evidence of a substantial influence of boardroom independence
on a firm’s financial value. Furthermore, the study reports both
positive and negative associations between a company’s financial
performance and board independence.

Alipour et al. (2019) investigate the moderating effect of board
independence on the relationship between financial performance
and environmental disclosure quality. They report that board
independence positively moderates the association between
environmental disclosure and financial performance. Corporate
governance practices such as board independence and board size
play a vital role in the acquisition decision of the firm.

A significant negative impact of boardroom independence on
the company’s value for the companies listed on the Australian
Stock Exchange over the period of 2004–2005 is reported. The
negative association is due to the institutional environment in
Australia, where equity holders restrict the influence of outside
directors in corporate affairs. It has been suggested that board
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independence definition matters to define the association between
corporate financial performance and board independence. Many
previous studies, for example, Saibaba (2013), Kaur and Gill
(2007), Lange and Sahu (2008), Balasubramanian et al. (2010),
Chen et al. (2014), García-Ramos and García-Olalla (2014), and
Liu et al. (2015) report that firm’s financial performance and
boardroom independence are positively related with each other in
emerging markets. Similarly, Liu et al. (2015) argue that in
government-controlled firms and firms with lower information
acquisition and monitoring costs, the degree of board indepen-
dence is positively related to firm performance. They further
argue that the positive relationship between board independence
and firm performance in Chinese listed companies is attributed to
the self-ability of independent directors to prevent insider trading
to improve investment efficiency. Arora and Sharma (2016)
report the significant positive influence of boardroom indepen-
dence, board size, and the intellectual knowledge of board
members on a firm’s financial performance. Azeez (2015) found
an insignificant linkage between outside directors and the
performance of listed companies in Sri Lanka. Rashid (2018)
argues the insignificant positive influence of corporate boardroom
independence on a company’s financial performance. Further,
Weisbach (1988) argues that a company’s CEO can be replaced
after reporting poor earnings when the corporate board has a
maximum number of non-executive directors. A recent study by
Hu et al. (2023) found a positive association between board
independence and firm performance during negative demand
shocks. The impact of board independence on firm performance
also depends upon the appointment of influential and un-
influential outside directors (Upadhyay and Öztekin, 2021). Large
boards with a high presence of independent and female directors
tend to increase firm value, supporting agency, and resource-
dependence approaches and are in line with the monitoring or
supervising hypothesis.

Furthermore, Koerniadi and Tourani-Rad (2012) find a
significant negative association between board independence
and financial performance when the independent directors are in
the majority on the corporate board and vice versa. A positive
association between board independence and firm performance is
reprted. Souther (2021) find a positive relationship between board
independence and firm value. Further, Thenmozhi and Sasid-
haran (2020) posit that board independence has a positive impact
on the firm value of state-owned enterprises (SOEs) in both India
and China. They also argue that independent directors play an
active monitoring role and the rights of minority shareholders
in SOEs.

Al-Gamrh et al. (2020) note that board independence has a
weak negative impact on a firm financial and social performance
in the context of foreign Arab ownership and the relationship is
insignificant in the context of non-Arab foreign ownership.
Furthermore, past studies (such as Rashid et al. 2012; Rebeiz,
2018; Singhchawla et al., 2011) and Rashid (2018) find a negative
association between board independence and financial perfor-
mance in emerging markets. Further, Anderson and Reeb (2004)
argue that, in the family-controlled business environment, the
owners often seek to minimize the presence of independent
directors on the corporate board to save the resources of the
business. Shan (2019), study the impact of board independence
and managerial ownership on the firm’s financial performance.
Their study reports a negative significant influence of managers’
shareholdings and boardroom on the firm’s financial value and
vice versa. Al-Saidi (2020) found a negative relationship between
board independence and firm performance, as proxied by Tobin’s
Q. Pham and Nguyen (2020) suggest a negative link between
boardroom independence, profitability, and leverage ratio.
Potharla and Amirishetty (2021) report an inverted U-shape

association between boardroom independence, board size, and
financial performance. Zubeltzu-Jaka et al. (2019) investigate the
influence of boardroom independence on enterprises’ financial
performance through a meta-regression model. The study reports
that companies with more independent boards accomplish a
higher accounting performance but a lower market performance.
They also report that boardroom independence is less effective on
return on assets and profitability during market downturns and
vice versa. Further, non-executive directors play an efficient role
in countries with strong policies for the protection of minority
shareholders. Fan et al. (2020) report a significant negative
association between outside directors, firm value, and profit-
ability. Board independence may not be beneficial to firm
performance without defining the board members’ required
qualifications and expertise (Yasser et al., 2017). Hence, board-
room independence may not enhance a company’s financial
performance in emerging markets due to its passive monitoring
role.

Based on the above discussion and review of previous
literature, this study proposes the following main hypothesis in
the context of emerging markets, specifically in the case of
Pakistani listed companies.

Hypothesis: Boardroom independence is negatively linked
with financial performance in emerging markets

Research methodology
Sample and data. This study utilizes a panel data sample con-
sisting of 152 non-financial firms listed on the Pakistan Stock
Exchange (hereafter, PSX) (see footnote 2) over the period of
2003–2018. A total of 367 non-financial companies were listed at
PSX during 2018. Initially, we started with 200 non-financial
firms, which is approximately 54.49% of the entire population of
firms listed on the PSX. The final sample was arrived at after
following rigorous selection criteria that required that (i) the
sample firm must have data available for a minimum of ten
consecutive years, (ii) the sample firm reports corporate gov-
ernance information, such as the size and breakup of the board
and ownership structure, in the annual reports for a minimum of
10 consecutive years and (iii) We excluded firms having missing
values over the study sample period. Consequently, we ended up
with a final sample comprising 152 non-financial firms that
accounted for around 41.41% of total listed non-financial firms at
the end of 2018. This resulted in 2280 firm-year observations.

The sample size of the present study is analogous to the earlier
studies such as Udin et al. (2017), Akbar et al. (2016),
Manzaneque et al. (2016), Shahwan (2015), Wahba (2015),
Kamel and Shahwan (2014), Tariq and Abbas (2013), Javid and
Iqbal (2010), Javed and Iqbal (2007), and Shaheen and Nishat
(2005). The listed non-financial companies showed a growth of
13.57% in size and 9.26% in shareholders’ equity during the
year 2018.

Financial data for the study was extracted from the various
published reports of the State Bank of Pakistan (SBP), i.e.
Analysis of Financial Statement for non-financial companies
(SBP, 2003–2007, 2007–2012, and 2013–2018)3, while data on
boardroom independence and other corporate governance related
variables was manually collected from the annual reports of the
sample firms.

Measurement of the variables
Measurement of financial performance. Following prior studies
such as Sanda et al. (2010), Wintoki et al. (2012), Cavaco et al.
(2016), Udin et al. (2017), and Rashid (2018), financial perfor-
mance is measured through four proxies to capture the effect of
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both the market and accounting financial performance. Market-
to-book ratio (MBR) and Tobin’s Q (TQ) are used as proxies for
market-based financial performance, while return on assets
(ROA) and return on equity (ROE) are used as proxies for
accounting financial performance. These proxies are measured as
given below;

ROAit ¼
Net Income
Total Assets

ROEit ¼
Net Income
Total Equity

TQit ¼
Total BorrowingþMarket Capitalization

Total Assets

MBRit ¼
Market Capitalization on last TardingDay

Book Value of the Equity

Measurement of the Board independence. Following previous
studies (for example, Faleye, 2015; Rashid, 2018; Wintoki et al.,
2012 among others), board independence (BIND) is defined as
the proportion of outside to total directors and is measured as
follows;

BINDit ¼
No: of Non� ExectiveOutsideDirectors

Total No: of Directors

Measurement of control variables. Following the previous litera-
ture on corporate governance, this study incorporates Board Size,
CEO Duality, Firm Size, Leverage, Growth, Profit Margin, Payout
Ratio, and Liquidity Ratio as control variables. The definitions
and measurements of these control variables are presented in
detail in Table 1.

Model specification and methodology. The objective of this
study is to examine the impact of board independence on firm
financial performance. To test our hypothesized relationship, we
specify the following regression equation.

Yit ¼ α
°
þ β1BINDit þ β2BSit þ β3CEODUit þ β4FSIZEit

þ β5LEVit þ β6GROWTHit þ β7PMit þ β8PR þ β9LIQRit

þ ∑
n

i¼1
YearDumiesþ ηi þ εit

ð1Þ

εit ¼ μi þ eit ð2Þ
where

Yit represents the company’s financial performance as proxied
by accounting-based performance (i.e. ROA and ROE) and
market-based performance (i.e. MBR&TQ). Moreover, ”i”
represents the sample firm ði ¼ 1:::146Þ while “t” represents a
year in the study sample period ðt ¼ 2003:::2018Þ, ηi, denotes the
firm’s unobserved time-variant, while εit represents the composite
error term, and μi is used for firm-specific effects. Error term is
symbolized by eit. The rest of the variables are explained in
sections “Measurement of financial performance ” and “Measure-
ment of the Board Independence”.

It is evident from past studies that corporate governance
studies often face the issue of endogeneity and inconsistency of
the parameter estimations. Following prior studies such as
Demsetz and Villalonga (2001), Antoniou et al. (2008), Nakano
and Nguyen (2012), Flannery and Hankins (2013), and Wintoki
et al. (2012, we employed the dynamic generalized method of
moment (DGMM) estimator to address the issue of endogeneity.
The dynamic version of the GMM was applied as the static GMM
was not suitable here due to the absence of suitable instrumental
variables in the perspective of corporate governance studies and
the company’s financial performance. Following the approach of
prior studies by Wintoki et al. (2012), Nguyen et al. (2014), and
Udin et al. (2017), 1-year lag of the dependent variable (Yit−1)
was used for the dynamic adjustment and to resolve the problem
of endogeneity.

After this adjustment, Eq. (1) can be expressed as follows:

Yit ¼ α
°
þ α1Yit�1 þ β1BINDit þ β2BSit þ β3CEODUit

þ β4FSIZEit þ β5LEVit þ β6GROWTHit

þ β7PMit þ β8PR þ β9LIQRit þ ∑
n

i¼1
YearDumiesþ ηi þ εit

ð3Þ

where Yit−1 denotes the one-year lagged financial performance of
the firm i.

Empirical results and discussion
Summary statistics and VIF test. Tables 2 and 3 summarize the
descriptive statistics of the variables along with the VIF test for
the detection of multi-collinearity between the independent
variables. The summary statistics reveal that an average board in
our sample firms has around 58% independent directors on the
board, with board independence ranging from as low as 9% to as
high as 100% of the total board size. This average percentage
value of board independence (58%) is well in conformity with the
country’s code of corporate governance of 2013 (CG 2103) and
international standards, specifically, the Anglo-American
standards.

It is worthwhile to note here that the average percentage of
board independence in Pakistan is higher than its neighbor
emerging markets, with an average of 49% board independence in
India and an average of 12% in Bangladesh, for instance, as
reported by Mohapatra (2016) and Rashid (2018). Furthermore,
the average board independence in Anglo-American countries is
61% in Irish companies, 36% in US companies, and 54% in US
large industrial companies (see Brennan and McDermott, 2004;
Daily and Dalton, 1997; Yermack, 1996). The average board
independence in our sample is also comparable to the
recommendations of the Cadbury Report (1992). The Cadbury
Report (1992) advocates a minimum of three non-executive
(outside) directors on the corporate board, while another report
proposes that fifty percent of boardroom (without the board
chairman) should be non-executive.

Table 1 Control variables—definitions and measurements.

Variable Symbol Measurement

Board size BSit Natural logarithmof Total Number of Directors
CEO duality CEODUit “1” if the CEO and Board Chairman is same person, otherwise “0”
Firm size FSIZEit Natural logarithmof Total Assets:
Leverage LEVit Ratio of Total debt to Total Assets
Growth Growthit % ageAnnual Change in Sales
Profit margin PMit Net incomedivided by Total Sales
Payout ratio PRit Cash dividend divided byNet income
Liquidity ratio LIQRit CurrentAssets=Current Liabilites
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Similarly, the summary statistics in Table 2 also show that the
average board size in the sample is eight members, with a
minimum of six and a maximum of 16 members. These figures
indicate that listed companies at the PSX are following rules
prescribed by the country code of corporate governance 2002 and
2013. Further, the average figure of board size for Pakistan is
closer to its neighbor emerging markets as well such as
Bangladesh and India, where the average number of directors is
6.6–10.5, respectively (see Kalsie and Shrivastav, 2016; Pranati,
2017; Rashid, 2018).

Additionally, around 95% of the CEOs in our sample are dual
CEOs, showing that in a majority of the companies listed at the
PSX, the same individual holds the title of both the CEO and the
chairperson of the corporate board. The Code of Corporate
Governance of Pakistan 2013 explicitly restricts CEO duality
practices in the listed companies, as the CEO is appointed by the
board of directors who also evaluate his performance and ensure
a succession plan for the CEO. The average value of 95% CEO
duality of our sample companies is much higher than that in
Bangladesh and India. CEO duality is 26% in Bangladesh and
28% in India (see Rashid, 2018; Shrivastav and Kalsie, 2016).

As regards the performance indicator variables, the average
value of return on asset (ROA) is 6% which ranges between
−2.76% to 1.07%. Return on Equity (ROE) has a mean value of
1.32%, with a minimum value of −92.00% and a maximum value
of 117.2%, while the average values of Tobin’s Q (TQ) and
market-to-book ratio (MBR) are 18% and 12.78%, respectively.

The results of the VIF test are presented in the last column of
Table 2, We employed the VIF test to check the multi-collinearity
issue among the explanatory variables. The multi-collinearity

problem arises when the value of VIF exceeds 10 (Gujarati, 2003).
From Table 2, we can observe that the maximum value VIF in the
last column of Table 2 (see Appendix) is 1.26 while all the other
VIF values are less than the threshold of 10 providing no evidence
of multi-collinearity in the variables (see also correlation matrix,
Table 3).

Empirical results and discussion. Table 4 presents the empirical
results of GMM regressions of board independence and firm
financial performance. We employed the Arellano-Bond Serial
Correlation AR (1) and AR (2) to check possible homogeneity
among the instrumental variables used in the analysis. Further,
the J-statistic test was also used for over-identifying restrictions.
All the diagnostic tests for the four regressions model are satisfied
(shown in the last four rows of Table 4).

Interestingly, the results in Table 4 show a statistically
significant inverse relationship between boardroom independence
and firms’ financial performance across all four regression models
after we controlled for heterogeneity and unobservable firm-level
dynamic endogeneity. This reflects that corporate boardroom
independence negatively affects financial performance in emer-
ging markets, such as Pakistan. The negative influence of
boardroom independence on firm financial growth is also
reported in emerging markets like India and Bangladesh (see
Kalsie and Shrivastav, 2016; Pranati, 2017; Rashid, 2018). Our
results are in line with the results of Sheikh et al. (2013), who
report a negative link between boardroom independence and
company’s financial value of the non-financial companies listed
on the Pakistan Stock Exchange (PSX) over the period of

Table 2 Summary statistics and variance inflation factor (VIF).

Mean Median Min Max Std skew Kurt Obs VIF

Board independence (%) 0.58 0.57 0.09 1.00 0.20 −0.27 2.36 2432 1.04
Board size (in board members) 8.05 7.00 6.00 16.00 1.49 1.70 6.79 2432 1.20
CEODU 0.95 1.00 0.00 1.00 0.21 −4.33 19.7 2432 1.15
Return on asset (%) 0.06 0.05 −2.76 1.07 0.16 −3.05 60.5 2432 1.02
Return on equity (%) 1.32 0.04 −92.0 117.2 8.45 6.85 82.4 2432 –
Market to book ratio (%) 18.19 1.27 0.00 461.3 108.1 30.04 182.5 2432 –
Tobin’s Q (%) 12.78 1.58 0.02 930.7 47.3 9.88 136.1 2432 –
Liquidity ratio (times) 1.20 0.94 −6.40 16.16 1.45 3.74 26.9 2432 1.04
Leverage (%) 1.05 0.67 0.02 39.28 2.60 11.37 152.2 2432 1.26
Profit margin (%) 0.00 0.04 −10.0 7.63 0.67 −4.19 89.9 2432 1.12
Payout ratio (%) 0.25 0.11 −9.50 9.78 0.61 3.22 96.5 2432 1.04
Growth (%) 0.18 0.11 −0.99 13.00 0.76 9.88 138.5 2432 1.02

Source: Authors’ calculation.

Table 3 Correlation matrix.

Board
independence

Board size CEO duality Liquidity ratio Firm’s size Leverage Growth Profit
margin

Payout
ratio

Board
independence

1

Board size −0.1356*** 1
CEO duality −0.0783*** −0.307*** 1
Liquidity ratio −0.00056 −0.00041 −0.0171 1
Firm’s size 0.0587*** 0.265*** −0.218*** 0.138*** 1
Leverage 0.020789 −0.041*** 0.00345 −0.1407*** −0.311*** 1
Growth 0.0160 0.0335 0.0196 0.0248 0.0071 0.0043 1
Profit margin 0.0278 0.038** −0.012 0.105*** 0.100*** −0.04*** 0.12*** 1
Payout ratio 0.0135 0.019 0.00054 0.095*** 0.105*** −0.052*** −0.019 0.07*** 1

**, ***, Denotes significant at the 5% and 1% level respectively.
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2003–2018. Moreover, our results are also in line with the results
of Ehikioya (2009); Kiel and Nicholson (2003), Coles et al. (2001),
Agrawal and Knoeber (2012), Yasser et al. (2017) and Agrawal
and Knoeber (1996) who also found a negative association
between board independence and firm performance. Our finding
is not surprising because in Pakistani listed firms, the indepen-
dent directors are not truly independent, due to their close
relations with company management. They are often family
friends who are appointed as proxy non-executive directors.
Likewise, in Pakistan, independent directors have close ties with
the dominant shareholders in personal, financial, and social terms
that may influence their independent judgment, which endangers
their role as outside independent directors. Meanwhile, to
monitor the opportunistic behavior of the top management and
to mitigate the agency problem, more boardroom independence
is required, thereby appointing a proportion of outside directors
to the corporate board. High boardroom independence is useful
for a true and fair disclosure of information to the stakeholders,
which can enhance the corporate reputation and financial growth
(Zhang, 2012).

The results in Table 4 further show a significant negative
association between firms’ financial performance (i.e. TQ & MBR
and ROA & ROE) and the firm’s board size. The negative
coefficient implies that a larger board size may impede
organizational communication and reduce the effectiveness of
monitoring by delaying the decision-making process. Moreover,
this may also have a connection to the institutional background of
the country where a majority of the listed firms are either family-
owned or are controlled by business groups, and board members
are appointed from the family or family friends without
considering their qualifications and relevant experience. In the
majority of the cases, proxy/ghost directors are appointed to
comply with the requirements of the Securities Exchange of
Pakistan (SECP), which might further hurt the true financial
performance of the firms.

Further, the Companies Law 1984 and different versions of the
codes of corporate governance issued by the SECP from time to
time (such as Code 2002, code 2013, and Code 2017) have
mandatory provisions regarding board size and board indepen-
dence. The ideal corporate boardroom independence varies from
a minimum of five outside independent directors to a maximum

of ten members depending on the operational size and nature of
the firms. In listed companies at the PSX, the average board size is
eight members (see Table 3).

The current study also observed an insignificant association
between CEO duality and ROA but a significant negative
association with ROE, MBR, and TQ. One reason for this might
be that most of the companies have family-concentrated owner-
ship structures. Further, a significant inverse association between
market-based firm performance and CEO duality may be due to
the pyramidal and cross-shareholding ownership, control of
business groups, and lack of corporate transparency. Further, in
most emerging countries such as Pakistan, family members hold
the position of CEO and chairperson of the board, and their focus
is on short-term benefits and earnings instead of longer-term
earnings and shareholder benefits. In such an environment, the
common practice of family members/friends holding top
management positions is also one of the main reasons for the
agency conflict and leads to the negative effect of CEO duality on
the company’s financial value. Our finding is consistent with the
prediction of the agency theory that uniting both roles (i.e. CEO
role and chairperson of the board) into a single position would
weaken board control and adversely affect firm financial
performance. Further, growth, payout ratio, and firm size were
found to be significantly positively related to both market and
accounting proxies of firm value (i.e. MBR & TQ and ROA &
ROE). We also observed a significant negative impact of the firm’s
leverage and liquidity on both the market as well as accounting
financial performance. Moreover, we observed a positive
significant impact of profit margin on return on assets, while a
significantly negative relation with ROE, MBR, and TQ.

Conclusions and implications
This study explored the connection between boardroom inde-
pendence and firm financial performance in a sample of listed
non-financial firms from an emerging market i.e., Pakistan. Using
panel data of 152 non-financial companies listed at the Pakistan
Stock Exchange (PSX) over the period from 2003 to 2018, the
study finds a significant negative impact of boardroom inde-
pendence on sample firms’ financial performance. This finding is
in contrast to the prediction of agency theory and the common

Table 4 GMM results for board independence and financial performance.

ROA ROE MBR TQ

Financial performance (t−1) 0.271*** (0.000) 0.116*** (0.000) 0.015*** (0.000) 0.414*** (0.000)
Financial performance (t−2) −0.027*** (0.000) −0.174*** (0.000) 0.014*** (0.000) 0.0255*** (0.000)
Board independence −0.498*** (0.000) −8.04*** (0.000) −9.630*** (0.000) −21.734*** (0.000)
Board size −0.132*** (0.000) −0.968*** (0.000) −9.978*** (0.000) −14.377*** (0.000)
CEO duality 0.038 (0.4253) −7.050*** (0.000) −6.208*** (0.000) −30.477*** (0.000)
Firm size 0.020*** (0.000) 0.603*** (0.000) 4.491*** (0.000) 21.857*** (0.000)
Liquidity ratio −0.001 (0.4722) −0.456 *** (0.000) −4.058*** (0.000) −2.719*** (0.000)
Leverage −0.015*** (0.000) −0.372*** (0.000) −5.259*** (0.000) 1.447*** (0.000)
Growth 0.075*** (0.000) 0.502*** (0.000) 10.751*** (0.000) −0.7468*** (0.000)
Profit margin 0.069*** (0.000) −0.546*** (0.000) −3.891*** (0.000) −9.970*** (0.000)
Payout ratio 0.008*** (0.004) 0.291*** (0.000) 4.164*** (0.000) 1.4096*** (0.000)
Firm-year observations 1976 1976 1976 1976
Firms 152 152 152 152
Instrument rank 126 126 126 126
AR(1) P-values 0.0025 0.0011 0.00264 0.0021
AR(2) P-values 0.55 0.6185 0.3305 0.920
J-Statistics of over-identifying restrictions (P-value) 0.2282 0.2028 0.226 0.1920
Year Effects Yes Yes Yes Yes
Industry Effects Yes Yes Yes Yes

*, **, ***, Denotes significant at the 10%, 5% and 1% level respectively. P-values are reported in parentheses.
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belief that the outside (independent) directors will protect and
promote shareholders’ wealth due to their legally vested respon-
sibilities. This negative relationship of corporate board indepen-
dence implies the passive role of independent directors and close
ties with the company management. It might be that the non-
executive directors are mostly part-timers and lack insider
information about the company, which limits their decision-
making power and influences the executive/insider directors’
decisions. Our results are consistent with the findings of other
studies in emerging markets, for example, in Bangladesh (for
instance; Mohapatra, 2016; Rashid, 2018; Rashid et al.,
2010, 2012) and India (see Mohapatra, 2016; Pranati, 2017 among
others). We also find a significant negative relationship between
corporate board independence and financial performance after
controlling for firm heterogeneity and dynamic endogeneity.
Based on the findings of this study, it can be concluded that
proper re-balancing may be required concerning boardroom
independence in the non-financial sector of Pakistan.

In addition to this, we observed a negative effect of CEO
duality and board size on the listed company’s financial value.
This negative effect of board size and CEO duality on ROE, MBR
& TQ confirms that board duality in Pakistani business culture
supports CEO entrenchment, reduces the effectiveness of board
monitoring, and impedes firm performance.

The implications of this study are multifold: First, we observed a
significant negative influence of boardroom independence and a
firm’s financial performance. This finding implies that in Pakistan,
the outside directors on the board are unable to provide any
independent advice and decisions due to their close ties with
dominant shareholders and counterparts. We recommend that the
SECP introduce clear provisions for the appointment and criteria of
independent directors in the code of corporate governance and
should introduce mechanisms to ensure boardroom independence
and strengthen the monitoring capabilities of board members.

The results of this study contribute to the literature on the
connection between boardroom independence and a firm’s
financial performance in a South Asian emerging market i.e.,
Pakistan. The findings of this study may therefore provide
reflective insights for tamping up good corporate governance
mechanisms in emerging markets, specifically in the context of
Pakistan. Future researchers are encouraged to further investigate
the impact of outside directors’ characteristics such as gender,
background qualifications, financial expertise, and their legiti-
macy on firm performance. Further, this study can be extended
by considering the financial sector and considering other emer-
ging financial markets.

Data availability
Data is hand collected from the annual reports of the sample
companies and balance sheet analysis of Joint stock companies.
However, data is publicly available via the following links: 1.
https://www.sbp.org.pk/reports/annual/FSANFC/Years.htm. 2.
https://opendoors.pk/premium-data/financial-statement-data/
(annual reports of the sample companies).
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Notes
1 “ Pakistan has adopted the English common law”
2 Formally, “Karachi Stock Exchange (KSE)”
3 “SBP publish 5-year financial statement analysis of joint stock companies.”
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