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ABSTRACT 

Corporate Governance, Financial Distress Cost, and Financial Constraints 

in PSX Listed Firms 

Since the aftermath of large businesses like Enron, World Com, and Toshiba in an 

international context, the Asian Financial Crises (AFC), the stock market crises of 2002, and 

global financial crises (GFC), the government and regulatory authorities around the globe 

took corrective measures to revamp their respective corporate governance system to avoid 

such incidents in future. There is a consensus that a weak regulatory system, poor 

implementation of the law, and inefficient governance practices are the major contributors to 

such failures, which eventually lose investors' confidence in the capital market. Developed 

countries and developing countries take such corrective/initiative measures to safeguard the 

situation. The present study investigates the role of corporate governance mechanisms on 

financial distress cost and financial constraints. The first stage investigates the association 

between corporate governance and financial distress cost; the second stage reports corporate 

governance's impact on financial constraints. The study used a sample of 215 Pakistan Stock 

Exchange (PSX) listed firms from 2010 to 2018 to conclude the findings.  

The study's findings revealed that an effective corporate governance mechanism saves firms 

from financial constraints and minimizes financial distress cost. The constitution of an audit 

committee and board mechanism as an effective governance measure is essential for enriched 

firm progress. The compensation and monetary incentives paid to top executives keep 

aligning with stakeholders and save firms from financial constraints and financial distress 

cost. The presence of block holders, foreign ownership, and institutional ownership need to 

be more strengthened to play its vital role in saving the firm from any unpleasant situation in 

the future. Additionally, a composite measure of governance index shows a significant 

inverse association with financial distress cost and financial constraints, which corroborates 

that the higher the firm's governance quality, the lower the financial distress cost and 

financial constraints. Finally, the study suggests some practical implications based on 

findings to investors, policymakers, and managers. 
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This chapter presents a brief introduction of corporate governance and then discusses 

corporate governance in connection with financial distress cost and financial constraints. In 

the end significance of the study and research objectives are explained. Present chapter is 

outlined as section 1.1 discusses a brief summary of corporate governance. Corporate 

governance and its impact on financial distress cost and financial constraints are presented in 

sections 1.2 and 1.3, respectively. The study's significance explains in section 1.4, and lastly, 

the objectives of the study are discussed in section 1.5.  

The evolution of the word "corporate governance" in an academic discipline has been 

witnessed for three decades. Corporate governance emerged as a monitoring and controlling 

mechanism only after a big corporate scam like Enron and WorldCom. The downfall of a 

business giant in the United States, the increasing trend of privatization, waves of merger and 

acquisition since the 1980s, East-Asian Financial crises 1997, and integration of world 

capital markets increased emphasis on corporate governance in the current millennium 

(Mitton, 2002). Moreover, there was a significant number of cases in which management 

fraud and accounting swindles among the giants of the business world, increased activism 

among large institutional investors, as well as the emergence of conglomerates and the 

downfall of many Asian companies brought to the fore the issue of top management 

accountability and the transparency of business operations (Ehsan, 2018). These happenings 

highlight the significance of effective corporate governance in the organization and 

transforming it into one of the most extensively researched topics of recent times (Gillan, 

2006). Corporate governance has become the multidisciplinary combination of law, 

accounting and finance, business ethics, organizational behavior, business management, and 

politics but has no accepted definition worldwide (Solomon, 2007). 

1.1 Overview of Corporate Governance 

The importance of corporate governance arose simultaneously as there is a separation of 

ownership and management in business entities and agency theory set in. Further, structural 

adversities in big business giants' failure in the 21st century increased corporate governance 

emphasis. King report (2002, Para 24 14) describes the same as follows: 
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"The 19th century saw the foundation laid for modern corporations; this was 

the century of the entrepreneur. The 20th century became the century of 

management--- The 21st century promises to be a century of corporate 

governance, as the focus swing to the legitimacy and effectiveness of the 

wielding of power over corporate entities worldwide." 

The significance of CG lies in the continuous distillation of laws and regulations that govern 

the corporation's operations, reconciled interests of managers and shareholders, safeguarding 

shareholder rights, and ensuring a transparent environment in which each party can 

contribute to the firm's value creation and growth (Scherer et al., 2013). The concept of 

corporate governance developed with time. Corporate governance is defined in both narrow 

and broader concepts. From a narrow perspective, corporate governance describes a 

contractual association of the firm's shareholders and its hired management only. Shleifer and 

Vishny (1997) describe corporate governance as "corporate governance comprises of the 

mechanism through which owners of the corporation ensure a stable return against their 

investment." Organization for Economic Co-operation and Development (OECD) in 1999 

defines corporate governance as "a set of relationships between a company's boards, its 

shareholders, and other stakeholders. It also provides the structure through which the 

company's objectives are set, and the means of attaining those objectives, and monitoring 

performance, are determined". However, modern corporate governance approaches over 

shareholders' and managers' perspectives and other stakeholders who are influenced directly 

or indirectly by a firm (Fernando, 2011). 

A scrutiny of the definition of corporate governance falls into two broad concepts, i.e., 

considered corporate governance as a stakeholder-based concept or shareholder based 

concept. There is also a hybrid system that comprises both of the two, i.e., weak ownership 

rights but not necessarily stronger countervailing rights for stakeholders (Banks, 2004). 

These two broad aspects of corporate governance originate from three main governance 

models: the Anglo-Saxon model, the German model, and the Japanese corporate governance 

model. However, Ungureanu (2008) argues that the suitability of models depends upon the 
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legal and cultural background of the country studied, the capital market, and the form of 

business organization present. 

Corporate governance systems vary in different economies, yet stakeholders believe that 

some mechanism must be developed to check for misconduct, bribery, and corruption by 

ensuring transparency and disclosure. "Corporate governance has thus composed a system of 

supervision that employs mechanisms like board structure, duality, and remuneration to 

enrich shareholders with necessary corporate information necessary to hold management 

liable for their decision" (Al-Malkawi and Pillai, 2012). 

Corporate governance is in public debate for researchers since Jensen and Meckling (1976) 

principal-agent relationship. In companies, the resources are owned by the shareholders, but 

they are in the managers' hands, which creates unrest situations between them. This is 

commonly termed as agency conflict (Jensen & Meckling, 1976). The primary agency 

problem arises from the discretionary power on cash flows by the manager (Jensen, 1986). 

The manager prefers to utilize this free cash flow unjustly for his perks and benefits rather 

than the shareholders' benefits. The main shareholder's objective is to have a fair return 

against their investment. 

In contrast, managers have their own goals like consumption of perquisites, the prestige of 

managing a large organization, and ensuring job security by not opting risky projects. This 

agency problem varies between countries depending upon different ownership structures and 

economic conditions of the respective country.  Marisela (2005) find that agency problem in 

Latin America arise due to misalignment of interest between majority and minority 

shareholders; the same was the case in Asian countries. Classens et al. (2000) also find the 

same for East Asian countries. The principles of wealth maximization cannot achieve without 

an efficient governance system (Nazir et al., 2009). 

Corporate governance is a useful tool to deal with this agency problem. For the last couple of 

decades, regulators, policymakers, investors, and other capital market players are trying to 

design an effective governance system that would minimize the misalignment of interest 

between shareholders and managers (Epps & Ismail, 2009). Corporate governance 
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emphasizes transparency and accountability in business operations with overall objectives to 

look after stakeholders' interests. Effective monitoring of managers can be exercised through 

an effective board of director's mechanism (Fama and Jensen 1983), ensuring the safeguard 

of shareholders' interest and effective use of the firm's resources by the managers. Firms that 

fail to maximize shareholder's value can be disciplined through the market's price through 

hostile takeover (Jensen and Ruback 1983).   

Corporate governance is a crucial factor in achieving economic efficiency in the corporate 

sector. It consists of a kind of association between resource owners, resource handlers, the 

board of directors, and other stakeholders. It also provides a structure and mechanism like 

audit committee, board committee structure, etc., that help achieve the organizations' 

objectives. Good corporate governance practices help design better business management, 

strategic management, and risk management.   

1.2 Corporate Governance and Financial Distress Cost 

Scholars define the financial distress state of a firm in different ways. Chen et al. (1995) 

express distress when the firm's total value of the assets is less than the creditors' claims real 

worth. Rose et al. (2002) and Whitaker (1992) define it as a condition where a firm's 

operating cash flows are insufficient to meet current commitments. The firm fails to honor its 

creditor’s obligations. The financial distress state of an organization may happen under bad 

economic conditions or a poor governance structure. Financial distress state is not good for 

an organization, but it also provides an opportunity for a firm to reallocate its resources to get 

rid of it.  

An efficient governance system is fundamental to save the firm from financial distress. 

Researchers like Wang and Dang (2006), Al-Tamimi (2012), Shahwan (2015), and 

Manzaneque et al. (2016) argue that good governance structure enhances not only firm 

performance but also saves firms from financial distress. A weak or poor governance system 

enhances the management's ability and controlling shareholders to adopt opportunistic 

behavior to act according to their own best interest; hence, it deteriorates the firm's financial 

performance and leads towards bankruptcy (La Porta et al., 2000). Audit Committee (AC) 
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size is inversely linked with the probability of financial distress. More resources are available 

to address the company, enhancing firm performance and saving the firm from financial 

distress (Khalid et al., 2010). Further, non-executive directors' presence gives an independent 

opinion to the top management (Wiesbach, 1988; Vinten and Lee, 1993). Large shareholders 

would increase firm value by eliminating information asymmetry and reducing agency 

problems, ultimately saving the firm from financial distress (Classens et al., 2002). 

Furthermore, institutional investors are also an effective governance mechanism and put an 

effective check to monitor management. Daily and Dalton (1994b) and Mangena and 

Chamisa (2008) report an opposite linkage between institutional ownership and financial 

distress. Similarly, managerial ownership would help align the manager's interest towards 

other shareholders' interest and positively associated with long-term value generations (Wang 

and Deng, 2006 and Liu et al., 2012). Research also witnesses an effective board mechanism 

that would help save the firm from financial trouble. Regarding board size, the resource 

dependency theory advocates larger board size as it increases the firm's access to resources 

and information necessary to meet firm objectives (Pearce & Zahra, 1992) and inversely 

connected with financial distress likelihood. Similarly, the presence of independent directors 

on the board would help control opportunistic behavior of the management and minimize the 

information asymmetry and agency cost between insiders and outsiders (Fich & Slezak, 

2008; Chang, 2009); hence firms are less prone to face financial distress.  

1.3 Corporate Governance and Financial Constraints 

The firm's primary objective is to tap the investment opportunity by choosing the most 

appealing financing (Kumar and Ranjani, 2018). Firms have no other way to meet financial 

needs but to choose three options: internal funds, borrowings, or issuance of new equity. 

Pecking order theory posits that the selection of funding choice depends upon the cost it 

incurs. Accordingly, the firms prefer internal funds to external financing, followed by issuing 

new equity to feed up upcoming positive net present value (NPV) projects. It is the most 

economical source of financing and can later engage firms in the financial constraints 

situation. Perfect capital market assumptions narrate that firms can tap any profitable 
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investment project irrespective of the availability of internal funds because it can raise 

external funds without any additional cost. But in the practical world, this would not happen 

due to tax burden, information asymmetry, agency conflict, etc. The presence of these market 

fundamentals brings up the concept of "financial constraints." This concept states that there 

prevails an incongruity between internal and extrinsic financing sources, which prohibit the 

company from employing an investment it would have chosen to make, had internal funds 

been available (Kaplan &Zingales, 1995).  In simple words, a firm forgoes positive 

investment opportunities because of external funds' unavailability, which is an example of 

financial constraints.  

Fazzari et al. (1988) were the pioneers who studied financial constraints in literature. They 

linked financial constraints with corporate investments and claimed that cash flow is an 

essential determinant for capital spending when a firm is financially constrained—the 

sensitivity of investment to cash flow increases in the context of financial constraints. The 

proposed dividend payout ratio is a sign of financial constraints and hypothesized that the 

lower dividend-paying firms are considered financially constrained, hence greater investment 

sensitivity towards cash flows. Latter, this study was challenged by researchers on both 

theoretical and empirical grounds. Kaplan & Zingales (1997) argued that the sensitivity of 

investment to cash flow is not a good source of judging financial constraints. They claimed 

greater investment cash flow sensitivity in less constrained firms than more constrained 

firms. According to them, all firms facing financial constraints, but the intensity varies 

according to their differences between the cost of internal and external financing. Many 

researchers conducted studies in line with Kaplan and Zingales (1997) like Kadapakkam et 

al. (1998), Cleary (1999), Erickson & Whited (2000),  Alti (2003), Dasgupta & Sengupta 

(2007), and Chen & Chen, 2012. They agreed that this investment cash flow sensitivity is not 

an efficient measure of measuring financial constraints because of multicollinearity 

problems. However, the discussion about the behavior of a firm's investment in the presence 

of financial constraints continues intensely.  

Traditional financial constraints theory proclaimed that information asymmetry, agency 

problems, and transaction costs are the primary source of financial constraints (Myers and 
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Majluf, 1984; Gertler, 1992). Nowadays, researchers go one step forward to diagnose the 

more specific causes of economic conditions like governance quality, financial transparency, 

financial reporting quality, and the financial experience of the directors, etc. (Biddle and 

Hilary, 2006; Jiang et al., 2016; Li et al., 2018). Effective firm-level corporate governance 

practices suppress information asymmetry and agency problems and regain investors' 

confidence (La-Porta et al., 2000; Ginglinger & Saddour, 2007). Particularly, in terms of 

governance quality, developing countries ranked below in developed countries (Kalcheva & 

Linds, 2007). Further, in developing countries, firms face external financial constraints 

because of the underdeveloped financial sector and its bad reputation among investors (Agca 

& Mozumdar, 2008; Bill et al., 2011).  

Financial transparency and disclosure are possible solutions to handle information 

asymmetry, one of the main contributors to financial constraints. Li (2018) states that 

increasing financial transparency can effectively wipe out the information asymmetry issue 

between enterprises and financial institutions, enhancing its ability to obtain external 

financial resources. Jensen and Meckling (1976) advocate that good disclosure practices 

minimize agency costs and help mitigate information asymmetry between managers and 

shareholders. Extensive literature available that discusses the drivers of corporate disclosures. 

Among these, corporate governance has paid considerable attention to shaping disclosure 

practices among firms. For instance, ownership structure (e.g., Eng and Mak, 2003; Chen et 

al., 2008), the boards' mechanism (e.g., Cheng and Courtenay, 2006; Patelli and Prencipe, 

2007), the audit committee (e.g., Bronson et al., 2009), and audit quality (e.g., Piot and Janin, 

2007) have identified as determinants of the extent of voluntary disclosure.   

To minimize the agency problem is another way to get out of financial constraints. Ai and 

Wei (2004) claim that investors can supervise and restrain the financiers by acquiring 

corporate governance rights. This can protect the investor's rights and relieve the firm from 

financial constraints as well. Bhojraj and Sengupta (2003) note that efficient corporate 

governance minimizes default risk by mitigating agency costs, monitoring managerial 

performance, and eliminating information asymmetry between the firm and the lender. The 
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same is also endorsed by Sehrawat et al. (2019), Mahmoud et al. (2019), and Nguyen et al. 

(2020). 

In literature, very few studies are available about financial constraints and corporate 

governance. Among limited studies, researchers cover ownership structure connected with 

financial constraints (Hanazaki and Lui, 2006; Attig et al., 2006; Chen et al., 2008; Lins et 

al., 2013; Chu et al., 2016 ). The present study covers ownership structure and audit, board, 

and compensation structure with financial constraints in terms of their possible impact on 

information asymmetry, transaction cost, agency cost, corporate reporting, and level of 

voluntary disclosure practices that affect financial constraints.  

1.4 Financial Constraints in Pakistan 

External finance is fundamental to corporate growth. Firms operating in Pakistan are in 

trouble because of financial constraints due to a weak regulatory environment, weak 

shareholders' rights, and poor economic infrastructure. Therefore, they have no way but to 

use internal financing to meet their financing needs. Internal financing is at the top of the 

priority list, followed by external financing and then through initial public offerings (IPO). In 

external sources, the banking sector is on top priority for getting funds. The financial depth 

and access to the financial sector define corporate growth in a country. 

The financial health and the bank's liquidity position played a vital role in credit creation 

(Imran, 2014). The banking industry in Pakistan comprises 34 banks, along with four 

specialized banks, which comprise 88% of a country's financial sector, the remaining 12% 

shares comprise non-financial sectors. This non-banking sector includes investment banks, 

mudarabah, and leasing companies. In Pakistan, credit facility to the private sector is 

decreasing, and currently, it comprises 23.3% of the gross domestic product (GDP). At 

present, Pakistani firms meet 80% of financial needs to tab new investment opportunities 

through internal sources, and external financing to meet working capital requirement has 

shared only 6.5%. Ahmad and Hamid (2011) argue that Pakistan's financial sector is not 

adequate to meet the financial sector's liquidity requirement as it only meets 10% financial 
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needs of the firms. They further remark that 40% of Pakistani firms complain about the 

scarcity of external financing (Ahmed & Hamid, 2011).  

The capital market is an alternative means to meet the financing requirement of businesses. 

The companies' inclination towards equity financing is not much attracted due to the number 

of legal, economic, and procedural reasons. The companies go towards IPO at a fixed price, 

and shares are allotted in multiples of 500. Section 62 of Companies Ordinance, 1984 allows 

an investor to bid just once in public offerings, depriving an investor to make an optimal 

choice. 

There is a sharp decline in initial public offerings (IPOs) over a while, as in the 1990s, 35 

IPOs in a year, which remains only 7 IPOs in 2012. The possible reasons may be political, 

social, and security-related. Moreover, the economic sanctions of 1999 and 2001 and the 

financial crises of 2008 are the major contributors that badly affect the growth of equity 

offerings in Pakistan. Along with the decreasing number of IPOs, the average lot size also 

squeezed since 2001 as it decreased from 35 million shares to 10 million shares in 2012. In 

addition to this, the underpricing of IPOs is another fundamental characteristic of an equity 

market. It is estimated that 36% of IPOs in Pakistan is characterized by an underpricing 

(Sohail & Nasar, 2007), and it goes to 51% in 2012 (Shehr & Javid, 2014). 

Ownership concentration is another fundamental characteristic of the Pakistani equity 

market. Surprisingly, approximately 100,000 general public is involved in trading. The 

surprising fact is that 92% of investors hold only one million shares, and the remaining 

shares are in a few hands (Sher & Javid, 2014) that shows the level of concentration in the 

equity market. The prominent reasons for decreasing the trend of IPOs are IPOs 

underpricing, low participation of the general public, and a weak regulatory framework. 

The issuance of bonds in the capital market is another way-out to meet liquidity requirements 

by the companies. In the 1990s, Govt. took the initiative to develop and liberalize the bond 

market in Pakistan. However, the bond market took a share of 30% of GDP in companies' 

financing needs. In 1995, Packages Limited offered its term finance certificate (TFC) 

(Khalid, 2007). In two decades, this market raises PKR 500 billion through 131 debt 
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issuance. This potential of the bond market exists in all sectors of SECP. The bond market's 

demand side is quite potent with the participation of new entrants (e.g., commercial banks, 

mutual funds, investment banks, and insurance companies). Despite this potential on the 

demand side, many factors discourage companies from meeting financing needs through this 

research source. These contributing factors are higher transaction costs, trustee fees, advisory 

fees, rating fees, and stamp duties. Furthermore, the trading of bonds done in 'over the 

counter market' (OTC) since 2009, resultantly market remains illiquid. Further, lacking a 

central trading system brings inefficiencies in price discoveries and information asymmetry 

among investors.  

Corporate regulatory authorities made extensive efforts to make reforms in the financial 

market in Pakistan. Resultantly liquidity in financial markets has improved. Firms still face 

financial constraints from the financial sector. This will affect the value creation process of 

firms. As financial constraints get higher, Pakistan's investments and distributions will be 

lower (Mohsin, 2014; Haque et al., 2014). 

The discussion concludes that firms are operating in Pakistan in trouble because of financial 

constraints due to a weak regulatory environment, weak shareholders rights, and poor 

financial sector infrastructure. Therefore, they have no way but to use internal financing to 

meet their financing needs.                  

In recent times, different regulators like SECP and the Pakistan Institute of Corporate 

Governance (PICG) took some initiative to improve the capital market's efficiency and raise 

governance standards among firms. This increase in governance mechanism among listed 

firms minimizes information asymmetry, agency issues, and increased disclosure levels that 

ultimately provide easy access to external financing to the corporations and save them from 

costly financial constraints. Therefore, the present study investigated the impact of the 

corporate governance mechanism on financial constraints in Pakistan. 

1.5 Significance of the study 
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During the last couple of decades, there is a significant concern of regulators, policymakers, 

investors, and other market participants that firms should have an effective governance and 

monitoring mechanism to minimize the information gap, i.e., information asymmetry 

misalignment of interest between insiders and outsiders. Along with this agency issue, the 

global financial catastrophe and investors' desire for companies to have a sound CG system 

also amplified its importance. An effective governance mechanism brings transparency and 

accountability into the business operations, ultimately saving firms from financial distress 

and financial constraints. Protect it from financial distress and financial constraints. 

Academic researchers study corporate governance's role in the context of financial distress 

and financial constraints for a long. However, these studies emphasize only one or two 

dimensions of corporate governance, ignoring others. This present study is the first of its kind 

that investigates the association between corporate governance and financial distress cost and 

between corporate governance and financial constraints by taking into consideration more 

comprehensive measures of corporate governance and financial constraints.  

Pakistan is an emerging economy characterized by less developed capital markets, poor 

infrastructure, less political stability, weak legal environment, having strong stakeholder 

groups, poor monitoring mechanism, and concentrated ownership- all of which contribute to 

an environment which is a conductive study on Pakistan? Furthermore, in recent years, the 

corporate sector witnesses’ financial scams in some big firms like Callmate Telips, ENGRO, 

Pak Arab Refinery (PARCO) (Muntazar, 2017). The debacle of Taj Company, Sarah 

Textile's, and the Crescent bank raised corporate governance's importance in Pakistan 

(Farooq et al., 2020). Pakistan also witnesses this issue, but it was at the top in 1972, and 

2012 as 58 and 68 firms got to a lay-off from Pakistan Stock Exchange (PSX) during these 

periods due to financial distress simultaneously (Khurshid et al., 2018). Therefore, these 

corporate failures bring a great need to study corporate governance connected with financial 

distress costs and financial constraints. Furthermore, the underdeveloped capital market, 

incapability of the financial sector to meet the liquidity needs of the corporate sector, 

concentrated ownership structure in Pakistani firms, and a significant decline in IPO's 

provide a unique opportunity to study the role of governance structure ease of financial 

constraints and financial distress costs. Therefore, the present study breaks new ground as 
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discussed the possible impact of corporate governance on financial distress costs and 

financial constraints by using the comprehensive corporate governance measures.   

Academic researchers explore the effects of the absence of an effective corporate governance 

mechanism on firm failure and bankruptcy state. There is a consensus that an efficient 

governance mechanism keeps aligning the managers' interest towards shareholders' interest 

and will help minimize information asymmetry and agency cost (Aguilera et al., 2008). This, 

in turn, will help to reduce the distress cost and eradicate the financial constraints as well. 

Thus, corporate governance is essential to save the firm from financial constraints and 

financial distress and help accelerate its financial performance in a more extended period. 

Literature witnesses numerous studies that discussed role of corporate governance in 

connection with financial constraints. (Block et al., 2008; Lin et al., 2011; Lins et al., 2013; 

Chu et al., 2016) and between corporate governance and financial distress cost (Salloum et 

al., 2014; Miglani et al., 2015; Keasey et al., 2015; Norziaton and Hafizah, 2019). However, 

these studies show mixed findings and cover only a few elements of corporate governance. 

There is a need to study other aspects of corporate governance connected with financial 

distress cost and financial constraints, as suggested by these studies, for instance, in the 

context of financial constraints, literature witnesses numerous studies that discuss the role of 

various aspects of ownership structure towards financial constraints, ignoring other aspects of 

corporate governance like audit structure, board structure, and compensation structure. Hence 

the present study offers a unique contribution to the research. It discusses an in-depth 

investigation of corporate governance and financial constraints by covering four different 

corporate governance dimensions: audit committee structure, board structure, compensation 

structure, and ownership structure. 

Furthermore, in ownership structure too existing studies only investigate managerial 

ownership, institutional ownership, and family ownership. In addition to these, present 

studies cover other aspects of ownership structure like foreign ownership, ownership 

concentration, individual ownership, and family ownership; this constitutes a gap in the 

research. Further, the present study investigates the impact of the corporate governance index 

on financial constraints in Pakistan's case. The presence of information asymmetry, 
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transaction cost, agency issue, governance quality, lack of financial transparency, and 

reporting quality are the main contributor to financial constraints (Myers and Majluf, 1984; 

Bernanke and Gertler, 1989; Gertler, 1992; Biddle and Hilary, 2006; Jiang et al., 2016; Li et 

al., 2018) and to enhance financial disclosure and reporting quality, mitigate agency issue are 

the possible solution of financial constraints. A present study investigates the role of audit 

structure, board structure, and compensation structure in terms of its effect on information 

asymmetry, transaction cost, agency issue, and financial disclosure, impacting financial 

constraints, which is another unique contribution of the study. A strong governance 

mechanism can enhance transparency and accountability in financial reporting quality 

(Jamali et al., 2008; Ehsan, 2018), thus minimize financial constraints. 

Besides, the present study takes the lagged values of dependent variables to check the impact 

if there is a time lag before the effect of current changes in corporate governance on firms' 

financial position. As discussed in chapter 2, the governance code was introduced in Pakistan 

in 2002, which was not mandatory. Later on, the governance code was revised in 2012, 

which was compulsory to be followed by the listed companies since this study covers 2010 to 

2018. A summary of descriptive governance characteristics between these eras, i.e., 2010 to 

2012 and 2013 to 2018, is also presented in the study. 

Furthermore, the present study investigates the role of corporate governance on financial 

distress costs. To measure the financial distress costs, we borrow the model from Keasey et 

al. (2015). According to this model, financial distress cost is the product of financial distress 

likelihood (FDL) times the cost of its outcomes, i.e., Exp financial distress cost. This study is 

the first to measure financial distress costs in the local context, which is another valuable 

contribution in the present literature. Additionally, researchers study financial distress costs 

connected with ownership structure (Keasey et al., 2015), leaving other aspects of 

governance mechanism, i.e., audit structure, board structure, and compensation structure. The 

present study bridges this missing link and investigates the audit committee's role, board 

committee, and compensation committee, and ownership structure on financial distress costs. 

The study used an appropriate research design to examine the possible association between 
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corporate governance and financial constraints and between corporate governance and 

financial distress costs.  

In summary, this study extends existing literature on corporate governance, financial distress 

costs, and financial constraints in several ways. This is the first study of its kind that 

examines corporate governance's impact on financial constraints by using four aspects of 

corporate governance, i.e., ownership structure, compensation structure, board structure, and 

audit committee structure. Further, this study covers an individual element of the governance 

mechanism and studies this relationship using the corporate governance index's overall 

governance level. Secondly, the measurement of financial distress costs is another valuable 

contribution of the present study. Thirdly, the present study made a useful addition to the 

current literature by analyzing individual components and composite governance index on 

financial distress costs. Combining these features makes this a comprehensive review of 

corporate governance, financial distress costs, and financial constraints. Thus, it constitutes a 

unique and distinct resource for researchers, practitioners, and policymakers.  

1.6 Research Objectives 

As discussed earlier, unique characteristics of Pakistan's economy like underdeveloped 

capital market, weak infrastructure, pyramidal ownership structure in big firms, weak 

shareholder's rights, and high level of financial constraints being faced by Pakistani firms 

offers a unique opportunity to study the role of governance mechanism. The study aims to 

measure a comprehensive corporate governance practice (such as board structure, the audit 

committee structure, compensation structure, ownership structure, and overall corporate 

governance index) and to inspect the impact of corporate governance on financial distress 

cost and financial constraints in the context of Pakistan Stock Exchange (PSX) listed firms.  

The effective completion of the study aims to fulfill the following objectives: 

 To provide a comprehensive measurement of financial distress costs. 
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 To investigate the impact of corporate governance on financial distress costs through 

using an individual component of corporate governance and composite measure, i.e., 

governance index.  

 To examine the relationship between corporate governance and financial constraints.  

The blueprint of the remaining dissertation is organized as follows: Chapter 2 covers the 

corporate governance in Pakistan; Chapter 3 briefly presents the theoretical and empirical 

literature review on corporate governance, financial distress cost, and financial constraints, 

followed by the research questions and research gap; Chapter 4 discuss the research 

methodology which includes the sample and time of the study, measurement of variables and 

research model to conclude the findings; Chapter 5 explains the results drawn from the 

sample data in the context of corporate governance and financial distress cost and between 

corporate governance and financial constraints; Chapter 6 concludes the dissertation that 

includes findings,  proposed limitations, and future direction of the study. 
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This chapter presents an overview of corporate governance structure, which comprises an 

audit committee, board committee, compensation structure, and ownership structure. The 

chapter is organized as follows: Section 2.1 presents an overview of corporate governance in 

Pakistan. Section 2.2 covers the corporate governance structure, which comprises the audit 

committee, board committee, compensation structure, and ownership structure.  

2.1 Corporate Governance in Pakistan 

Effective corporate governance opens doors of external financing to the firm, thus paved the 

way towards economic progress and enhanced firm performance (Omran, 2004).  Big 

corporate scams and, more importantly, east Asian financial crises highlighted the 

importance of corporate vigilance, especially in developing countries. According to La-Porta 

et al. (2000), "Corporate governance comprises a collection of tools that help outsiders 

protect themselves from insiders, i.e., managers." Corporate governance includes both public 

and private companies, which govern the relationship between insiders and outsiders. 

By observing the regional trends of corporate surveillance, the SECP takes an initial step in 

2000 with the Institute of Cost and Management Accountants of Pakistan (ICMAP) and three 

functional Pakistan stock exchanges. It is an initiative to build a trustworthy corporate culture 

in the country. At first, corporate governance codes were introduced in March 2002, framed 

by the SECP with the Institute of Chartered Accountant of Pakistan (ICAP) to ensure 

accountability, transparency, and minority shareholder interest. Compliance with the best 

practices mentioned in the codes is compulsory except for two provisions. The codes' 

mandatory requirement includes qualification and eligibility criteria of directors, training and 

meeting schedule of directors, education, duties of a company secretary, presence of audit 

committee, internal and external auditor's appointment criteria, etc. The optional provisions 

were about the appointment of independent directors and restrictions for the brokers to be a 

part of board members (Nazir, 2016). The code is based upon several important documents 

like the Cadbury Committee Report on Financial Aspect of Corporate governance of UK 

(1992), Hampel Committee Report on Corporate Governance of UK (1998), King Committee 

Report on Corporate Governance of South Africa (2002), and the Principle of Corporate 
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governance (1999) by Organization for Economic Cooperation and Development (Nazir, 

2016).  

In 2007, the International Financial Corporation (IFC), the Pakistan Institute of Corporate 

Governance (PICG), and the SECP carried out an activity to determine governance codes' 

effectiveness. They concluded that directors are thoroughly sentient about governance rules. 

In response to these findings, PICG collaborates with the Asian Development Bank (ADB) 

conducted seminars to increase awareness about Pakistan's governance codes.   

It is essential to have an annual general meeting (AGM) at venues with shareholders' mutual 

consent to sort out corporate issues. There is a tendency to avoid AGM or hold in venues far 

away from majority shareholders. Law, too, not supports voting electronically or by post. So 

the decision-making process deprives the fair representation of shareholders and raises the 

question of directors' accountability. Further, in family-owned firms, mostly corporate 

decisions are not made by directors and made in AGM. This issue is more sensitive in 

business group firms where most of the directors act as proxy directors nominated by owning 

family members to act on their behalf. This leads to infringements on the legal privileges of 

minority shareholders.    

SECP made the revisions of these codes in April 2012 with nine revisions in the existing 

code of 2002 and three introductory clauses. According to revised codes, the board of 

directors must have at least one independent director, while the code encourages to have 1/3 

of members as independent directors. Executive directors should not be more than 1/3 of 

total directors, including CEO, while previous this ratio was up to 75%, including CEO. A 

director can hold the directorship position up to 7 listed companies before holding a position 

up to 10 listed companies. The revised code discourages CEO duality position by adding that 

CEO must be elected from non-executive directors. Directors must attend directors training 

program offered by any local or foreign institute provided that the said institute meets the 

criteria specified by SECP. Revised codes empower the board about the selection and 

removal of chief financial officer (CFO) and company secretary (CS), previous the same 

power vested in the hands of CEO. Revised codes emphasize that directors' remuneration 

procedures should be more transparent and mentioned in the annual report. 
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Regarding board committees, revised codes compel that the audit committee consists of 

independent directors, and the chairman of the committee must be an independent director. 

Further, the codes emphasize the formation of a remuneration committee and human resource 

committee. To promote the culture of accountability and transparency, revised codes stresses 

that internal audits should be outsourced by the company or cab be carried by the internal 

audit staff of the holding company. In both cases, the company should employ a head of 

internal audit, who is not the CFO, to coordinate between board and company provided 

internal audit services.  

In 2017, SECP made amendments in existing codes through the issuance of corporate 

governance codes 2017, which comprises 14 chapters covering board structure, director's 

training, their remuneration, the appointment of CFO, company secretary, board committees, 

internal and external audit, reporting & disclosure, and compliance with regulations. 

According to revised codes, a person can now hold the position of directorship of up to 5 

listed companies. A board must constitute at least two independent directors, or 1/3 of the 

board members should be independent, whichever is higher. Revised codes encourage female 

directors' presence on the board by adding that each listing company must have at least one 

female director on the board. Similarly, the ratio of executive directors should not be more 

than 1/3 of the total members. Lastly, the CEO and chairman of the board must not hold by 

the same person. 

Further, codes emphasize director's training to equip them with rules and regulations, 

applicable laws, and their duties and responsibilities and ensure that every director must 

attend the training program up to June 30, 20201. Regarding board structure, every board 

shall have one female director board must have at least one female director, further 

strengthening the board code. A person's entitlement to hold director office in public 

companies is not more than entitlement to hold a director's position.  

SECP issued revised codes on September 25, 2019, named "2019 code," which comprises 

eight mandatory, 22 non-mandatory, and four recommendatory provisions for the public 

companies only. These revised codes applicable since the data of its publication. The 2019 

Code is based on the 'comply or explain' approach, a new governance regime in Pakistan. 
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Among mandatory provisions, the limit of a person to hold director office simultaneously, 

the maximum and minimum limit of independent director, executive director, and CEO 

duality remains unchanged. According to these codes, in the case of sole proprietorship of the 

audit firm, it must be changed after the completion of 5 years in the case of non-financial 

firms. 

Further in the 2019 code, penalty provision is restricted to non-compliance of mandatory 

requirements only. Lastly, among mandatory provisions, codes empowered SECP to provide 

relaxation from penalty to any company for non-compliance of compulsory provision subject 

to the satisfaction that the said provision not practicable to the respective company. 

Secondly, in non-mandatory provisions, the condition to place a code of conduct on the 

website by listed companies now waived. Likewise, the documentation related to the material 

transaction is removed in the 2019 code. In the same way, in the 2017 code, it is required by 

the board of directors to define the level of materiality; this requirement is no more needed in 

revised codes. 

In the same way, code 2019 not required that the board of directors place a formal 

mechanism for selecting, monitoring, and overseeing succession planning and remuneration 

of the executive to keep aligning the company's long-term interest. Code 2017 emphasizes 

that the board of directors must approve the remuneration policy of directors, but this 

emphasis has not been carried forward in the latest codes. The revised code strengthens the 

audit committee, and now the head of internal audit can be removed only upon the audit 

committee's recommendation. Listed companies followed the SECP guideline for the 

appointment of CFO and head of internal audit, according to code 2019, it not required to 

follow the SECP guideline for the said appointments. Code 2017 empowers companies to 

appoint a full-time employee to coordinate between firm carried internal audit services and 

the board. However, this requirement for full-time employee employees to coordinate 

between them is not required in the latest codes. Lastly, code 2019 does not emphasize 

performance evaluation when fixing the director's remuneration, which was required earlier. 

In addition to mandatory and non-mandatory provisions, revised codes include four 

recommendatory provisions; hence these provisions do not fall in the 'comply or explain' 
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approach. These include provisions regarding the director's training, nomination committee, 

risk management committee, and disclosure of significance policies on the website.  

In summary, over the last few years, corporate regulatory institutions have developed good 

corporate governance laws, but these laws still lack implementation. This situation, along 

with political instability, has hindered the effective execution of these laws. The corporate 

governance code has tried to remove impurities in the corporate culture, such as ownership 

concentration, director interlocking, pyramid ownership, proxy directorship, etc. However, 

the laws have, thus far, merely provided some remedial measures; the problems persist. 

SECP has also established the Pakistan Institute of Corporate Governance (PICG) in 2004. 

PICG is playing a pivotal role in promoting acceptable corporate governance practices by 

way of providing leadership skills, director's education through DOW (Director orientation 

workshop) and BDS (Board development Series), director's orientation program, and some 

other areas like conducting seminars for general awareness of corporate governance in 

Pakistan (PICG, 2018). Since the promulgation of PICG, corporate governance has become a 

key focus of research in Pakistan. However, researchers have paid little attention to effective 

corporate governance to save the firm from financial constraints and financial distress costs.  

However, deprived of good governance laws, there is a lacking of implementation of these 

laws. Political instability is the major contributing factor along with ownership concentration, 

director interlocking, pyramid ownership, proxy directorship, etc., in implementing these in 

true spirit. 

2.2 Corporate Governance Mechanism 

To ensure an effective governance system in an organization, regulators framed different 

tools and corporate governance techniques, which the researchers empirically tested. These 

tools put an effective check on management to ensure to work but for stakeholders' best 

interest. 

2.2.1 Audit Structure 
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Audit structure is a primary governance structure mechanism as it ensures the truthfulness of 

financial disclosure information and mitigates agency conflict (Griffin et al., 2008). There are 

two ways to implement an effective audit mechanism: internal audit and external audit. The 

internal audit ensures an effective internal control system in an organization, whereas 

external auditors ensure the quality of financial statements in terms of transparency, fairness, 

and accuracy. The external auditor also makes sure that the code of corporate governance 

framed by the SECP is complied wholeheartedly by the organization. An independent audit 

committee (AC) took ownership of an effective internal control system, while an independent 

audit firm took external audit responsibility.  

An AC is to be considered an indispensable tool to safeguard shareholder's interests, and 

Cadbury Committee Report (1992) also realizes its importance and emphasized an AC by 

arguing that it should be consist of a minimum of three board members, which meets at least 

quarterly. These recommendations of the Cadbury Committee Report (1992) are also 

supported by the Public Oversight Board (1993) and Blue Ribbon Committee (1999) 

recommendations. According to Chambers (2005), AC makes sure financial statement 

accuracy, guides the board about strengthening an internal control system, and supervises an 

organization's internal audit system. Vicknair et al. (1993) claimed an increase in fraudulent 

activities and tampering in financial statements in the absence of an independent AC. 

An independent and effective AC minimizes financial distress cost and reduces financial 

constraints by increasing financial reporting quality and enhanced financial and non-financial 

disclosures of respective firms. Rehmat and Takiah (2008) claim that an independent AC 

increases firm reputation as it proves to be an effective monitoring mechanism that reduces 

financial distress costs. Carson (2002) argues that an AC helps eliminate agency costs by 

providing a true and fair view in the financial statement, hence increase credibility and 

reliability in financial statements, which in turn minimize the firm's financial constraints. The 

size and composition is an important characteristic of an effective audit committee while 

meeting the AC's frequency, too, established an important place in AC effectiveness. The 

present study examine audit committee effectiveness through audit committee size, audit 

committee independence, audit committee activity, and external auditor quality. 
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2.2.2 Board Structure 

The board of directors is the most superior authority in the company to monitor and keep 

managers accountable for their smooth operations and provide managers a long-term vision 

and strategies. The board structure is considered a pivotal institution in a company's 

governance mechanism to monitor managers (Fama, 1980). The board's prime responsibility 

is to safeguard minority shareholders' interests through adequate supervision on management 

decisions. The board is responsible for smooth business operations through the timely 

provision of needed resources to achieve organizational goals and objectives (Hillman & 

Dalziel, 2003). The board is elected by shareholders and has a prime responsibility to 

monitor the manager's decision and do strategic planning for the organization. Board 

structure comprises various elements through which effective implementation of corporate 

governance are assured. These include board size, independence, duality, participation rate, 

CEO characteristics, etc. 

The board should be independent of management's influence to perform its functions 

effectively. Researchers and professionals strongly advocate independent/non-executive 

directors in a board to create value for the firm (Belkhir, 2009). An independent board proves 

to be a useful monitoring device upon management. CEO duality and the ratio of 

independent directors on the board can be seen as an internal governance structure of 

corporate governance. Booth et al. (2002) identify two ways to measure board independence: 

CEO duality and independent directors' ratio on the board. Furthermore, an outside director 

reduces agency costs and increases earning quality (Peasnell et al., 2000; Klein, 2002). Black 

et al. (2002) argue that outside directors' presence is positively associated with firm market 

value.  

The literature of corporate governance emphasizes the separation of CEO and chairman of 

the board position, eliminating the agency cost and increasing firm value (Jensen & Ruback, 

1983). This against the Stewardship theory claims that duality creates visionary leadership as 

a unit of command becomes, on the one hand, that ultimately leads to superior firm 

performance.  
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Board structure has a significant association with financial distress cost and financial 

constraints. A larger board brings greater knowledge, expertise, and greater advising capacity 

to management, helping the firm avoid bankruptcy risk and minimize distress cost. An 

independent board puts an effective check on management opportunistic behavior and helps 

make consistent decisions towards shareholders' objectives (Fama and Jensen, 1983). An 

independent board reduces information asymmetry and minimizes agency costs between 

shareholders and managers (Fitch and Slezak, 2008; Chang, 2009), minimizing the firm's 

distress cost and financial constraints. Similarly, higher board meetings and participation 

rates increase board effectiveness, which accelerates firm performance.  

2.2.3 Compensations Structure 

Compensation structure is one of the oldest corporate governance mechanisms as Adam 

Smith (1776) and Berle and Means (1932) suggested that this conflict of interest between 

shareholders and managers can be effectively counter through better compensation to 

managers. Fama and Jensen (1983), too, acknowledged the compensation structure as an 

effective governance mechanism by claiming that managers should be given market base 

compensation plans to follow the shareholder wealth maximization principle. The 

compensation structure comprises both cash and non-cash perquisites, benefits further it may 

be short-term and long-term. Naraayanan (1996) favors short-term and long-term benefits 

and claims that if compensation only comprises short-term benefits, it leads the manager to 

be involved in under-investment activity. So, long-term compensation plans should be a part 

of the compensation plan to achieve the organization's long-term objectives.  Brennan (1995) 

argues that only monetary incentives are not enough to keep motivating the manager, but 

non-cash items like fringe benefits should be a part of the firm's long life. Jensen and Murphy 

(1990) favor long term salary benefits by claiming that only a short term salary plan is an 

ineffective corporate governance mechanism and fails to reduce agency cost. 

Our results witnessed a significant negative connection between executive compensation and 

financial distress cost and between executive compensation and financial constraints. When 

key management personnel is fairly rewarded, their motivational level increased, and they 

employ their best effort to better an organization.         
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2.2.4 Ownership Structure 

The ownership structure is an effective corporate governance mechanism. Berle and Means 

(1932), among the pioneers who first present the concept of separation of ownership from 

management, then Jensen and Meckling (1976) present an agency issue concept by 

separating these two organizations' entities. Numerous studies were found to examine this 

relationship. Among all, agency theory (Jensen & Meckling, 1976) occupies a central point 

of discussion. Chi and Wang (2009) raise two common agency problems: first arises by 

separation of ownership and management, when an organization runs but other than owners. 

The second agency problem arises with the conflict of interest between managers, owners, 

and outside shareholders and between minority and majority shareholders (Jensen & 

Meckling, 1976). Ownership can also be described by insider ownership and outsider 

ownership (Jensen & Meckling, 1976). Managerial ownership, director ownership, CEO 

ownership, and family ownership are also termed insider ownership. In contrast, individual 

ownership, institutional ownership, foreign ownership, and government ownership comes 

under the umbrella of outsider ownership. 

The ownership structure is considered central to dealing with an agency issue among 

organizations by separating resource ownership and resource handlers. For example, Jensen 

and Meckling (1976) suggested managerial ownership that reduces agency issues and 

enhances firm value by reducing private perquisite consumption at the expense of 

shareholders. Kaplan and Minton (1994) give favor to ownership concentration to tackle this 

issue.  Shleifer and Vishny (1986) advocate concentrated ownership as it increases firm value 

by putting a useful monitoring check on management. On the other hand, Earle et al. (2005) 

object to this concentrated argument by claiming that it leads to entrenchment effect and 

concentrated owner take care of interest not of the shareholders but for themselves. 

An extensive discussion is available in the literature that witnesses the ownership structure's 

role connected with distress cost and financial constraints. Eng and Mark (2003) bridged 

ownership structure with distress cost through its impact on sample firms' disclosure 

practices. They marked that managerial ownership and board independence inversely while 

government ownership positively linked to disclosure, hence impacting the firms' financial 
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constraints. Family-owned firms are reluctant to visit the capital market to meet their 

liquidity requirement because of fear of losing control of the firms, hence witnessing that the 

said firms are more financially constrained than the counterpart (Chu et al., 2016). 

Regarding financial distress cost, family firms show a significant positive relationship with 

financial distress cost. Family firms being sole decision-makers in organizations, make 

decisions to safeguard their interests rather than minority shareholders. Secondly, most 

family firms run by decedents that are not much committed and hard workers as founders are, 

resultantly, become the reason for value deteriorating and higher distress cost (Jabeen et al., 

2012). 
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This chapter covers the literature about the research question mentioned in chapter 1 

regarding the association between corporate governance and financial distress cost and 

between corporate governance and financial constraints. The objective is to discuss potential 

gaps in earlier studies about the relationship between corporate governance, financial distress 

costs, and financial constraints after mentioning the underlying theories. This chapter is 

outlined as follows: Section 3.1 briefly explains the theories related to corporate governance 

with financial distress cost and financial constraints. The empirical literature is covered in 

section 3.2, followed by research questions and summary and research gap presented in 

section 3.3 and 3.4 respectively. 

3.1 Theoretical Literature 

The theoretical framework guides researchers on what variable needs to be measured and 

what statistical relationship among them is looking for. Trochim et al. (2008) claimes that 

research has two fundamental realms; theory and observation. The theory is what is in 

researchers; however, observation is about what is happening in the real world. Research is 

all about to work between these two. Researchers frame questions, research objectives, and 

hypotheses based on theory. 

The theory is a sequential combination of facts and realities; it provides interpretation and 

clarification to facts in paradigm. It plays a very dominant role as the theoretical concepts 

narrate the relationship among study variables. The facts observed/gathered should be judged 

to determine the values, and theory can be accepted or rejected subjected to its empirical 

results (Engheta and Ziolkowski 2005).   

Kerlinger (1986) explained the theory as: 

"A set of interrelated constructs (concepts), definitions, and propositions that present a 

systematic view of phenomena by specifying relations among variables, to explain and 

predict the phenomena" (p.9). 

Deegan and Unerman (2006) explain the theory and related work as follow; 
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"In the wake of a growing number of high-profile accounting failures (such as Enron and 

WorldCom), it has never been more important for accountants to thoroughly understand and 

be able to critique the accounting practices which they use. Without such a theoretically 

informed understanding, it is difficult to evaluate the suitability of current accounting 

practice, to develop improved accounting …, and to defend the reputation of accounting 

where accounting practices are wrongly blamed for causing companies to fail" (p.4). 

In summary, a theory comprises of conceptual association of concepts, and then these 

associations are tested through empirical way (Barghathi, 2014).  

Lajili and Zeghal (2010) argue that because of corporate governance's dynamic complexity 

and the different needs of corporate governance characteristics, different theories have been 

evolved. These contain the agency theory, the stewardship theory, the resource dependency 

theory, and the stakeholder theory. The present chapter discussed these theories of corporate 

governance in the context of financial distress costs and financial constraints. The discussion 

of these theories indicates that the corporate governance mechanism looked differently in 

each theory mentioned above. Hence, in this chapter, corporate governance is discussed 

using the multi-theoretic approach to cover each theory's broader concept regarding corporate 

governance. 

3.1.1 The Agency Theory 

In companies, resources are vested in the hands of managers who are not the real owners; this 

creates an unrest situation as each has distinct priorities and keeps following these even at 

others' cost. This situation leads to a rise in agency issues in firms.It is well settled that 

agency theory is the point of origin in discussing corporate governance and its mechanism 

(Sajid, 2016). Eisenhardt (1989) remarks that agency theory is about the well-known agency 

relationship, in which the principal assigns work to the agent. Jensen and Meckling (1976) 

narrate that in companies' form of business, agency theory involves a contract in which 

shareholders hired a manager to give him decision making authority by assuming that he 

works on behalf of the investors. Agency theory claims that managers are self-interested, 

who work to satisfy their own needs rather than profit maximization of the shareholders 
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(Eisenhardt, 1989). From the agency theory perspective, the manager's prime responsibilities 

to work for the organization's best interest, and that manager's self-interest never completely 

matches that of the firm. Managers face a conflict of interest when doing business on behalf 

of the firm (Bryant and Davis, 2012). This gives the central theme of agency theory that the 

manager, while performing his job as an agency, pursues his own goals/objectives that 

deviate from those of shareholders if they are not properly monitored. 

Consequently, as a corrective measure, firms either increase the manager's incentives to keep 

aligning the manager's interest with them (Fama and Jensen, 1983) or get the same objective 

by actively monitoring such a board of directors (Bryant and Davis, 2102). To increase the 

incentives to get interest alignment includes two related components: financial alignment 

designed through outcome base contracts, share options, and alignment of preference and 

actions, whereby manager's preferences are more aligned with those of the shareholders 

(Nyberg et al., 2010). Jensen and Meckling (1976) maintain that when incentives are aligned, 

it enhances firm performance and, consequently, avoids financial distress and financial 

constraints. According to Fama and Jensen (1983), the Board of directors is the most 

effective control mechanism of the organization and controlled organizations' wide decisions. 

Other corporate governance mechanisms, like an audit committee to monitor and control 

management's behavior. The assumption here is that after aligning both parties' interests, the 

firm will operate more efficiently and effectively (Filatotchev, 2007) and avoid the 

possibility of financial distress and financial constraints situation. In this case, firms survive 

for a longer time and avoid financial distress situations, the shareholders and management 

relation should reflect an efficient form of organization of information (Fama, 1980). 

In summary, it provides a theoretical foundation of the monitoring function and gives 

directors the responsibility to monitor the management. Boards, especially an independent 

board, perform monitoring functions more effectively and save the firm from financial 

distress and financial constraints. It is also an effective mechanism to understand and design 

the compensation structure of top executives and the Board of directors' structures and 

actions. According to Wiseman et al. (2012), despite all these positive outcomes, critics of 
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agency theory claim that it lacks validity outside a specific social context, and they especially 

seek to increase personal economic wealth while minimizing individual effort.   

3.1.2 The Resource Dependency Theory 

According to resource dependence theorists, a firm is dependent on external organizations 

and environmental contingencies, and its success is very much based on how a firm got 

control over these external resources (Pfeffer and Salancik, 1978). Agency theory revolves 

around the relationship between managers and shareholders, while this theory is concerned 

with the accessibility of resources for an organization's success. Berman et al. (2005) argue 

that firms are dependent on outside forces for critical resources. Similarly, Pfeffer (1972) 

claims that a firm's success depends on access to essential resources for doing the business 

smoothly. The firm's dependence on these resources is because of the disparity of power 

between the firm and these stakeholders group (Frooman, 1999). Firms are not self-sufficient 

in all aspects; they have no way but to acquire needed resources from the outside, and that 

this will become the company dependent upon the supplying company (Peng and Beamish, 

2014). This dependency on needed resources raises uncertainty, which is detrimental for the 

firm as it obscures the firm's decision making authority over its resources and the choice of 

strategies (Rivas, 2012). Since this dependence leads to squeezing the firm autonomy over 

resources, the acquiring company is trying to acquire resources to enhance its autonomy by 

avoiding external dependence (Rivas, 2012) and increase firm survival likelihood. According 

to the resource dependency theory, organizations are trying to control their environment by 

co-opting the resources required to remain "in" in the business (Pfeffer and Salancik, 1978).  

Accordingly, this perspective considers corporate governance structure a valuable resource 

that can add value to the firm (Carpenter and Westphal, 2001). Hillman and Dalziel (2003) 

explain that the board of directors’ mechanism is the critical source of providing resources. 

Members of the Board are chosen based on their capacity to provide resource provision 

needed by the firm. This resource dependence of the Board of directors is the basis of firm 

survival. Researchers studied board composition in connection with firm growth in the 

context of resources provided by the board members and have found that board members 

playing their role in the provision of needed organization resources from the outside 
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environment than simply perform their monitoring role (Pearce and Zehra, 1992). Therefore 

it considers the Board of directors a mechanism through with the firm manages external 

dependencies over resources and increased organizational legitimacy (Pfeffer and Salancik, 

1978).  Johnson et al. (1996) claim that an independent director is more dispensable for 

acquiring needed resources. 

Similarly, outside directors who belong to law firms provide valuable legal services/advice in 

board meetings, which is very costly otherwise.Agency theory emphasizes the importance of 

the board mechanism as a monitoring device, while resource dependence theory talked about 

the Board's role in providing the resources. Hence, this theory claims that the board of 

directors is vital for the availability of critical resources that raise firm performance (Daily et 

al. 2003) and save the firm from financial distress and financial constraints. 

3.1.3 The Stewardship Theory 

Stewardship theory is another central theory of corporate governance.  The extraction of 

stewardship theory stemmed out from organizational psychology and sociology. Stewardship 

theory, too, talks about the principal-agent relationship. It impacts trust and confidence in a 

manager's decision regarding business operation while the same is lacking in the case of 

agency theory (Davis et al. 1997). This theory considers the manager as a steward rather than 

an agent. It assumes that both are interested in maximizing the company's long-term 

stewardship; hence, their interestsare aligned (Lambright, 2009). As a steward, the manager 

works for the owners' best interests rather than looking upon his interest (Davis et al., 1997). 

Stewards prefer collectivism rather than an individualistic approach in decision making. 

Nicholson and Kiel (2007) claim that inside directors are more informationally equipped and 

more likely to enhance the firm performance than the outside directors and are considered the 

best steward of the firm's resources. 

Furthermore, steward behavior cannot go beyond the organization's interest because the 

steward's ultimate goal is to fulfill organization objectives (Davis et al., 1997). If an agent 

acts as agency theory claims, then their opportunistic behavior leads to raising information 

asymmetry, resulting in financial constraints and financial distress. And if managers follow 
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the steward approach, it will help lessen the firm's financial distress and financial constraints 

with additional information disclosure. Secondly, under the stewardship theory concept, 

management does not involve in the earnings manipulation, as management have the same 

interest as the owners have and act as a steward to meet the objectives of wealth 

maximization of shareholders. Resultantly firm gets finance from external sources easily 

without any additional cost.         

3.1.4 The Stakeholder Theory 

Stakeholder theory is talking about the possible connection between a firm and its 

stakeholders. Freeman (1984) regarded a stakeholder as any entity or community that could 

influence or be influenced by any act of the organization or influenced by the achievement of 

the goal of the organization; while Donaldson and Preston (1995) claim stakeholders any 

person or groups who has a reasonable interest in procedural and substantive aspects of 

corporate activity (Shafiq et al., 2014). Stakeholders are comprised of individuals or groups 

who have stakes in a firm, and it usually includes equity holders, the general public, 

governmental agencies, employees, creditors, suppliers, and the community (Chiu and Wang, 

2015). 

According to the stakeholder's theory perspective, organizations must meet entire 

stakeholders' expectations rather than just shareholders.Therefore, stakeholder theory 

provides a forum to define core audiences. A company can channel its social activities and 

form a framework for discerning the connection between various firm success(Jones, 1995). 

This broadens management's view of its position and obligations outside profit-maximization 

objectives to incorporate non-shareholder collective priorities and statements. A manager 

should, therefore, balance the interest of entire stakeholders. Literature witnesses two main 

stakeholder theory branches: the ethical or normative branch and the managerial or positive 

branch (Deegan, 2004). 

According to an ethical perspective, managers are supposed to look after all stakeholders' 

interests while doing business. Hence according to this perspective manager is answerable by 

all stakeholders rather than majority-owned influential stakeholders. Throughout today's 
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market climate, the stakeholder's theoretical outlook is more realistic and applicable to 

achieving ultimate company objectives.  

The stakeholder theory played a crucial role in widening the concept of social accountability 

as it compelled firms to take care of entire stakeholders rather than shareholders only (Fassin, 

2012). Kacperczyk (2009) argues that attending to stakeholder's interests benefitted firms in 

the long run. This could be through a wider acceptance of the product in a society that will 

improve firm financial performance and enhance a firm's ability to create value in the end, 

andmitigate the chances of financial distress. To bring prosperity in business and save from 

financial distress, companies need to maintain energetic, societal, cultural, and business 

efficiency by keep fulfilling the different needs of entire stakeholders. Therefore, it is not 

surprising that performance is not only measured through accounting numbers in today's 

business environment, but social and environmental performance is reported as well. 

However, the core issue with stakeholder theory is that there is no unified accepted 

stakeholder definition in the literature (Kooskora, 2006). They are unlimited individuals or 

groups that may influence or be affected; therefore, they fall within stakeholder control, but 

the definition has no criterion of how suitable individuals or groups are regarded as 

stakeholders (Sternberg, 1997). Stakeholder theory asserts that firms are responsible to all 

their stakeholders along with the shareholders. The stakeholder argument, though, is 

inconsistent with the enterprise and its beneficial interests. There is a contradiction in 

managers' responsibilities in stakeholder theory and agency theory as the former undermines 

the manager's responsibility to create shareholder value. 

In contrast, agency theory persists that the manager is appointed as shareholder agent, and it 

has the primary responsibility to maximize shareholder value. Therefore, stakeholder 

philosophy allows executives to disregard the preceding obligations or commitments of 

shareholders. They accepted to approve their positions (Sternberg, 1997). 

3.2 Existing Empirical Literature 
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The significance of corporate governance and its mechanisms in enhancing a firm financial 

performance and saving it from financial distress and financial constraints is not a refuting 

fact. It has a substantial impact on corporate value. There is a consensus of policymakers and 

academic researchers that corporate governance is the main prop for wealth maximization for 

shareholders and corporate value while reducing the financial distress and financial 

constraints. Theoretically, a good governancemechanism is an effective way to prevent a firm 

from financial distress state (Mohd Noor et al. 2012). Well governed firms utilize their 

resources more efficiently and effectively and hence have a stable return. Firms having good 

governance measures have less probability of being in a distressed state than bad governance 

firms (Hui and Jing-Jing 2008). Yeh and Leh (2004), too, endorsed the same findings that 

weak governance firms have a high probability of being in a distressed state than good 

governance firms. Generally, an organization's governance mechanism can be strengthened 

by an audit committee structure; board committee structure, ownerhsip structure, and 

compensation structure (Fernando, 2011). The academic researchers have employed one or a 

combination of these four corporate governance mechanisms to explain its impact and role in 

financial distress costs and financial constraints. This chapter presents relevant literature on 

corporate governance on financial distress costs and their effect on financial constraints.  

3.2.1 Corporate Governance and Financial Distress Cost 

Firms have a wide array of sources to finance their investment opportunities. In the incidence 

of perfect capital market assumption, the Modigliani-Miller theorem argues that its capital 

structure is irrelevant to its value.  Internal and external funds are perfectly substituted for the 

firm, and firm investment and financial decisions are independent. The presence of market 

imperfection leads the firm to rank financing sources to meet liquidity requirements. The 

possible sources of market imperfection are the presence of information asymmetry, taxes, 

and transaction costs in the market (Gianni, 2005). This information asymmetry validates the 

internally generated funds most suitable for investment opportunities (Bhagat et al., 1999). 

Internally generated funds prove to be insufficient to cope with profitable investment 

opportunities in the market. Resultantly firms have no way but to visit creditors to meet 

liquidity requirements. The increase of leverage in capital structure raises concern about its 
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economic activity. Large debt burden limit investment and threaten financial stability; on the 

other hand, it prevents corporate waste and enhances firm performance (Hoshi et al., 1999). 

This high leverage leads the firm to be financially distressed and unlikely to make a debt 

payment. This default risk is negatively associated with the equity return. Hackbarth et al. 

(2015) claim that highly default probabilities firm's stock shows low equity returns. Financial 

distress also impacts firm investment and dividend policy. SzeKee Koh et al. (2015) find that 

a distressed firm makes a significant investment and dividend cut in the recovery process. 

According to Edward et al. (2013), distressed firms tend to increase their capital cost, 

limiting their access to outside funds, lower credit rating, and an increase in the possibility of 

adopting the manager's more risky behavior. During the distressed state, firms find it 

challenging to approach the capital market to meet liquidity requirements; investors are too 

reluctant to invest in such a distressed firm; thus, leading to a bankruptcy state. 

Bankruptcy cost is an issue that is still to be considered as unresolved in finance theory. 

Empirical evidence about bankruptcy cost is exceptionally scarce. At one extreme, 

bankruptcy cost is deemed relevant and guides the firm to reach an optimum capital 

structure. An alternative view is that the same is irrelevant and cannot explain capital 

structure decisions; hence should not consider seriously. Financial distress cost is grouped 

into two halves, i.e., direct financial distress cost and indirect financial distress cost. The 

former cost includes legal, accounting, filing, and other administrative costs that have to bear 

in the process of bankruptcy after the company tumbled into financial distress. 

Simultaneously, the latter comprises a decrease in revenue through customers lost, decrease 

in market share, interruption in regular material supply, and deprived of decision power 

because of the intervention of creditors due to bankruptcy potential. In literature, there is a 

consensus that quantifying the indirect financial distress costs is difficult. Altman (1984) was 

a pioneer who measures indirect financial distress costs and discussed their importance in 

capital structure decisions. Later on, many researchers like (Shleifer and Vishny, 1992; Opler 

and Titman, 1994; Zhiwang and Ye, 2004; Shining and Zhiwang, 2005; Wei, 2007) measures 

indirect financial distress costs. 
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Many influential factors contributed to financial distress costs like complicated debt structure 

(Wruck, 1990), asset liquidity (Shleifer and Vishny, 1992), the complexity of firms' capital 

structure (Andrade and Kaplan, 1998), and proportion of fixed assets (Alderson and Betker, 

1996). In the literature, there are several studies available that discuss the influential factors 

of financial distress costs. 

In this regard, recently, a notable study is carried out by Bulot et al. (2017) on 190 distressed 

financial firms to finds out the most influential firm-specific factor in explaining the level of 

indirect financial distress costs. After applying the appropriate model, through panel data 

techniques, the result suggests that the distressed firm's indirect financial distress costs are 

about 21.60%. Further, results indicate that firm size, level of intangible assets, and the 

existence of alternative investment opportunities are important factors determining indirect 

financial distress costs. In contrast, the level of liquid assets and expected earnings growth 

proves to be insignificant indicators regarding indirect financial distress costs.  

The possible link between corporate governance and financial distress costs is a matter of 

concern for all market participants. Corporate governance is considered a significant 

contributor to the global financial crises in 2008 and the Asian financial crises of 

1997.Researchers like (Wang and Deng, 2006; Shahwan, 2015) argue that effective 

governance mechanisms increase firm performance and lessen the likelihood of financial 

distress. Earlier studies are devoted to classifying how the corporate governance mechanism 

of healthier firms are different from those of distressed firms and then the impact of 

corporate governance on the probability of default (e.g., Daily and Dalton, 1994; Elloumi and 

Gueyie, 2001; Lee and Yeh, 2004; Persons, 2007; Al-Tamimi, 2012). The second group of 

studies focused on how an efficient corporate governance mechanism plays its role in the 

survival of distressed firms (Cutting and Kouzmin, 2000; Parker et al., 2002; Muranda, 

2006). The existing corporate governance and financial distress literature can be categorized 

according to corporate governance mechanism, i.e., audit, Board, compensation, ownership 

structure, and a composite measure of corporate governance.Researchers like (Al-Tamimi, 

2012; Shahwan, 2015; Manzaneque et al., 2016) agree that good corporate governance 
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mechanisms improve the firm's financial health and minimize financial distress risk, hence 

the negative association with financial distress cost.  

3.2.1.1 Audit Committee Structure and Financial Distress Costs 

Corporate governance is considered an important tool to improve economic productivity and 

proficiency in the world's economy. It enhances firm value, hence reduce the financial 

distress probability by eliminating the agency problem that sturdy by the separation of 

ownership and management in corporations. Existing literature witnessed the role of AC in 

internal auditing, external auditing, and risk management.The Board of directors empowers 

an AC to notice the financial activities, thus enhancing information flow. An AC plays a 

pivotal role in its governance structure (Rahmat and Takiah, 2004). It lowers down the 

agency conflict, safeguards shareholders' rights, protects stakeholders' issues, enhances firm 

value, and minimizes its financial distress probability. It ensures the optimization of 

shareholder’s wealth and eliminating the risk to wealth maximization behavior by top 

management (Akeel and Heide, 2000). 

Furthermore, an AC analyzed the management performance and worked without any 

influence, thus minimizes the agency issue in the firm (Forker, 1992). The presence of an AC 

strengthen the monitoring mechanism, which indirectly reduces the likelihood of a firm being 

in a distressed state and reduce the cost of financial distress (Menon, 1999; Miglani et al., 

2015); conversely an incompetent AC raises the chances of a firm of being in distress state 

(Sharon, 2009). The primary responsibilities of an AC are hiring external auditors, support 

external auditors with internal auditors' work, and supervise their work (Nazir, 2016).   

The financial distress state of an organization, despite the existence of an AC, shows that the 

AC does not function properly and does not perform a fiduciary role in the right spirit, or 

there are severe issues whether (management, operational, financial) that turn the 

organization into distress state. Secondly, an AC's presence gives management confidence to 

deal with distress situations and assure shareholders that everything is true and fair.  Klien et 

al. (2002) argued that an efficient AC solves agency problems and reduces information 
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asymmetry. Ainuddin& Abdullah (2001) claimed that this independent AC upsurge firm 

performance and decreases default probability.  

Researchers have a consensus on an AC's role to minimize information asymmetry and risk 

management through the financial reporting process and prove in their research (Nazir and 

Talat, 2018). It is a monitoring device to oversee financial activities and improve the quality 

of information flow to stakeholders. An AC is an essential pillar of an internal governance 

mechanism and becomes critical to minimize agency costs. (Forker, 1992). An AC is vital for 

effective governance and helps increase the volume of disclosed financial information, 

enhancing financial statements' reliability and transparency (Al-Karasneh & Bataineh, 2018). 

The literature on AC and financial distress is scarce and not very old. Extensive literature 

exists on internal and external audit structure and its role in reporting quality and fraud 

detection.However, few studies exist that discussed the AC and its characteristics (size, 

independence, meeting frequency) and linked to its financial distress state (Norziaton and 

Hafizah, 2019). 

Independence of an AC from management is a key instrument of an effective AC. Blue 

Ribbon Committee (1999) and Goodwin and Yeow (2001) define AC independence as 

having no relationship to the corporation that may interfere with its independence from the 

management and corporation. An independent AC maintains its integrity as all decisions are 

made in the shareholders' best interest (Bradbury, 1990). Menon& Williams (1994) favors an 

independent AC as it put a useful check on fraudulent activities and misleading reporting as 

well; it enhances the reporting quality and firm performance(Arsalan et al.,2014); ensures the 

reliability of financial statements (Klien, 2002). Independent AC, in case of conflict between 

external auditor and management, supports the external auditor and reduces the probability of 

financial restatements (DeZoort, 2002). An AC equipped with more independent directors is 

considered more independent than an AC that comprises fewer independent directors. 

Literature witnessed that executive directors dominate in the decision-making process in less 

independent AC, and resultantly, there is a less objective decision made in AC meetings. An 

independent AC enhances its reputation as a good monitoring mechanism (Rehmat and 

Takiah, 2008). Mc Mullen (1996) argues that an independent AC ensures safeguarding 
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shareholders' interest in the decision-making process and reduces financial statement 

manipulation probability. Independent AC improves performance and minimizes the 

likelihood of defaults (Ainuddin and Abdullah, 2001). AC independence is inversely linked 

with financially distressed firms (Carcello and Neal, 2000). 

In contrast, affiliated directors reduce the probability that distressed firms receive a going 

concern opinion from the external auditors. The independent AC also negatively associates 

with the issue of going concern report for distressed firms. The higher the independent 

directors in an AC, the lower the probability of issuing a going concern report (McMullen 

&Raghunandan, 1996).Hence, an efficient and effective AC is positively linked with a firm’s 

financial performance and inversely associated with financial distress. 

Additionally, AC effectiveness is investigated in term of reporting quality (Abbott and 

Parker, 2000; Rehmat and Takiah, 2004), fraudulent reporting (Menon and Williams, 1994), 

auditing quality (Ali, 1990), and external auditor selection (Einchenseher and Shields, 

1985).The missing of these characteristics from an AC brings negative implications to the 

equity owners, who trust it to safeguard their investments and interests. An AC's 

independence is critical to ensure that management is not abusing power delegated to them 

(Norziaton & Hafizah, 2019).  

The size and independence of an AC have remained a topic of interest in corporate 

governance literature (Cadbury Committee Report, 1992). There is a lack of consensus 

among researchers about the appropriate size of an AC. Some favor small AC as it performs 

its monitoring role well, less expensive, and helps put a useful check on fraudulent activities. 

Thus, it enhances firm performance and saves it from financial distress (Eisenberg et al., 

1998; Lipton & Lorsch, 1992). Researchers like Bedard et al. (2004) give a vote to large AC. 

as it is necessary to put effective monitoring on the firm's accounting and operational 

activities and thus save the firm from financial distress. Small AC by efficient 

communication and coordination, high level of commitment, and accountability enhance firm 

performance and save the firm from a financial distress state (Ahmad, 2006).Al-Matari et al. 

(2012) favor small committee size as the large committee can create a responsibility 

diffusion. However, there is a heavy workload on small AC individuals, limiting AC 



42 

 

efficiency and monitoring ability. Abbott (2004) experience fewer financial restatements 

among firms having less than three members in AC. AC must have enough members to 

monitor management and perform its function more efficiently. An ACwith too small 

members or too large members become ineffective in accomplishing its fiduciary role. Large 

committees tend to lose focus and less participative as compared to those of small size 

committee. Rahmat and Takian (2008) claim that an AC with the right size would allow its 

members to work efficiently and perform its true spirit function. Belkhir (2009) also favored 

small size by claiming that a large committee lacks communication, in-effective decision-

making and high cost. The resource dependency theory claims a direct relationship between 

AC's size and effectiveness because more resources are available to address the firm issues 

and improve firm performance and eliminate the firm's distress risk.  

AC meetings frequency, too, an essential tool that impacts effectiveness.Existing literature 

argues that an AC is to be diligent in carrying out its duties (Abbot et al., 2004). More AC 

meetings can increase diligence, minimize audit risk, minimize agency issues in an 

organization, reduce information asymmetry, and improve firm performance (DeZoort et al., 

2002; Stewart & Munro, 2007; Al-Mamun (2014). Yatmin et al. (2006) conclude that 

frequent AC meetings can eliminate financial reporting problems. It allows AC and internal 

auditors to exchange desired information and brings important issues to the auditors that 

needed greater attention (Raghunandan et al., 1998). However, Ojulari (2012) fails to finds 

any link between AC meetings and firmperformance. A frequently meeting committee is 

better equipped with information about the firm and more diligent in performing its duties. 

Salloum et al. (2014) advocate that AC meetings are an essential instrument for AC 

effectiveness and hinder the firm's financial distress state. Faud (2017) proves that competent 

AC has negatively related to the firm's financial distress state. Vafeas (1999) claimed that an 

AC's effectiveness depends upon the meeting frequency of an AC as more meeting frequency 

increases its effectiveness and reduces the probability of the firm's financial distress state. 

Lama (2010) empirically tested an AC's effectiveness after promulgating the Australian 

Stock Exchange (ASX) guidelines on a sample of the top 500 ASX listed corporations. The 

study is conducted to get a deep understanding that “is there any economic justification about 
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an AC or it just a window dressing activity”? The study results confirm that firms with an 

effective AC can better manage a firm’s financial risk. Moreover, it enhances the firm's 

resource utilization than firms that did not have an effective AC. 

Salloum et al. (2014) undertook the sample of 54 Lebanese banks to analyze the impact of 

AC characteristics on financially distressed and non-distressed banks from 2009 to 2011. AC 

characteristics measure through the size, composition, frequency, and financial expertise of 

the members. The finding shows that AC meetings have a significant inverse connection with 

financial distress that supports that AC meetings help members ensure financial reporting 

integrity, provide better monitoring, and effectively review the operation.  

Norziaton & Hafizah (2019) empirically examine an AC's role in financially distressed firm 

performance before delisting from Bursa Malaysia in the Malaysian context. They chose five 

characteristics of an AC: expertise, size, independence, diligence, and multiple directorships. 

The sample comprises 14 firms that were suspended from listing in December 2017. Four out 

of five AC characteristics prove a significant negative relationship with financial distress 

among sample firms. AC size fails to prove a negative association with financial distress.  

3.2.1.2 Board Structure and Financial Distress Cost 

The corporate form of business proves to be the broadest acceptable business type around the 

world. This organizational form is not flawless. Agency problem by separation of ownership 

and control is a critical issue that hinders its complete economic effectiveness (Bhagat et al., 

1998).  Traditionally, the solution to this issue is to create a powerful monitoring mechanism, 

the Board of directors, whose prime responsibility is to monitor the management and compel 

them to work in the shareholders' best interest.  

The Board of directors is at the helm of corporate governance (Adams et al., 2010). 

Literature has consensus that an effective board of directors is a fundamental governance 

mechanism to enhance firm value (Bhagat & Black, 2001). It is the most superior authority in 

an organization that provides vision and strategies to the organization and keeps monitoring 

and holding accountable the manager's performance. The Board of directors plays a 
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significant role in monitoring management, giving directions to the management, improving 

shareholder value (La Porta et al., 2000), and saving the firm from financial distress. The 

dysfunctional internal control system, including ineffective and inefficient boards, leads the 

organization towards failure (Simpson and Gleason, 1999).Cadbury report (1992) defines 

that the Board of directors leads and directs the company's affairs. Its primary role is to 

formulate strategy, give top management advice, and ensure the firm's availability of critical 

resources (The Higgs Report, 2003). 

It is also fundamental to reduce agency issues that arise by a separation between owner and 

management through supervising managerial activities. According to agency theory and 

resource-based theory, the Board of directors provides an effective mechanism to deal with 

agency problems and provide necessary resources to the organization by providing finance 

and capital, links to key suppliers, customers, and significant stakeholders (Jeckling&Johl, 

2009). So the resource dependency theory favors large and diverse boards as it may provide 

broader linkage to the external environment and provide needed resources to the firm 

(Pfeffer, 1972). Existing literature witnessed mixed findings on the relationship between 

financial distress and different elements of board structure. Predominantly, the board size, 

meeting frequency, board independence, and CEO duality, and directors' participation have 

been discussed in the literature mostly.  

Regarding board size, the literature supports the small board size and its possible impact on 

reducing the financial distress costs and increasing firm performance. Researchers like 

(Chaganti et al., 1985; Yermack, 1996) favored smaller board size and claimed that it 

increases firm performance by increasing the ability to communicate and facilitate speedily 

decisions and more effective control mechanisms on management. The Board's monitoring 

point of view (Chaganti et al., 1985) argues that there are more communication issues among 

larger boards, which ultimately provide a more level playing field to the management to look 

after their own goals. They further contended that a larger board increases the probability of 

default. Yermack (1996) oppose the larger board size by claiming that a smaller board is 

more effective and raises its financial performance. Lipton and Lorsch (1992) favored a 

smaller board by arguing that it has a greater ability to communicate quicker in decision 
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making. So this smaller Board improves the firm (Chaganti et al., 1985; Yermack, 1996). 

Salloum and Azoury (2010) argue that firm size has a significant impact on firm financial 

performance and impede that a larger board size leads the firm towards financial distress 

state. They further add that larger board size seems to be prestige and recognition without 

adding value because in firms mostly, it is the CEO or the founder who made the 

organization’s wise decision.  

Researchers also studied strategic board function in terms of its participation in strategic 

decisions. Judge and Zeithaml (1992) study board size and board diversity and its 

involvement in strategic decision making and conclude that both these board characteristics 

are inversely associated with board participation in strategic decision making. Goodstein et 

al. (1994) endorsed the same findings as large and diverse boards made little involvement in 

the strategic decision-making process, especially when the firm is in trouble due to 

environmental turbulence. 

Agency theory favors smaller boards than the larger Board regarding monitoring, controlling, 

and decision-making functions. Lipton and Lorch (1992) explain that a board size between 

eight to ten members is optimal. Further, they argue that the Board's cost is higher than the 

slow decision-making process's potential benefit if it rises to ten. Researchers like Yermack 

(1996), Eisenberg et al. (1998), Guest (2009) give a vote to a smaller board as it improves 

firm performance. Owusu and Weir (2016) studied Ghanaian firms' governance and 

ownership structure from 2000 to 2009 with agency costs. By employing the panel data 

analysis, results endorse Lipton and Lorch (1992) finding’s that a smaller board size reduces 

agency costs, increasing firm performance. 

Contrary to the above arguments, researchers like Pearce and Zehra (1992), Dalton et al. 

(1999), Adam and Ferreira (2007) favor larger board size by claiming that larger board size 

produces more ideas, skills, create synergies, and provide better guidance to management. 

Hence it improved firm performance and proved helpful in decreasing financial distress. 

Andersen (2004) concludes that lenders prefer firms with larger board sizes as they 

considereda diversified portfolio of experts monitoring these firms. Jensen (1993) claims that 

board size can influence management efficiency and improve decision making. Contrary to 
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the above conclusion, Adams and Ferreira (2007) argued that a larger board is better as it has 

more ideas, skills, and information. Thereby it minimized the probability of financial distress. 

Lajili et al. (2016) investigated the possible connection between corporate governance and 

bankruptcy risk in the context of firm complexity and a firm’s need for knowledge specialty. 

They favored the larger board size as it reduces the bankruptcy risk in the case of complex 

firms. Larger boards enrich firms through experience, expertise, a more comprehensive 

network, and knowledge. This enhances advisory capacity, beneficial for complex firms, 

hence save them from financial distress.However, findings also corroborate the insignificant 

impact of a larger board size with bankruptcy in a simple firm. The possible justification 

behind this is that this additional advisory capacity seems to offset the benefit by 

coordination and free-riding problem in the simple form. 

Further, they claim that in firms where little specialized knowledge is required, board 

independence is negatively associated with bankruptcy risk as board monitoring function is 

supersede than the Board's advisory function in these firms. Contrarily to the above firms, 

where more specialized knowledge is required, the more inside director is fundamental to 

save the firm from bankruptcy. These results prove that the Board's advisory function is more 

important than required more inside directors with specialized knowledge. 

The rationale between board size and bankruptcy risk is that the firm has two types of 

information asymmetry, i.e., endogenous vs. exogenous. There is a need for different board 

mechanisms to deal with each kind of information asymmetry (De Groote, 1990). The 

Board's monitoring function deals with endogenous hidden information produces due to 

managerial decisions in firms. To deal with exogenous hidden information, the advising 

function of the Board is more participative. In complex firms, both types of information 

asymmetry exist. Larger boards counter exogenous issues bitterly but weaker to deal with the 

endogenous issue. Hence, a larger board more beneficial in complex firms, while a smaller 

board bitterly deals with endogenous hidden information through their monitoring function. 

Board composition and independence are other essential components of board structure that 

measure through the percentage of independent/outside/non-executive directors to total 
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directors on Board.The theoretical support regarding board monitoring comes from agency 

theory (Jensen & Meckling, 1976). According to this theory, the Board’s primary function 

iseffective monitoring, this eventually minimizes agency costs. Agency theorists claim that 

outside directors minimize agency costs to provide monitoring management activities on 

management (Fama and Jensen, 1983). Rutherford and Buchholtz (2007) argue that the rise 

of independent directors' proportion enhances the board information quality by keeping close 

vigilance onboard activities and reducing information asymmetry. Bathala and Rao (1995) 

claim that outside directors increase the corporate governance quality by speeding up the 

decision making process and efficient control functions. They are more concerned with 

effective monitoring by their reputational capital in the external labor market. Gueyie and 

Elloumi (2001) argue that firms with having the majority of independent directors on the 

Boardhave fewer chances to be in a failure state because these firms are more proactive in 

taking appropriate actions to save them from a failure state. Chang (2009) explains that 

independent directors' presence generates efficient activities that counter the management's 

opportunistic behavior to save the firm from business failure.  

Contrary to the above findings, most empirical studies diagnose a positive board 

independence-financial distress relationship. As Patton & Baker (1987) argues, mostly 

independent directors serve on a part-time basis and offer their services on multiple boards, 

eventually reducing their performance. Further, independent directors cannot devote 

sufficient time to understand the firm business but mostly rely on general knowledge to 

review managerial performance (Baysinger &Hoskisson, 1990). This lack of specific 

knowledge encourages the manager to adopt self-serving behavior, which ultimately reduces 

the firm performance. Furthermore, independent directors got limited information by its strict 

monitoring role, as management fear sharing privileged information due to its strict 

monitoring (Adams & Ferreira, 2007). Due to this information drawback, independent 

directors lack control over corporate decisions. Faleye et al. (2011) claims that independent 

directors emphasize monitoring the Board's function, resultantly less time available for 

advising. This will reduce the Board's effectiveness. Further, they argue that the monitoring-

intensive Board is less to invest in R&D.  Adam et al. (2009) endorse the same findings by 
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narrating those directors who are more monitoring incentive pay less attention or less 

participative towards strategic advising. 

It has been contended that greater board meetings enhance board monitoring capacity and 

control of the Board, increasing firm value and saving the firm from financial distress. 

Vafeas (1999) was the pioneer who studied board meetings with firm value for the sample of 

307  companies for the period from 1990 to 1994. Results show board meetings is 

negatively associated with firm value. Likewise, this inverse relationship was found by some 

other authors as well (Jeckling&Johl, 2009; Ma &Tian, 2009).     

The CEO's dual role as a chairman of the board has remained a research topic of continuing 

interest in board structure. Empirical results regarding CEO duality and the likelihood of 

business failure shows mixed findings and remained inconclusive. Some researchers claim 

that there should be a separation between CEO and chairman of the Board as duality weakens 

the Board's independence, minimizes the usefulness of board monitoring function, and leads 

to CEO entrenchment (Baysinger and Hoskisson 1990). Conversely, Chen et al. (2005) argue 

that duality strengthens the CEO position, making it difficult for the Board to change or 

replace the CEO. Duality also leads to agency costs in firms as it hampers the Board's 

capability to evaluate the CEO's performance effectively. 

Further duality leads to earning manipulation, which ultimately harmful for the shareholders 

(Liyu et al., 2007). When two positions are vested in one hand, it cannot be monitored by its 

power, which motivates him to decide at his own will and look upon his interest rather than 

the shareholders' best interest. Contrarily, proponent claims that duality empowers leadership 

to achieve unity of command and saves the firm from the conflict between CEO and board 

chairman (Davis et al., 1997; Donaldson and Davis, 1991).Daily and Dalton (1994b) show a 

positive relationship between duality and bankruptcy, while Simpson and Gleason (1999) 

claim that duality saves the firm from bankruptcy. However, Chaganti et al. (1985) fail to 

find any association between these two.    

Daily and Dalton (1994a) selected fifty-one matched pair of bankrupt companies to link the 

association between governance variables and probability to default. The result shows that 
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CEO duality and lower board independence directly related to the bankruptcy of banking 

companies. Similarly, Parker et al. (2002) investigated 176 U.S. distressed firms and found 

an inverse union between the replacement of CEO with an outsider and the possibility of 

financial distress. They further contended that block holders and insider ownership increase a 

firm's survival and growth probability. Simpson and Gleason (1999) investigated the effect of 

board structure and internal control mechanism on financial distress in 300 banking firms in 

the USA. Results show that duality is inversely associatedwith financial distress, but other 

governance variables fail to prove any financial distress linkages.        

Abdullah (2006) analyzed corporate governance's role in a firm’s financial distress status of 

86 Malaysian firms choosing through matched sampling techniques. Data gathered for the 

period from 1999 to 2001 from Bursa Stock Exchange Malaysia. By employing logistic 

regression and t-statistics to compare these two groups, findings conclude that duality and 

board independence negatively affect distressed firms. 

Fitch and Slezak (2008) examine financially distressed firms to investigate the role of 

governance measures to avoid bankruptcy and show how financial and accounting 

information helps predict a distressed state. This study covers the period from 1991 to 2000. 

Firms have been selected based on the availability of data from respective CRSP and 

COMPUSTAT database. A final sample consists of 780 firms. Out of sample firms, 34 firms 

filed for bankruptcy during the studied period, and half of these bankrupt firms belong from 

the manufacturing sector. Z-score and interest coverage ratios have been used to quantify the 

financial distress of sample firms. This study concludes that governance measures 

significantly affect the bankruptcy probability of a firm. 

Further, it concludes that smaller and more independent boards more effective in preventing 

firms from bankruptcy. These results prove that these characteristics in governance structure 

perform their monitoring role more efficiently and effectively. Further inclusion of 

governance variables into the financial and accounting model enhances the model's 

predictability for bankruptcy.  Similarly, Harris and Raviv (2008) favored the insider-

dominated Board by claiming that insiders have more information than outsiders. They 
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further argue that if the cost of losing information is more than the agency cost, then the 

insider board is preferable and save the firm from financial distress.  

Lakshan and Wijekoon (2012) analyzed the impact of corporate governance characteristics 

on Sri Lankan listed firms' corporate failure. Sample data comprises 70 healthy and 70 failed 

firms for the period from 2002 to 2008. Governance variables include board size, duality, 

board independence, audit opinion, audit committee presence,and outside ownership. After 

applying panel logistic regression, the study results show that duality is significantly 

positively linked with corporate failure while board size, auditor's opinion, and outside 

ownership fail to prove any association with corporate failure.  

Rauterkus et al. (2013) conducted a study on 66 United States firms filed for bankruptcy 

under chapter 11 in 2001. This study covers four aspects of board structure, i.e., low equity 

ownership of directors, the board size, board independence, and the existence of a chief 

executive having the role of chairman of the Board of directors. The results concluded a 

direct link between board governance characteristics and protection from bankruptcy. The 

results support Jensen's (1993) findings that an ineffective internal control system raises the 

organization's probability of failure. 

Salloum et al. (2014) took Lebanese family-owned business firms to probe the role of board 

structure mechanism towards the firm's financial distress state. The Board's failure to perform 

monitoring duties leads the firms towards a distressed state, as claimed by the authors. The 

study sample comprises178 non-listed families owned businesses (SME’s)in this study. Out 

of 178 firms, 89 are distressed firms, and the remaining half are healthy firms during the 

study period, i.e., from 2004 to 2008. Data have been gathered from annual reports and 

through a questionnaire.  The results affirm that board size is directly linked to the distressed 

state of the firm. Furthermore, firms with more outside directors are less inclined toward 

financial distress than firms with more inside directors.  

Hsu and Wu (2014) investigated the board composition's role in the likelihood of financial 

failure in the UK context. The final sample comprises 234 firms, half of which are failed 

firms. Specifically, this study covers both independent and non-independent (grey) non-
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executive directors (NEDs) to understand the impact of the same on a firm’s management 

and financial performance. Results suggest that grey directors are inversely associated with 

the firms' failure state while the independent directors in boards increase their probability of 

default. Existing literature also witnessed that grey directors more helpful to the firm through 

its advising and resource dependence role while independent directors best for its monitoring 

role (Westphal, 1999). Overall results of the study support the collaborative board model. 

Schultz et al. (2015) tested corporate governance and the probability of financial failure on 

Australian firms by employing Merton's (1974) continuous, an ex-ante measure of default 

probability. OLS, fixed effect, GMM models were tested to compare the results with existing 

findings. The study covers 2000 to 2007, and the final sample comprises 932 firm-year 

observations with 222 unique firms. Based on findings, board size proves to be insignificant 

towards financial distress, and insider ownership is inversely associated with the financial 

distress. Simultaneously, the presence of non-executive directors and executive 

compensation are directly associated with the same. Finally, the result concludes that 

governance variables are correlated towards the financial health of the firm.  

Wu (2016) investigated the association between governance mechanism and bankruptcy risk 

in the context of a firm's level of complexity and the firm's requirement of specific 

knowledge. At initial, data comprises of 67,095 observations (11,511 firms) with accounting 

and market data. Firms from the financial sector and real estate exclude from the sample as 

both have different financial structures. The final sample comprises 217 bankrupt firms and 

9,100 firm-year observations. This study concludes that less complex firms requiring less 

specific knowledge, more outside directors benefit the organization. Hence there is a lower 

probability of default of this firm as outside directors perform their monitoring function more 

efficiently than inside directors. 

Conversely, in firms where more specific knowledge is required to understand the firm's 

business operation, inside directors is more fruitful. Hence more inside directors minimize 

the likelihood of default in more complex firms than outside directors. Further, this study 

endorses the findings of Adam and Ferreira (2009) that board diversity is positively 

associated with firm performance. It reduces the chances of default in these firms, while CEO 
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duality raises the firms' chances of default. Results also state that firms who recently replaced 

their CEO with poor operational performance have less chance to file for bankruptcy as the 

market takes this move positively and positively impact the firm's stock price.  

Baklouti et al. (2016) investigated corporate governance's impact on a firm’s financial 

distress among the European Union's commercial banks from 2005 to 2011. After employing 

random effect logistic regression, results show that the division of CEO and board chairman 

position in two different executives strengthens board monitoring capability and saves the 

firm from financial distress. 

Ombaba and Kosgai (2017), in their study titled “Board Composition and Financial Distress 

of Listed Firms in Kenya. An Empirical Analysis,” analyzed the board governance variables, 

namely board size, board independence, board tenure, financial expertise of the members, 

and multiple directorships in financial distress in the Kenyan context. The sample firms 

comprise 39 listed firms in Kenya during the period from 2004-2013. After employing panel 

data techniques, results reveal that board independence has a significant negative 

relationship, while board tenure is significantly associated with financial distress.  

Hatane et al. (2018) investigated governance variables' ability to save firms from financial 

distress in the Indonesian and Malaysian contexts. Financial distress is measured through 

accounting variables, i.e., profitability (EBIT), financial expenses (FE), and retained earnings 

(RE). Sample data comprises 24 Indonesian companies and 98 Malaysian companies for the 

period from 2011 to 2015. The results are not consistent as board structure found significant 

in Indonesia's financial distress, while the same prove insignificant in the case of Malaysian 

firms. It shows a significant relationship with Malaysia's financial distress in terms of 

ownership structure, but it remains frictionless in Indonesia's case. Gender diversity proves a 

significant association in preventing financial distress in both sample countries. 

3.2.1.3 Compensation Structure and Financial Distress Cost 

Compensation structure is one of the oldest governance mechanisms as its root back to 

recommendations of Adam Smith (1776) and Berle and Means (1932) that this conflict of 

interest between insiders and outsiders can be dealt with the compensation to managers, so 
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they work but to safeguard the interest of the shareholders. Literature witnessed that debate 

on managerial compensation roots back to Taussig and Braker's (1925) study in which they 

investigated the executive’s compensation of 400 large industries during the period from 

1904 to 1914. The study results disclose that the executive’s salaries increase with a greater 

proportion than its profitability. Further, in the case of poor management, executives were 

layoff, but compensation remains high.This study implies that managers must have to 

differentiate salaries with profit, so theymay also get some percentage of profit along with 

salary.  

In earlier studies, managerial compensation is discussed from different perspectives. Baumol 

(1962) studied the compensation structure with a firm’s operations that ultimately affect its 

profitability and financial distress state. He noted that management's different strategic 

moves like diversification through mergers and acquisitions and sales growth made at the 

expense of firm value and justified their high salaries. Furthermore, management is more 

eager towards sales growth rather than the firm’s profitability. This result endorses Roberts's 

(1956) findings, which concludes a positive association between compensation and sales. 

Managerial compensation is also examined by Jensen and Meckling (1976) from a different 

perspective. It suggests that mixed compensation should be used to sort out the agency 

problem between insiders and outsiders.  Decision-makers and management responsibility 

for the firm’s prosperity can be grouped into three broad ways; CEO, executives, and 

directors. So the managerial compensation can be discussed as compensation for these three 

groups.  

To design an optimal compensation structure of management, many studies favoring 

contracting theories. Smith and Watts (1992) claim that it is more difficult for the 

shareholders to observe manager action in higher-growth firms. It is optimal to use stock 

options to keep align manager compensation with firm performance in this situation. 

Holmstrom and Milgrom (1987) claim that there should be a trade-off between the manager's 

optimal amount of unobservable effort and minimizing the amount of riskrequired to bear.  

They further suggested that managerial compensation regarding pay-for-performance is 

decreasing in the variance of the firm's performance. John and John (1993) studied 
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managerial compensation related to the agency cost of debt and equity. They claim that 

shareholders to be benefitted from minimizing the agency cost of debt. Hence optimal 

managerial compensation is inversely linked towards leverage ratio. This is because, as 

leverage moves upward, the PPS of managerial compensation should decrease to offset the 

greater risk-shifting incentives for managers. Several theories support contacting theories 

(Hubbard et al., 1995; Gunat and Guadalupe, 2009). Contracting theories suggest that high 

growth industries should give equity-based compensation to keep aligning the manager's 

interest towards shareholders and maintain high performance, resulting in financial distress.  

Executive compensation is a critical instrument to mitigate agency costs and keep aligning 

insiders' interests with outsiders, i.e., stock owners (Rolle, 2016). Executive compensation 

comprises basic salary, bonuses tied up with financial performance, stock options, and long 

term incentive plans. Murphy (1999) restricted shares and stock options are the components 

of compensation structure that is to be considered more important to align the interest of 

executive compensation with equity owners. Executive compensation has an important 

implication regarding risk-taking behavior and agency conflict between insiders and equity 

owners. It is the interest of regulators and monitors executive compensation (Chen et al., 

2006).  

In China, Kato and Long (2006) studied executive compensation from the shareholder’s 

wealth perspective. Sample data comprises firms listed at Shanghai and Shenzhen Stock 

Exchange for the period from 1998 to 2002. The findings suggest a significant direct 

association between compensation structure and value, while the same is not true in state-

owned firms, as this association is weakened in these firms. However, corporate governance 

reforms like duality and independent directors on board have no significant impact on the 

two relationships. Studies like (Firth et al., 2007; Conyon & He, 2011) conclude a positive 

association between the two in Chine's context, while Unite et al. (2008) concludes the same 

findings in the Philippines. 

Contrarily, Yan et al. (2011) studied the connection between executive incentive mechanism 

and firm value on 432 Chinese listed firms from 2006 to 2008. Executive compensation 

comprises salary and shareholding ratio and firm value measures through earnings per share 
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(EPS) and net assets yield. Sample firms are grouped into four categories based on their size, 

i.e., giant, large, medium, and small. The findings of the study fail to show any association 

between executive compensation and firm value. This is inconsistent with Wei (2000); 

however, Dogan and Smyth (2002) conducted a study in the Malaysian context and found a 

negative association between the two.  

The second component of compensation is CEO compensation, which is very important as he 

is the most superior authority that runs day-to-day business affairs. From the CEO 

compensation perspective, Jensen and Murphy (1990) carried out a study to build a 

connection between CEO compensation and an increasing shareholder wealth trend to 

confound the alignment of interest between owners and managers and the pay-performance 

relationship. Results disclose that with every $1000 increase in shareholders' wealth, there is 

an increase in $3.25 CEO’s wealth. Further, results show that although bonuses comprise 

50% of CEO pay, they did not show firm value sensitivity.  

Bebchuk and Spamann (2010) argue that the financial sector's risk-taking behavior takes an 

active part in the global financial crises of 2008-2009. There is a consensus in the literature 

that taking excessive risks leads the organization towards financial distress (Guo et al., 2015). 

John et al. (1995) claimed that the compensation structure inclined management towards 

adopting risk-taking behavior.  

Thirdly, in the compensation structure domain, executives and directors also receive 

compensation in exchange for their services performed in the firm and remained a topic of 

corporate governance research for a long. Researchers studied executive compensation 

structure with the firm in different perspectives as in connection with firm performance. 

Conyon (1997) empirically test the directors’ compensation towards the firm value of 213 

UK listed firms from 1988 to 1993. The findings corroborate a significant positive impact on 

shareholders' returns. These results are in line with the findings of Gregg et al.'s (1993).  

Balachandran et al. (2010) empirically analyze the effect of equity-based compensation 

structure on the 2007-2008 financial crises. The sample comprises 117 financial services 

firms for the period from 1995 to 2008. The study carried to seeking the answer to the 
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question, “Is risk-taking behavior of executive compensation is the main contributor of 

financial crises 2008”? The dynamic panel model was applied to testify the impact of 

compensation on default risk. The study results conclude that equity-based pay increases the 

manager's risk-taking behavior, increasing the default risk. 

Conversely, non-equity pay decreases the probability of default risk. Jickling (2010) and 

Blundell-Wignall et al., (2008) favors the argument that excessive manager’s remuneration 

and poor governance in a firm are the main driving force to induce manager to adopt undue 

risk-taking behavior. Berrone (2008) and Van Den Berghe (2009) endorse the earlier 

findings.  

Bolton et al. (2011) examine the association between executive compensation and risk-taking 

behavior in a financial institution. The study results show that this excessive risk-taking 

behavior that eventually leads the firm towards a distressed state can be addressed through 

stock-based compensation to the manager and the credit default swap (CDS) spread. They 

further suggest that CDS is superior because it is based on market price and eliminates 

agency costs.  

3.2.1.4 Ownership Structure and Financial Distress Cost 

The significance of ownership structure in financial distress cost cannot be ignored as it is 

one of the significant variables of corporate governance. There is extensive literature 

available in which researchers tested the effect of ownership structure on various dimensions 

like firm value, capital structure, financial constraints, financial distress costs, etc. It is the 

most cited component of corporate governance (Morck et al., 1988; Dwivedi& Jain, 2005). 

Existing literature proves that ownership structure plays a vital role in the success of an 

organization. Internal ownership comprises managers' ownership, directors' ownership, CEO 

ownership, and family ownership. The external shareholding comprises institutional 

ownership, foreign ownership, corporate ownership, or scattered individuals' shareholdings.  

Insider ownership has a prominent position in ownership structure as this is the way of 

transforming the owner's and manager’s distinct interests into similar interests.Jensen and 
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Meckling (1976) was a pioneerwho talked about managerial ownership andhow it will 

influence firm value. They divide the ownership structure into two significant groups', i.e., 

internal and external shareholdings. Both groups are entitled to receive dividends, but the 

former has a right to made organizational-wide decisions. As managers have limited cash 

flow stakes in firms, they choose those investment projects that are more beneficial to 

themselves than outside shareholders. So the presence of managerial shareholdings in 

ownership structure counters this self-serving behavior of the manager. Thus these arguments 

support the convergence of interest hypotheses. 

The second aspect of higher managerial ownership is the entrenchment effect discussed by 

Morck et al. (1988). Two contradictory forces that pull managers to behave accordingly are 

the manager’s natural aptitude for working and looking upon his interest at the expense of 

shareholders; second to work in terms of the owner’s best interest and thus increasing the 

manager’s stake in the firm. The former approach interacts positively with financial distress 

costs than the counterpart. The outcome was very unusual as the value curve first moved 

upward when ownership increased from 0% to 5%, then downward when it lies in the range 

from 5% to 25%, and again move upward if the ownership stake goes beyond 25%. So 

ownership within 5% to 25%, the manager gets entrenched and beyond that range 

convergence of interest hold. 

Later on, Stulz (1988) further strengthened Morck et al. (1988) study by investigating the 

managerial ownership in context with different firm characteristics. This study primarily 

emphasizes managers' voting powers and the firm’s value in case of a takeover. It has been 

found that a firm having increased managerial ownership receives a high premium in case of 

a hostile takeover and lowers the probability that a takeover will take place.  A firm with low 

managerial ownership reduces the likelihood of a hostile takeover and increases the chances 

of a takeover. The probability of a hostile takeover will be zero if managerial ownership goes 

beyond 50%, as reported in this study. It shows a curvilinear relationship between insider 

ownership and firm performance.  

McConnell and Servaes (1990) support the above findings in their study while studying 1173 

firms in 1976 and 1093 firms in 1986. The association between managerial shareholdings and 
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firm performance remains positive until managers has a 40% to 50% ownership stake. 

Beyond that, this relationship goes into the negative that shows entrenchment effect through 

firms' higher ownership stake. Later on, McConnell et al. (2008) again endorse the above 

findings while testing the association between insider ownership and firm performance. 

Holderness et al. (1999) advocate the same results while studying the US firms.  

Agrawal and Knoeber (1996) studying corporate governance variables and firm value in the 

context of an agency relationship between insiders and outsiders. The study result shows that 

insider ownership is directly associated with firm value when each governance variable 

regressed individually. Han and Suk (1998) also concluded that the direct relationship 

between managerial shareholdings and stock return and higher ownership by insiders 

negatively associate with firm value. In the same way, Chen et al. (2012) investigated the 

impact of managerial shareholdings in publicly traded Taiwanese hotels from 1997 to 2009. 

The study results show that an inverted U-shaped relationship existsbetween managerial 

shareholdings and firm value. It shows that insider ownership positively impacts firm value 

up to a certain ownership level; after that, this positive relationship turns into negative to firm 

financial performance. 

Similarly, Elloumi and Gueyire (2001) studied the association between corporate governance 

characteristics and financial distress on forty-six healthier and forty-six distressed Canadian 

firms. The study results show an inverse association between managerial shareholdings and 

financial distress among sample firms by applying logistic regression. Later on, this negative 

association is also witnessed by Wang and Dang (2006), Fich and Slezack (2008), while 

Abdullah (2006) fails to find any association between the two.  

Cheung & Kim (2006) investigating the linkage between insider ownership and firm 

performance in the presence of adjustment costs. Sample data comprises the period from 

1991 to 2000 and collected from CRSP and Compustat database. The final sample consists of 

firms that meet the selection criteria, i.e., close the financial year in December to ensure data 

availability in July each year, having no missing data and minimum data availability for four 

consecutive years. The final sample of the study comprises 1430 firms. Based on results, 

managerial ownership fails to prove any association with firm performance. 
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Donker et al. (2009), in their empirical work titled “Ownership structure and the likelihood of 

financial distress in the Netherlands,” studied the ownership-distress relationship on Dutch 

firms listed on the Amsterdam Stock Exchange (Euronext) for the period from 1992 to 2002. 

The sample comprises 177 firms, out of which 33 firms identified as distressed firms, and 

144 firms lie in healthy firms. Results support the alignment hypothesis that insider 

ownership saves the firm from financial distress cost, hence negatively associate the 

probability of bankruptcy. In addition to managerial shareholding, the largest outside 

shareholders are too inversely linked with financial distress likelihood.  

Family businesses are prevalent globally, such as in the U.S., 85% of companies belong to 

family firms (Yu, 2001). Iyer (1999) claims that in Asia, particularly in India, family-owned 

firms are in the majority, and likewise, in Pakistan, family firms are dominated in the 

corporate sector (Yasser, 2011c). Existing research emphasis comparing the firm value of the 

family business with that of non-family firms and concluded that family business linked with 

performance positively and negatively based on two factors, namely to which generation the 

family belongs and their level of involvement/shareholdings. Most studies conclude that 

family ownership is positively linked to firm performance measured through ROA and the 

market-to-book ratio based on the alignment of interest hypotheses. But researchers fail to 

conclude that how family firms behave at the time of financial difficulty. Economic theory is 

of the view that family-owned business performs better their monitoring function. Hence, at 

the time of financial crises, family owners increase their holdings at the time of distress stage 

as they are better equipped to monitor the business's affairs at the time of crises.  

One of the earlier studies in the context of family ownership and firm performance was made 

by Anderson and Reeb (2003), who investigated family-owned businesses' firm performance 

behavior. They conducted their study on publicly listed S&P 500 firms from 1992 to 1999. 

By comparing the firm performance figure with non-family firms, it has been found that 

family firms have greater performance in terms of ROA and Tobin’s Q by 6.5% and 10%, 

respectively than the counterpart firms. Chen et al. (2005) undertook 412 listed firms in Hong 

Kong to measure family ownership's effect on firm performance. In terms of ROA, ROE, 

Tobin's Q. Result of the study fails to prove any association between family ownership and 
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all firm performance measures. Barth et al. (2005) study family firms' behavior and conclude 

that non-family firms perform better than family firms in Norway. Likewise, Bertrand and 

Schoar (2006) endorse the earlier findings that family business inversely associates with firm 

value.  

Maury (2006) studied the family-controlled and nonfamily-controlled firms by using a 

sample of 1672 firms. Family-controlled firms show superior performance in profitability 

compared to nonfamily-controlled firms, as suggested by the study results. The result further 

indicates that the active and passive involvement of family owners in firm operation has a 

contingent effect on a firm's profitability. Dynamic family control raises a firm’s 

profitability, while passive family control fails to prove any impact on the firm’s 

profitability. In contrast to the above findings, Achmad et al. (2008) and Lam and Lee (2012) 

prove an inverse association between family ownership and firm’s profitability in the context 

of Malaysian and Hong Kong family firms, respectively.Wilson et al. (2013) cover 7,00,000 

private family and non-familyU.K. Based firms to answer whether family firms are more 

likely to survive than non-family firms in financial distress situations from 2007 to 2010. 

Results conclude that family firms are more likely to survive than non-family firms. Family 

firms have unique characteristics of the board that increase their survival capacity or lower 

the probability of default than non-family firms.  

Gottardo and Moisello (2017) choose family and non-family Italian firms in the context of 

financial distress. By employing a sample of 1137 family and non-family Italian firms, the 

study concludes that family firms' several characteristics increase their survival capacity in 

case of financial distress than non-family firms. Like lower agency costs, more averse to 

entrepreneurial risk, have to develop strong social ties with employees and external 

stakeholders. These family firms' characteristics decrease the probability of financial distress 

and increase survival capacity even in a difficult time.  

“Bigger is better” is a statement that is very true in the case of institutional share ownership 

as the role of institutional ownership in firms monitoring management is an accepted 

phenomenon worldwide. Despite the abundance of research, there is still no consensus about 

institutional ownership and its effect on its financial performance and financial distress cost. 
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Bennett et al. (2003) argue that institutional investors' behavior is very much based on their 

investment strategy and their motivation and power to engage themselves in governance and 

decision-making process. Based on the above arguments, researchers like (Brickley et al., 

1994 and Kochhar& David, 1996) categories institutional investors into pressure-resistant 

and pressure-sensitive groups. Pressure-resistant institutional investors are less subject to 

management because they have no commercial relationship with the firm. In contrast, 

pressure-sensitive institutional investors are sensitive towards management because they 

benefit from the business activities they make investments in. So we can argue that 

institutional investors have the power and interest to keep monitoring firm performance and 

save from distress situation and failure but according to their particular interest in the firm.  

Literature supports the effective monitoring hypotheses and thus concludes the firm’s 

financial distress state's negative impact. Researchers like (Yuan et al., 2008; Charfeddine & 

Elmarzougui, 2011) investigated institutional ownership and diagnosed institutional 

ownership directly correlated with financial performance. Institutional investors are 

considered active participants in the capital market and perform their active role to monitor 

the management. McConnell and Servaes (1990) studied institutional share ownership to the 

firm’s profitability and disclosed a positive association between the two. Further, Han and 

Suk (1998) and Guercio and Hawkins (1990) show a positive relationship between 

institutional shareholdings and profitability. 

On the other hand, researchers like Craswell et al. (1997) and Black (1998) fail to build any 

relationship between institutional ownership and firm profitability. There are many empirical 

studies like Blair (1995), Daily (1995), and Donker et al. (2009) conducted by the researchers 

to investigate institutional shareholding's possible role in firm performance and firm survival. 

Institutional shareholders are to be considered an active participant in monitoring to achieve 

not only short term objectives but to focus on long term goals as well.The active monitoring 

hypothesis posits that institutional investors, by their resources, expertise, and capability, 

directly associate with firm performance and prevent management from adopting the self-

serving behavior and save the firm from costly financial distress situations. 
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Gillan& Starks (2000) analyzed the effectiveness of shareholder activism by institutional and 

individual investors. Data comprises 2042 shareholders' proposals forwarded by 452 business 

entities during the period from 1987 to 1994. Effectiveness of shareholder activism measures 

through voting outcomes and stock market reaction to the proposals. The result shows that 

institutional investors' proposals got significantly more votes and shows small by a 

measurable negative impact on the stock price. Finally, the studies results conclude that 

institutional shareholders lack expertise, which is needed for advising management, 

negatively reacted by market participants, and enhance the probability of financial distress. In 

the same way, researchers like Imam and Malik (2007), Obema et al. (2008), andAlan D 

Crane et al., (2013) argues that institutional investors compel manager to corporate 

disbursement by way of dividend. This positive association towards dividend resultantly 

forces management to visit the capital market to meet liquidity requirements because limited 

funds are available to the firm, which increases the likelihood of financial distress.  

Kumar (2004) examines the association between institutional ownership and firm 

performance on a sample of 2478 firms from 1994 to 2000. Through applying panel data 

methodology and controlling unobserved firm heterogeneity and firm-specific characteristics, 

results show a nonlinear relationship between institutional shareholdings and firm 

performance. Furthermore, Navissi and Naiker (2006) show a non-monotonic association 

between the two in New Zealand firms.  

Contrary to the above findings, Chung & Kim (2005) studies the earnings management 

behavior of corporate managers that employ to offset the low or negative earnings that 

inevitably accompany investments with negative net present value projects. The study's final 

sample comprises 22,576 firm-year observations, and the study covers the period from 1984 

to 1996. This study investigates institutional investors and the big six auditors' role in 

managing the management's earnings management behavior. Results support the hypothesis 

that institutional investors effectively counter this negative behavior of the management and 

negatively associate the likelihood of financial distress.   

Magena and Chamisa (2008) investigated the association between corporate governance and 

suspended firms at the JSE stock exchange of South Africa between 1999 and 2005. Matched 
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pair research design comprises 81 suspended and 81 controlled firms, and a conditional 

logistic model design was used to observe the findings. The probability of suspension is 

greater in firms having a smaller number of independent directors, the absence of an audit 

committee, a block holder, and a high leverage firm. There is no relationship found between 

institutional investors and the suspended status of the firm.  

Zeitum (2008) studied the Jordanian firms to observe the possible linkages between 

ownership structure and firm performance. Panel estimation technique used on 167 (47 

defaulted and 120 non-defaulted firms) sample firms data collected from 1989 to 2006. The 

firm performance captures through accounting and market value measures, i.e., ROA and 

Tobin’s Q. Results witness a significant inverse association between institutional ownership 

and accounting performance, but the same is positive in the case of market value measures.  

Furthermore, government ownership is inversely associated with firm performance.   

Salehi et al. (2011) examine the role of institutional ownership in a firm’s value by way of 

two means, i.e., the role of an institutional investor in terms of corporate value and the effect 

of concentrated institutional investor ownership on corporate value. Sample data collected 

from Tehran Stock Exchange for the period from 2001 to 2008. Multiple regression analyses 

were employed to conclude the study. The study results explain that institutional investors 

positively affecta firm's profitability, supporting the effective monitoring theory. In contrast, 

concentrated institutional shareholdings show an inverse association, which supports the 

profit theory.       

Al-Tamimi (2012) considers UAE national banks' governance practices and their impacts on 

performance and financial distress. Data have been gathered through a modified 

questionnaire that comprises two parts and distributed by the researcher personally to the 

banks' executives responsible for implementing corporate governance practices in their 

respective banks. Results show that overall governance conditions among UAE banks are 

satisfactory. The interaction between governance and performance shows an insignificant 

positive association between corporate governance and firm performance, and corporate 

governance is significantly positively interacted with financial distress. Results show that 
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institutional ownership finds a negative association with financial distress. Further, there is 

no difference in governance practices found between Islamic banks and conventional banks. 

Manzaneque et al. (2016) investigated the role of institutional ownership in financial distress 

likelihood in the context of institutional ownership in Spain. This study carried out the role of 

institutional ownership as an owner and member of the board and then tested the impact of 

the same on financial distress in each case. As an owner, the result shows that the 

institutional owner fails to play any role to minimize the financial distress likelihood. In the 

presence of concentrated ownership, it fails to play any role or lack of motivation to play its 

monitoring role more presently; hence, it remains insignificant towards the likelihood of 

financial distress. Furthermore, the institutional shareholder can be categorized into pressure-

resistant institutional shareholders and pressure-sensitive institutional shareholders. Results 

show that the former have their presence on the board and play an influential role in 

monitoring management. Thus remain significantly negatively associated with financial 

distress likelihood while directors appointed by pressure-sensitive institutional shareholders 

again fail to prove any significant impact towards financial distress.  

Besides institutional investors, foreign ownership is another outsider’s ownership mechanism 

that significantly impacts firm performance and financial distress.Foreign owners bring 

money and other valued assets through knowledge and technology in firms that increase 

resource utilization efficiency and positively impact firms' profitability. Researchers argue 

that foreign shareholders tend to enhancethe management process system and provide easy 

access to resources. Further foreign owners are more profit-oriented and hence more 

motivated to ensure better monitoring of the company’s management.Foreign ownership 

considers a benchmark of stock market development and investors’ confidence in the capital 

market. Foreign ownership provides a better substitute for monitoring mechanisms, easy 

access to the technical and financial market, transferring technology, reducing the cost of 

doing business, and mitigating the probability of financial distress.  

Very skinny research has been done on this topic so far. Doumaet et al. (2006) empirically 

analyze the possible interaction between foreign ownership and firm value in the Indian 

context. The result shows a significant positive association between the two that shows long-
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term involvement and foreign owners' commitment towards the firm. Similarly, Aydin et al. 

(2007) undertook Turkish firms to analyze foreign ownership's impact on firm value. The 

result supports the literature that foreign ownership positively impacted firm performance. 

This positive association may be due to effective monitoring by foreign investors or better 

utilization of resources that bring foreign investors in technology and expertise. Kim and Yi 

(2004) and Uwuigbe and Olusanmi (2012) endorse foreign shareholdings' positive linkages 

and firm value in their respective empirical studies.  

Ongore (2011) studied Kenyan firms' ownership structure and empirically testified their 

possible profitability association. Profitability measures through accounting as well as market 

value measures. Data have been collected both from primary sources and secondary sources 

of forty-six sample firms. As per findings, foreign ownership, managerial ownership, and 

corporate ownership significantly impact firm performance.   

Yee and Koh (2014) studied Korean firms' foreign ownership characteristics and their 

connection with profitability. Results conclude that foreign ownership put a useful counter 

check on the firm's tax avoidance behavior compared to family-owned firms. This increasing 

monitoring function of foreign ownership enhances the financial performance of the firm. He 

et al. (2016) studied foreign ownership and state ownership in Chinese multinational 

corporations and remarks that ownership structure plays a vital role in its success.  

A minimal number of studies are available in the literature covering associated ownership, 

presence of block holders, and individual ownership and empirically examine its association 

with a different dimension of a firm's behavior. The existing literature of corporate 

governance discusses two different prospective regarding block holders and concentrated 

ownership in business success or failure. Researchers like Wang & Deng (2006) and Elloumi 

& Gueyie(2001) claims the presence of block holders as an effective governance mechanism 

that effectively monitors management and reduces opportunistic behavior of the management 

(Fama & Jensen, 1983; Ely & Song, 2000). Thus it saves the firm from financial failure and 

reduces financial distress cost. On the other hand, researchers like Dahya et al. (2008) 

witnesses that excessive ownership concentration distorts firm value, as block holders got 

entrenched and look upon his interest at the expense of minority shareholders.  
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Jensen and Meckling (1976) argue that block holders, because of their large equity stakes in 

firms, are motivated to keep sufficient checks and monitoring mechanisms on corporate 

managers; thus, leading to the organization's value. In the presence of block holders, 

managers have pressure to take specific/corrective measures to raise firm performance; 

otherwise, they may have to face an adverse situation like dismissal from service, mainly 

when firms perform below their level (Ely and Song, 2000). Similarly, Abdullah (2006) 

studied forty-six firms, half of which are distressed, and shows that block holders harm 

financial distress likelihood among sample firms and shows that block holders are inversely 

associated with financial distress. This negative association is also endorsed by Elloumi and 

Gueyle (2001) in their respective study.  

Lehmann & Weigand (2000) took the sample of German firms and studied the concentrated 

ownership in terms of its impact on profitability. Literature witnesses that concentrated 

ownership will help to reduce information asymmetry and thus raise firm performance. 

Contrary to the expectation, the result shows an inverse association between the two in terms 

of ROA. They further added that the concentrated ownership-profitability relationship 

depends upon stock market exposure and the location of control rights. This relationship 

turned out to be positive in quoted firms where large shareholders are financial institutions.  

Another study connected with the block holder-distress relationship was conducted by Parker 

et al. (2002). They studied corporate governance and financial variables in the context of the 

survival of distressed firms. The study comprises 176 distressed firms and survival analysis 

techniques used by incorporating Cox proportional hazard regression to conclude the 

findings. Results show that the largest bloc holders and insider ownership increase the 

probability of distressed firms' survival. Differently, Mangena and Chamisa categorize the 

block holders into institutional block holders and non-institutional block holders and 

concludes that non-institutional block holders raise the probability of suspension. In contrast, 

institutional block holders prove significantly associated with business failure.  

Lajili & Zeghal (2010) linked ownership and board committee characteristics to bankruptcy 

in the context of a developed market. Mainly they analyzed corporate governance 

characteristics like internal turnover, independence, outside the director’s tenure, and 
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ownership structure variables. Results show that governance variables have significantly 

improved the explanatory power of predicting financial distress and bankruptcy. In the 

context of ownership structure, results show that concentrated ownership is directly 

contributed to the probability of business failure. Furthermore, results in witnesses that 

governance variables collectively can make a better prediction about financial distress. 

Alipour and Amjadi (2011) carry individual ownership and testify its association with Iranian 

firms' firm performance. Firm performance measures through accounting and market value 

measures. After applying the panel data techniques on 68 Tehran Stock Exchange-listed 

firms from 2006 to 2010, results show a significant inverse association between individual 

ownership and firm financial performance.  

Miglani et al. (2015) investigated the impact of voluntary adoption of the corporate 

governance mechanism on the probability of financial distress on Australian listed firms. The 

sample comprises 171 distressed and 106 healthy firms for five years before the ASX 

Corporate Governance Council Code's inauguration in 2003. A firm is in financial distress if 

it has a consecutive loss for the last five years. The result shows that the adoption of 

governance codes minimizes the possibility of financial distress in the future. Further, large 

block holders and director ownership are inversely associated with the possibility of financial 

distress.   

Concentrated ownership and other ownership mechanisms also remained a topic of interest 

for researchers in corporate governance literature. Ownership concentration measures by 

different researchers in different ways like the sum of holdings of 5 most significant 

shareholders, top 10 shareholders, or single (individual) block holder; however, researchers 

fail to conclude the impact of concentrated ownership on firms' value.Literature theorized the 

concept of concentrated ownership in two ways; it can eliminate free-rider behavior by the 

management and, secondly, expropriation by the largest shareholders at minority 

shareholders' cost. According to Shleifer and Vishny (1986), large shareholders have a more 

significant financial stake in the organization. Further, it has the power and incentive to put 

effective monitoring on management, thus eradicating the free-ride problem. Contrarily, 

Shleifer and Vishny (1997) note that when shareholdings of large shareholders exceed up to a 
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specific limit, it raises the issue of appropriation from large shareholders disregarding the 

interest of minority shareholders. That eventually not only detrimental to the firm's value but 

also increase the likelihood of financial distress. La Porta et al. (2000) and Claessens et al. 

(2002) favor the expropriation hypothesis in their respective studies.  

Holderness and Sheehan (1988) investigated two equal samples of 101 firms of larger 

shareholders. They dispersed shareholders to examine the impact of each type of 

shareholding on firm performance measures through accounting return, investment policies, 

and Tobin’s Q. Results of the study fails to find any difference in outcome in terms of the 

different perspective of the ownership structure of sample firms. Likewise, Murali and Welch 

(1989) undertook 83 firms with diffused ownership structures and 43 concentrated ownership 

structured firms to cover the period from 1981 to 1988 and fail to find any firm value 

difference between these two different ownership structured firms. 

Wu and Wang (1997) analyzed ownership structure and its impact on the profitability of 

publicly-listed companies in China. They particularly examine the role of ownership 

concentration as in China, concentrated ownership hold 58% of outstanding shares. The 

result shows that ownership concentration has a significant direct association with 

profitability. This association becomes stronger in most shares owned by a legal person than 

by the state. Overall result witnesses the positive association of large ownership towards 

profitability. 

Claessens and Dijankov (1999) taking a sample of 706 Czech firmsfor the period from 1992 

to 1997 to measures the effect of ownership concentration on firm performance. Ownership 

concentration is measured through shares held by the top 5 shareholders. Results reveal a 

significant positive association between concentrated ownership and firm profitability. Xu 

and Wang (1999) endorse a positive association between the two in the Chinese context. 

Furthermore, Claessens et al. (2000) conducted studies in nine Asian economies and support 

the earlier findings that direct relationship between ownership concentration and firm value 

that support the "convergence of interest hypotheses." 
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Li et al. (2008) examine the impact of ownership structure, independent directors in the 

board, managerial agency cost, and audit opinion on financial distress firms listed in the 

Chinese Stock Market. They used matched pair sampling techniques and selected an equal 

number of healthy and distressed firms from 1998 to 2005 to observe the findings. The 

analysis shows that concentrated ownership, independent director, and auditor opinion have 

significant negative associations. The ratio of administrative expenses positively associated 

with financial distress and managerial ownership fails to prove any significant association 

with financial distress. 

In the context of ownership concentration, Abdullah & Ismail (2017) examine corporate 

governance's role on firm performance to a different level of ownership concentration in the 

GCC region. Initially, in line with the literature, the results show a positive association 

between corporate governance and financial performance. This positive association's 

magnitude will decrease as the level of ownership concentration increases from 5% to 10%; 

however, at the level of 20% or above concentration level, this significant relation disappear 

shows an insignificant association between corporate governance and firm performance. 

These results support Young et al. (2008) findings that ownership concentration is not a 

solution under Principal-Principal conflict; instead, it makes things worse and deteriorates the 

firm performance. 

3.2.1.5 Corporate Governance Index and Financial Distress Cost 

Along with individual dimensions of corporate governance, some researchers have framed 

governance index, a composite measure of corporate governance, and examine its association 

with different dimensions of firm characteristics. The most significant contribution regarding 

the development of governance index was made by Gompers et al. (2003), who framed the 

first firm-level governance index (G-Index) to establish an association between governance 

mechanism and equity prices in the US. This G-Index was based on 24 governance 

provisions derived from 1500 firms during the 1900s and mainly focused on takeover 

defenses. The provisions were distributed into five subgroups, and the index was developed 

based on these divisions by focusing on shareholder’s rights. The sample firms were tested 

based on these provisions, and firms got the point if the specific provision was found in 
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respective firms related to weakening shareholder rights. Firms are categorized into two 

groups: democracy group and dictatorship group. Firms have a high degree of shareholder 

rights in the democratic group, while the rest are in a dictatorship group. Then the score of 

the firm regressed with firm characteristics like profitability, sales, acquisition. Results show 

that the democratic group outperforms by 8.5% per year the dictatorship group. This study 

was followed by, Drobetz et al. (2004), who tested the same relationship, on German firms 

and endorsed the same findings. Afterward, Brown and Caylor (2006) declare Gompers’s G-

index is un-reliable by claiming that it is mainly based on anti-takeover provisions. Later on, 

Bebchuk et al. (2009) modified Gompers’s g-index by incorporating six governance 

provisions about shareholder rights where a low governance score shows strong corporate 

governance. 

Black et al. (2006) developed the Korean Corporate governance Index (KCGI) in 2001 and 

checked its possible association with Korean firms' profitability. By applying ordinary least 

square (OLS), the result shows that higher KCCI leads to better Tobin’s Q. Similarly, 

Clacher et al. (2008) also developed a corporate governance Index and shows that firms with 

higher governance scores earn a higher profit and enjoy high investors’ confidence.  

Bauer et al. (2008) tested the corporate governance Index-firm value behavior of Japanese 

firms. Results endorse the existing literature that better governs firms outperform the 

counterpart firms in profitability and market value. However, the result of each sub-index 

shows different findings. It shows that the sub-index category ofshareholders' rights, 

disclosure and transparency, internal control, and compensation have significantly impacted 

firm value. In contrast, another sub-index category, like the behavior of firm, accountability, 

and the control market, fails to prove any significant relationship towards firm value. This 

positive association with firm performance is also endorsed by Cheung et al. (2010), 

Viggosson (2011), Sami et al. (2011) 

Shahwan (2015) examines the governance quality of Egyptian listed firms and examines the 

impact of governance quality on a firm’s financial performance and financial distress. He 

developed a governance index based on four dimensions: disclosure and transparency, board 

structure, shareholder's rights, and investor relations.The firm performance captures through 
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Tobin’s Q, while Altman Z-score categorizes the firm into distress and a healthy state. The 

study's final sample comprises 86 firms, out of which 45 firms are financially distressed as 

per criteria, and the balanced are healthy firms. Overall governance quality among sample 

firms based on the governance index showslow, which needs further attention by the 

stakeholders. Further, the governance index does not support the positive relationship with 

firm value in connection with profitability. The same found to be inversely impacted on the 

likelihood of financial distress. 

 However, these indices are developed in the context of developed economies, which are 

different from Pakistan. In Pakistan, Javed & Iqbal (2007) developed a 23-item corporate 

governance index in the local environment to test its association with firm performance. This 

index covers three dimensions: board structure, ownership patterns, and disclosure 

environment transparency.  Later on, Yasser & Ahsan (2011) construct a corporate 

governance-Index based on board structure, shareholder’s rights, and equity structure. The 

most recent governance index developed by Nazir (2016) for Pakistan, which is based on 28 

provisions and covering four broad governance mechanisms; namely the board, audit, 

ownership, and compensation structure in an organization and measures the impact of 

individual components as well as the governance index on profitability which is captured 

through accounting as well as market value measures. The result shows that the governance 

index is positively associated with firm performance. The higher the governance index, the 

higher will be the firm's financial performance.   

3.2.1.6 Corporate Governance and Financial Distress in Pakistan 

Corporate governance has got attention in Pakistan for the last past few years. Researchers 

carried out corporate governance with different aspects, but there is still a need to emphasize 

and explore uncover/un-tabbed areas to contribute to Pakistani literature. In this regard, a 

remarkable work in Pakistan's context was done by Cheema (2003), who argues that better 

governance practices are fundamental to attract foreign investment and boosting savings in a 

country.  Good corporate governance practices are crucial to attract and bring capital 

resources from the foreign capital market. To safeguard minority shareholders and the entire 

stakeholder's interest is the primary concern raised by investors. Governance practices ensure 
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the protection of all these concerns through better implementation of codes at the firm level. 

In this regard, Rais and Saeed (2004) study Pakistani firms to validate the implementation of 

governance code 2002 at the firm level and found a satisfactory position. In connection with 

firm value, these show a better for firm value. 

Mir and Nishat (2004), through cross-sectional study, validate the connection between board 

composition and block holding with firm performance measures through ROA, ROE, and 

Tobin's Q. Result shows direct linkages between family block holding and firm value while 

the same has a negative impact on firm value in case of internal block holding. Ashraf and 

Ghani (2005) emphasize financial disclosure and information quality to enhance the 

Pakistani perspective's governance quality. They diagnose that judicial inefficiencies, weak 

enforcement, and lack of investor protection, especially minority investors, are the main 

highlighted areas that need attention to enhance Pakistan's corporate sector's governance 

level.  

Khalid and Hanif (2005) compare the corporate governance practices among Pakistani, 

Indian, and Bangladeshifinancial institutions and found significant differences in corporate 

governance practices between Pakistani and Indian banks. Still, in Bangladesh's case, 

governance practices in financial institutions are almost similar, as concluded by the authors. 

Afterward, Chaudhary et al. (2006) took this ownership and surveyed 42 commercial banks 

to judge the implantation of corporate governance practices in the financial institution at the 

ground level through a questionnaire. Another notable study was carried out by Javid and 

Iqbal (2007) in Pakistan's context to examine the effect of governance (i.e., corporate 

governance Index) on the listed firm. The sample of the study comprises 50 PSX listed firms 

for the period. The result shows that overall corporate governance positively contributes to a 

firm’s value. 

Further, it shows that ownership structure and board mechanism are more contingents on 

firm value, while transparency and financial disclosure remain insignificant. Saleh et al. 

(2008) study 67 PSX listed firms to determine the role of non-executive directors. Similarly, 

Abdullah et al. (2008) took the sample of 50 firms to study the board's role mechanism on 

firm performance for the period from 2002 to 2005. The result shows a positive association 
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between board mechanism and firm performance. Afza and Slahudin (2009) study inside 

ownership's role and conclude its positive role in firm performance in the local context. 

Nazir et al. (2009) investigate the role of board structure mechanism on Pakistani firms' 

financial performance. They used board composition, size, and CEO duality as board 

variables and firm performance measures through ROA and Tobin’s Q. Sample data of the 

study comprises 53 firms from the cement and sugar sector during the period from 2005 to 

2007. The result shows that duality is negatively linked with firm profitability, while 

moderate board size correlates with firm performance. Besides, outside directors on the board 

could play an essential role in the firm's value, particularly in Pakistan. 

In contrast, Javed and Iqbal (2010) investigated the possible linkage between ownership 

structure, external financing, and corporate valuation in the context of Pakistan. They 

selected 60 non-financial firms listed on PSX during the period from 2003 to 2008. The 

result shows that good governance practices are vital to getting external funds to meet larger 

firms' financing needs. Moreover, concentrated ownership proves to be negatively associated 

with external financing. Overall good corporate governance practices lead to higher firm 

profitability. 

Likewise, Yasser et al. (2011) investigated corporate governance's impact on firm value in 

the local context. They choose 30 PSX listed firms during the period from 2008 to 2009. 

Results show that board composition, the board size, AC issignificantly positively associated 

with allprofitability measures, and duality fails to find any significant association with the 

firm value, which is very consistent with earlier studies.   

There are minimal surveys carried out in the local context to examine corporate governance's 

financial distress effect. Javaria et al. (2013) analysis the cost of financial distress of 146 

manufacturing firms of Pakistan to cover the period from 2001 to 2011. Panel data 

techniques have been applied to choose an appropriate model and then onward conclude the 

findings. They used opportunity loss as a proxy to calculate the indirect cost of distress and 

financial distress used as a dummy variable equal to 1 if the firm has negative earnings 
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before tax (EBT). The result shows that Pakistan's ongoing financial distress directly affects 

opportunity losses in Pakistan's case.  

Uddin et al. (2017) investigated ownership structure about financial distress in the context of 

PSX listed firms. This study covers the period from 2003 to 2012 with a sample of 146 PSX 

listed firms. Ownership structure can be categorized into foreign shareholdings, institutional 

shareholders, government shareholdings, and insider shareholdings. Simultaneously, the 

Altman Z score is used to organize the firms into distress and healthy condition. GMM 

method and panel logistic regression (PLR) employed to determine the possible association 

between ownership structure and financial distress. Overall, ownership structure finds an 

insignificant association with financial distress as per the GMM method. However, PLR 

results show that foreign shareholdings have an inverse relation with financial distress in 

Pakistani firms. Likewise, Institutional shareholders find a negative and insignificant 

association with financial distress, which shows the passive role of institutional investors in 

the Pakistani context. 

Conversely, insider ownership is positively significantly associated with financial distress. 

This positive relation supports the entrenchment hypothesis that managers look upon their 

interest at the expense of disbursing shareholders. Govt ownership, too, finds an insignificant 

association with financial distress. It might be due to the social objective rather than profit 

maximization motive of government owned firms. Results further support the entrenchment 

theory and agency theory.  

Jamal and Shah (2017) investigated the possible link between governance characteristics and 

financial anguish. They choose to audit and board committee characteristics as a governance 

mechanism and financial distress measures through KZ Index. The study results conclude 

that board size, duality, and board composition are positively associated with the firms' 

financial distress state.  

Taj et al. (2017) conducted a study on the textile sector to predict the financial anguish from 

2010 to 2015. Sample firms are categorized into default and healthy firms. They employed 

“Multivariate Discriminate Analysis” and “Logit Regression Analysis” to judge their distress 
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prediction accuracy. The study results show that both models are good enough to predict 

financial distress; however, logistic regression analysis proves to be superior to MDA to 

indicate financial distress compared to them. 

Another notable study on financial distress in the local context made by Luqman et al. (2018) 

addresses corporate governance and financial distress in Pakistani firms. They empirically 

test the voluntary adoption of corporate governance and its role in mitigating firms' financial 

distress. The sample comprises 52 non-financial firms listed at PSX, and studies cover the 

period from 2006 to 2015. This study covers the time during which the adoption of corporate 

governance practices is optional, not mandatory. Financial distress is used as a dichotomous 

variable and a continuous variable calculated through Zmijewski (1984) model. Along with 

governance variables, leverage, firm size, and management efficiency are used as control 

variables. Results show that AC is negative, while CEO duality is directly associated with the 

firm's financial distress state.      

Nazir and Afza (2018) explored corporate governance's role in a firm value on PSX listed 

firms. A comprehensive governance index is measured based on 29 governance provisions 

that covered audit, board, and ownership and compensation structure mechanism 

comprehensively. Based on 1944 firm years’ observations, this study concludes that 

corporate governance is significantly positively associated with firm value by mitigating 

agency costs. Further, this study proves that an effective governance mechanism mitigates 

the manager’s opportunistic behavior of manipulating earnings and raises the firm value.  

In Pakistan, the most recent study done by Khurshid et al. (2018) on PSX listed firms 

connected with corporate governance distress relationship. Multiple governance variables 

were selected from audit, board, and ownership structure like board size, duality, board 

independence, managerial ownership, board activity, audit quality, institutional ownership, 

and ownership by investment companies to empirically test their impact on financial distress 

the Pakistani context. The secondary data have been collected from 2009 to 2016, and the 

firm’s distress status measures through the Emerging Market Score (EMS). The final sample 

of the study comprises 164 firms with 1312 firm-years observations. The study results 

conclude that board size, executive directors, audit quality, managerial ownership, 
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institutional financial ownership, and firm profitability contribute negatively to financial 

distress. In contrast, duality, board independence, board activity, financial constraints, and 

leverage prove a significant positive impact on financial distress. 

3.2.2 Corporate Governance Mechanism and Financial Constraints 

The firm's basic objective is to tap investment opportunities by choosing the most 

economical financing (Kumar and Ranjani, 2018). Firms have to choose three options, i.e., 

internal funds, borrowings, or issuance of new equity to meet this liquidity requirement. 

Pecking order theory presents arguments that the selection of funding choice depends upon 

the cost it incurs.  Accordingly, the firms prefer internal funds to external financing to feed 

up upcoming positive net present value (NPV) projects. It is the most economical source of 

financing and can later engage firms into financial constraints. The next best option is debt, 

followed by the issuance of new equity. 

On the other hand, perfect capital market assumptions tell that firms can tap any profitable 

investment projects irrespective of internal funds' availability because it can raise external 

funds without any additional cost.  But in practice, this would not happen because of the 

presence of the following market characteristics like the tax burden, information asymmetry, 

agency conflict, etc. The presence of these market imperfections brings up the concept of 

“financial constraints”. This concept often states that there prevails an incongruity between 

internal and extrinsic financing sources, which prohibit the company from employing an 

investment it would have chosen to make, had internal funds been available (Kaplan 

&Zingales, 1995).  In simple words, firms forgo positive investment opportunities because 

external funds' unavailability is an example of financial constraints. Carreira and Sila (2010) 

identify that the firm is in financial constraints when it cannot access financing to cater to the 

market's investment and growth opportunities. This inability is because of a firm facing 

difficulties when approaching external financing. Financial constraints can undermine the 

optimal allocation of investment and reduce the company's value (Agca and Mozumdar, 

2008). Financially constrained firms pay a higher cost for external funds and typically have 

higher information asymmetry between investors and insiders (Chen and Wang, 2012). 
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It is worth mentioning that financial constraints and financial distress are two different 

measures. A firm is considered a constrained firm when the external funds are more 

expensive than internal funds in terms of cost, and this degree of constraints becomes 

widening as the cost between these two sources increases (Kaplan& Zingales, 1997). 

However, financial distress results from leverage in the firm's capital structure (Asquith et 

al., 1994). When a firm cannot meet its interest obligation, it is considered a distressed firm 

(Wruck, 1990).  

Fazzari et al. (1988) is the pioneer who studies financial constraints in literature. They linked 

financial constraints with corporate investment and claimed that cash flow is an essential 

determinant for capital spending when a firm is financially constrained. The sensitivity of 

investment to cash flow increases in the context of financial constraints. Based on 

datacollected from U.S. stock market listed firms for the period covering from 1970-1984, 

they claimed that all those firms whose dividend payout ratio is less than 10% are considered 

financially constrained firms. Their results exhibit that all those firms who could not disburse 

dividends according to their income channel their cash flow for investment in real assets 

compared to firms who are not financially constrained. This situation leads towards the 

assumption of greater sensitivity of their investment to cash flow generated internally.   

The study conducted by Hubbard et al. (1995) is quite matched with those of Fazzari et al. 

(1988) as they used a dividend payout ratio as an indicator of financial constraints. Their 

findings support the earlier studies that higher dividend-paying firms are characterized by 

less financially constrained. Later on, these findings are supported by many researchers in 

their empirical studies (Calomiris and Himmelberg, 1995; Alti, 2003; Bond et al., 2003; 

Islam and Mozumdar, 2007. etc.). Carpenter et al. (1998) compare three financial constraints 

proxies: cash-flow sensitivity, cash stocks, and coverage ratio in their empirical work. Their 

results suggested that cash flow subject to best explain the financial constraints among 

sample firms. Boe et al. (2003) conducted an empirical study on Dutch listed firms. They 

recommended cash flow sensitivity to explain the financial constraints situation, especially 

when firms are categorized based on the level of uncertainty they face. In the same way, 

Bond and Meghir (1994) employed dividend payout ratio and stock issuance as a proxy of 
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financial constraints, whereas Gilchrist and Himmelberg (1995) used firm size and the 

existence of rating notation as a proxy of financial constraints in their respective empirical 

studies.  

Latter, this study was challenged by researchers on both theoretical and empirical grounds. 

Kaplan & Zingales (1997) argued that investment-cash flow sensitivity is not a valid source 

of judging financial constraints by claiming that less financially constrained firms proves to 

be more investment-cash flow-sensitive than more constrained firms. Kaplan and Zingales 

(1997) choose the same 49 companies previously studied by Fazzari et al. (1988) and found 

only 15 % of firms facing difficulties raising external funds.  Indeed 85% of the firms are not 

considered financially constrained since they meet their financial needs for investments 

through credit lines and cash reserves. According to them, all firms face financial constraints, 

but the intensity varies according to their internal and external financing cost. They supported 

Modigliani and Miller's (1958) argument that internal funds are not the perfect substitute for 

external funds. They further added that this difference between internal and external funds 

carries information asymmetry between insiders and outsiders, as Jensen & Meckling (1976). 

The higher the information asymmetry level, the greater the risk premium demanded by 

investors, and resultantly higher will be external funds' cost.  

Konings et al. (2002) intended to what extent a firm’s investment is sensitive towards 

internal finance. Sample data comprises 4,000 firms from four countries, namely Bulgaria, 

Romania, Poland, and the Czech Republic, to conclude the findings. For the period 1994 to 

1999, data have been collected from the AMADEUS database. To be a part of the sample, 

the firm must comply with at least one condition among the following, i.e., Sales must be 

greater than 10 million EUR, employees must be more than 150, and the total asset must be 

more than 10 million EUR. This study concludes that in a well-developed economy, firms are 

liquidity constrained in investment decisions. However, in less developed economies like 

Bulgaria and Romania, liquidity constraints towards investment are less sensitive. This 

liquidity constraint is equally important regarding restructuring and performance for well-

developed as well as developing economies.  
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Another important study on financial constraints literature was carried out by Hadlock and 

Pierce (2010). They claimed that a firm’s age and size are a good proxy of financial 

constraints and is negatively associated with financial constraints. Differently, Musso and 

Schiavo (2008) investigated the financial constraints of exporting firms. They developed the 

financial constraint index by using seven different variables: size, profitability, liquidity, the 

capacity to generate cash flows, solvency, trade credit, and repayment capacity. They argued 

that this index managed to capture different financial constraints without categorizing the 

firms into the financially constrained and unconstrained group. Researchers like Bellone et 

al. (2010) and Silve (2011) used this method and constructed a financial constraints index in 

their respective studies.  

Financial constraints are still to be considered an abstract concept (Carreira & Silva, 2010). 

Researchers are trying to find out different ways about such abstraction by applying other 

proxies to evaluate the firm's degree of financial constraints.  Researchers studied the concept 

of financial constraints with a different perspective of the firm. In this regard, Chae et al. 

(2009) examined the effect of corporate governance on dividend payout decisions in the 

context of agency problems and external financial constraints. Paying more dividends to limit 

managers' discretion on cash flow, hence minimizing agency issues, and secondly, compels 

management to visit the capital market to meet their liquidity requirement. Thus both factors, 

i.e., agency cost and external financing constraints, should be considered while deciding 

corporate disbursement policy. 

Further, this study assessed two major hypotheses: the outcome hypothesis and the 

substitution hypothesis. The outcome hypothesis predicts that entrenched managers use cash 

lavishly as per their self-interest. Hence in the presence of strong corporate governance, 

shareholders put pressure on management to disburse excess cash to shareholders by limiting 

their access to free cash for using negative NPV projects. According to the substitution 

hypothesis, strong corporate governance act as a substitute against dividends. Strong 

corporate governance limits managers to adopt self-serving behavior.Hence there is no need 

to disburse a higher dividend to minimize agency cost. Firms keep free cash flow to prevent 

them from visiting the capital market and obtain external cost funds. So the firm cannot use a 



80 

 

higher dividend to build a reputation. Data comprises 4399 firms year observations collected 

from the Investor Responsibility Research Center’s (IRRC). Firms from the financial sector 

and utility sector were excluded from the study. They measured the firm's payout ratio in 

four ways: the ratio of payout amount to sale, the ratio of payout amount to book value of 

equity, the ratio of payout amount to earnings, and the ratio of payout the market value of 

equity. Corporate governance is measure through GINDEX and OINDEX, and agency 

conflict captures through free cash flow. The firm’s external financial constraints are 

measured through the proxy of information asymmetry, and firm leverage, size, profitability, 

and growth are used as a control variable in this study. This study hypothesizes that, in the 

absence of financial constraints, better-governed firms pay more dividends when having 

sufficient free cash flow than financially constrained firms, who pay less cash as a dividend 

in the presence of sufficient cash flow. This study concluded that the association between 

corporate governance and payout policy varies accordingly based on the level of agency cost 

and firm financial constraints. When agency problems dominate external financial 

constraints, efficient corporate governance leads to more corporate disbursements. However, 

when financial constraints are more severe than agency problems, companies disburse a 

lower amount of dividends with increased corporate governance mechanisms. 

 Bassetto and Kaltzis (2011) examined the impact of financial constraints in investment 

decisions on 367 Brazilian firms from 1997 to 2004. The distinction of this study is to use the 

clustering technique to group firms in endogenous form. Findings show that more financially 

constrained firms keep more cash to keep availing future positive NPV investment 

opportunities. Higher cash holding and lower profitability by capital intensive firms predict 

that these firms face severe agency conflicts and are more financially constrained.   

Guariglia (2010) studied firm-level data of UK-based firms from 1993 to 2003 to examine 

firms' investment-cash flow sensitivity facing different levels of internal and external 

financial constraints. Firms can get easy access to external finance provided they have 

sufficient internal funds, and in the same way, creditors too ready to extend credit to those 

firms. Internally financially constrained firms find it difficult to secure funds from the capital 

market. The firm's internal financial constraints measure through cash flow and coverage 
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ratio, while external financial constraints capture respective firms' size and age. The result  

shows that a firm's investment-cash flow sensitivity varies based on the respective firms' 

internal and external financial constraints. This sensitivity is particularly large when external 

financial constraints are more severe than internal financial constraints.  

Financial constraints also hamper the development of companies to a certain extent. Musso 

and Schiavo (2008) study the role of financial constraints on a firm’s survival and growth. 

Their seminal work proposed a new approach to diagnosing and measuring financial 

constraints and finding their impact on firm survival and growth. Using panel data of French 

manufacturing firms, they conclude that financial constraints enhance the likelihood of 

exiting the market. The availability of external finance increases the firm’s survival and 

growth. Further, they contended that financial constraints have a positive effect on 

productivity growth in the short-run.   

Traditional financial constraints theories proclaimed that information asymmetry, agency 

problems, and transaction costs are the primary source of financial constraints. Nowadays, 

researchers go one step forward to diagnose the more specific causes of financial constraints 

like governance quality, financial transparency, financial reporting quality, and the financial 

experience of the directors, etc. (Biddle and Hilary, 2006; Jiang et al., 2016; Li et al., 2018).  

Financial transparency and disclosure are possible solutions to handle information 

asymmetry, one of the leading causes of financial constraints. Li (2018) states that increasing 

financial transparency can effectively wipe out the information asymmetry issue between 

enterprises and financial institutions, enhancing its ability to obtain external financial 

resources. Jensen and Meckling (1976) advocate that good disclosure practices minimize 

agency costs and help mitigate information asymmetry between insiders and outsiders. 

Extensive literature available that discusses the drivers of corporate disclosures. Another 

effective mechanism to deal with financial constraints is to counter the agency issue among 

firms effectively. Ai and Wei (2004) claim that investors can supervise and restrain the 

financiers by acquiring corporate governance rights. This can protect the investor’s rights and 

relieve the firm from financial constraints as well.  
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Reducing transaction costs is another effective mechanism to deal with financial constraints. 

Li (2011) documented that a firm can get finance at a cheaper rate by establishing good and 

trust-building relationships with financial institutions. Ge (2017) argues that agency costs can 

be handled by merger and acquisition, thus minimizing transaction costs and elevating 

financial constraints.  

Further traditional financing theory posits that all firms face different levels of financial 

constraints.The literature on the role of corporate governance and financial constraints 

focuses on ownership structure, leaving other aspects of governance structure like audit, 

board, and compensation structure. Further, the present study does not categorize the earlier 

literature based on corporate governance mechanisms, hence organized chronologically. 

As discussed earlier, agency cost is a factor that causes financial constraints among firms. 

Agency costs are the costs that arise due to the self-serving behavior of the managers who 

make a decision but for the best interest of themselves rather than shareholders. Like 

managers, they focus on empire-building objectives, excessive perquisites consumption, non-

optimal decision making, or accounting fraud (Jensen, 2000). Resultantly, shareholders face 

the consequences of destroying wealth and stakeholders,s too, not free from this manager's 

behavior's adverse implications. 

Corporate governance literature discusses two types of agency problems that raise interest 

between insiders and corporate owners. One, when the board of directors and shareholders' 

interest is assumed to be allied (board of directors makes decisions in line with the 

shareholder's desire), but the management's interest is not aligned with the board of directors' 

interest and shareholders. Several mechanisms are discussed in the literature to deal with this 

type of conflict, like executive compensation plan, incentive structures, and other monitoring 

mechanisms that ensure that managers work but for the shareholders' best interest. The 

second type of agency problem arises in a situation where the interest of the board and 

management are aligned, but these are not aligned with the interest of the shareholders. 

Research on this type of conflict includes studies on board independence, entrenched CEOs, 

and shareholders' actions to influence, challenge or overturn the board decisions. Poor 

corporate governance mechanisms raise agency issues (Dorgu, 2018). Effective and efficient 
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governance mechanisms could lessen the agency issue and keep aligning CEOs' interests 

with shareholders (Bebchuk et al., 2009). According to Johnson (2000), corporate 

governance mechanisms minimize the agency cost level, and that internal governance and 

external shareholding influences are substitute agency-mitigating mechanisms. Corporate 

governance is to be declared as one of the critically needed tools to manage agency problems.  

AC is an effective mechanism to deal with an agency issue through independent reporting. 

Forker (1992) declares that AC is an effective governance mechanism to deal with an agency 

issue. An AC strengthens the board's supervisory role by enhancing the financial reporting 

system and accurate accounting records. Braiotta (1999) describes the core function of an AC 

to monitor the reporting system and supervise the overall governance mechanism. Thus, it 

can decrease the information asymmetry and minimize the agency issue in the organization.  

Florackis and Ozkan (2008) empirically tested the association between governance 

mechanisms and agency costs on the sample of UK listed firms. To accomplish the purpose, 

agency cost captures sales to assets ratio and the sum of selling, general and administrative 

expenses (SG&A) to total sales. The study results conclude that insider ownership, 

managerial compensation, and ownership concentration seem to play an essential role in 

minimizing agency costs. Further results show that this governance-agency cost relationship 

varies with different levels of growth opportunities of firms. As high growth firms face more 

agency problems, probably due to higher information asymmetry in these firms between 

managers, shareholders, and debt holders. 

Similarly, Wang et al. (2010) carried study on A-share listed Chinese companies to study the 

effect of ownership and governance variables on agency costs. Findings depict a significant 

direct association between board characteristics and free cash flow by applying the fixed-

effect regression model. Contrary to the above results, managerial ownership remains 

insignificant with all measures of agency costs.              

In Pakistan's perspective, Siddiqui et al. (2013) analyzed the institutional governance 

mechanism to find its impact on agency costs. Sample data comprises 120 firms over the 

period from 2003-2010 listed at PSX. Agency cost measures through liquidity ratio and asset 
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turnover ratio. Results show a positive relationship in terms of board size, while board 

meetings negatively impact agency costs. 

Yegon et al. (2014) studied the governance-agency cost relationship from 2008 to 2012 on 

Kenyan firms listed at the Nairobi stock exchange. They measured agency cost through asset 

turnover ratio while governance structure measures through institutional ownership, 

management ownership, external ownership, the board size, and board independence. Result 

reveals that institutional ownership and management ownership have an inverse association 

with agency cost while board size and board independence directly associate with agency 

costs.  

Garanina & Kaikova (2016) empirically examine the effect of corporate governance quality 

measures through board size, board composition, leverage, and firm size on agency cost in 

the context of the USA, Russia, and Norway. The sample comprises 243 Americans, 196 

Russians, and 175 Norwegians joint-stock companies from 2004 to 2012. After applying 

regression analysis, results describe that board size is positively associated with agency costs. 

In contrast, a gender-diverse board positively impacts US companies' case, a negative 

association in Norwegian companies' case. While in the case of Russian firms, it shows an 

insignificant association in terms of agency cost. 

Zurigat et al. (2016) aim to study the effect of internal governance measures on agency costs 

on listed industrial companies of ASX for 2000-2013. These corporate governance 

mechanisms are board size, corporate ownership, management reward, and debt financing. 

The study's final sample comprises 58 companies, and the result shows a direct relationship 

between management rewards and agency cost. Simultaneously, the level of debt financing 

has a significant inverse association with agency cost, and corporate ownership fails to show 

any association with agency costs.  

Hamdan et al. (2016) study the ownership structure and its impact on listed firms' agency 

costs on the Bahrain stock exchange. Ownership structure comprises ownership 

concentration, board ownership, corporate ownership, and foreign ownership. Sample data 

contains longitudinal data of 31 companies for the period 2002-2014 and the fixed effect 
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model used to conclude. Resultdemonstrates that ownership structure has a significant 

negative association with agency cost except for board ownership, which shows an 

insignificant association with agency costs.  

In the local context, Ghazali and Bilal (2017) conducted a study on 267 PSX listed firms to 

cover the period from 2005-2008 to measure the impact of governance structure on Pakistan's 

agency costs. The result reveals that compared to developed countries, Pakistani firms face 

higher agency costs, and further, in terms of individual governance variables, institutional 

ownership and external ownership shows an inverse association with agency costs.    

Shagoor (2017) analyzes the effect of corporate governance characteristics on agency costs in 

the commercial banks listed at the ASX. Corporate governance characteristics comprise 

board size, board independence ratio, audit committee meetings, corporate ownership, family 

ownership, and ownership concentration, whereas agency cost measure turnover ratio, 

operating expense ratios, and free cash flow indexes. This study covers the period from 2013 

to 2015.  All the commercial banks listed at the ASX were the sample of the study. The result 

shows that board size positively correlates with agency cost while board independence, AC 

meetings, corporate ownership, and family owners are negatively associated with agency 

costs.  

Information asymmetry is another primary source of financial constraints. It occurs when one 

party has more informationally equipped than the others. Brown & Hillegeist (2007) explains 

information asymmetry as when one or more investors are privy to the company’s value 

while the rest can access public information. In a company, management has more and 

complete information than outside investors. Investors cannot truly value the company as 

they have limited and selective information (Akerlof, 1970). Creditors are always looking for 

compensation for capital that costs higher than internal funds (Lemmon & Zender, 2016). 

Companies still prefer internal funds to external financial resources as external funds' costs 

increase information asymmetry (Myers, 1984). This focus on internal funds to meet 

investment opportunities is called investment cash flow sensitivity (ICFS). Conversely, 

companies that do not face high information costs got external funds at cheaper rates. So 

these companies are less dependent on internal cash flow.  
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Brickley et al. (1997) examine the role of CEO duality on the level of information asymmetry 

and predict more significant information asymmetry if a firm has characteristics of duality. 

They present arguments supporting the result that since the CEO has more detailed 

information and more delegated power to control the firm, greater information asymmetry is 

presented in duality. Brickley et al. (2009) endorsed the same finding in their respective 

study. 

Cormier et al. (2010) undertook 131 Canadian firms to examine the impact of governance 

characteristics on information asymmetry between insiders and outsiders. Governance quality 

measures through AC and board committee characteristics. Simultaneously, information 

asymmetry captures through Tobin's Q. Result demonstrates that AC size, the board size, and 

voluntary disclosure are negatively associated with information asymmetry. Likewise, 

Allegrini & Greco (2013) and Li et al. (2012) endorse the same findings and claim that AC 

ensures the financial reporting process's quality and transparency, minimizing information 

asymmetry. 

In this perspective, Byun et al. (2011) analyze the association between concentrated 

ownership and information asymmetry in the context of informed and uninformed investors 

on 1067 Korean firms over the period from 2001-2004. Findings disclose that concentrated 

ownership leads to higher information asymmetry in Korean firms. Further, they argue that a 

firm’s analyst can become potentially weak; this positive interaction between concentrated 

ownership and information asymmetry while institutional investors and corporate governance 

fail to alleviate this positive association between the two. Similarly, Kim and Yi (2006) argue 

a positive relationship between controlling shareholders and information asymmetry in the 

Korean context. This positive linkage witness controlling shareholders that show the 

involvement in opportunistic earnings management can hide their true and underlying 

earnings performance.   

Jamalinesari and Soheili (2015) look into the relationship between corporate governance and 

information asymmetry on 145 firms listed at the Tehran Stock Exchange from 2008 to 2013. 

Corporate governance variables comprise institutional ownership, ownership concentration, 

type of auditor, and board independence, and information asymmetry covers through 
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liquidity changes in the stock market. The result shows a significant negative connection of 

board independence and institutional ownership towards information asymmetry while 

ownership concentration accelerates the information asymmetry among sample firms. The 

greater the level of concentrated ownership in firms, the higher the information asymmetry 

between insiders and outsiders.  

Differently, Jiang et al. (2016) argue that information asymmetry is the main culprit of 

financial constraints. They further remark that the board’s secretary's financial experience has 

a significant inverse association with financial constraints. The greater the financial 

expertise, the lower the information asymmetry between insiders and outsiders leads to lower 

financial constraints. Li (2018) claims that governance quality and financial transparency are 

fundamental in allocating credit resources that affect financial constraints. Using the World 

Bank questionnaire data from 2848 Chinese companies, he concludes that enhancing 

financial transparency can minimize information asymmetry between borrowers and lenders 

and thus improve the ability to access external funds, ultimately minimizing financial 

constraints.   

Lode and Bajrei (2018) analyzing the relationship between governance mechanism and 

information asymmetry on 64 UAE based annual reports on the year ended 2010. Results 

reveal that boar size is positively associated with information asymmetry, while board 

ownership and firm size have inversely linked with information asymmetry.   

Al-Karasneh and Bataineh (2018) investigate corporate governance's impact on reducing 

agency costs on 46 Jordanian industrial, public shareholding companies from 2014-2016. To 

accomplish the research objective, agency cost measures through asset turnover ratio and 

operating expense percentage, while board size, institutional ownership, audit committee 

used as governance variables. The relationship between agency cost and corporate 

governance measures through generalized estimating equations (GEE) model. The result 

shows an insignificant association between governance variables and agency costs. 

More recently, Tessema (2019) carried out her study on Gulf Cooperation Countries (GCC) 

and empirically investigating the link between corporate governance and information 
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asymmetry on financial institutions from 2012 to 2016. The information asymmetry 

measurement was made through share trading volume, the market value of shares traded, and 

shares returns volatility. Findings support the earlier studies that board independence, 

institutional ownership, block holders, and board size are positively linked with information 

asymmetry. 

Yau et al. (2019) consider the role of different block holders on information asymmetry. 

From 2011 to 2015, the sample comprises 150 largest firms listed at Bursa Malaysia Stock 

Exchange. After applying panel regression analysis, the result shows that managerial block 

holders and firm size significantly associate information asymmetry while institutional block 

holders, individual block holders, and ownership concentration fail to prove any association 

with information asymmetry. 

Existing literature witnesses several mechanisms to relieve financing constraints, such as 

reasonable handling of agency problems (Ai and Wei, 2004), enhancing information 

transparency (Dhaliwal et al., 2011), and reducing transaction costs to relieve financing 

constraints (Li, 2011; Ge, 2017). By discussing how to handle agency problems, Ali and Wei 

(2004) claim that investors can supervise and restrain the financiers by acquiring corporate 

governance rights. This can protect the investor’s rights and relieve the firm from financial 

constraints as well.  

The government may also reduce financial constraints by making financial development that 

helps firms obtain more external capital in the time of need. Jin et al. (2012) suggested loose 

monetary policy to lessen financial constraints at the firm level, while Xie and Huang (2014) 

claim that losing monetary policy can enhance enterprises' financial, ecological environment 

by reducing the internal cash sensitivity flow of enterprises investment.   

Financial constraints can be managed through improving information transparency and 

disclosure since information asymmetry is the major contributor to financial constraints. This 

information asymmetry can be minimized with the greater practices of voluntary corporate 

disclosure, and hence it reduces the agency costs, which eventually leads to improving 

corporate reporting transparency (Akhtaruddin & Haron, 2010; Jiang et al., 2011).  
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The discussion between corporate governance and voluntary disclosure claims its origin from 

the agency issue rises by separation of ownership and control. Following the principal-agent 

theory (Shleifer and Vishny, 1997), this separation raises information asymmetry, which 

becomes the leading cause of firms' financial constraints. This information asymmetry and 

agency issue can be dealt with several mechanisms, and voluntary disclosure is considered 

one mechanism. A growing stream of literature that investigated the association between 

corporate governance and voluntary disclosure, studying the role of ownership structure, AC, 

and board composition in this perspective.  

In terms of disclosure, the literature emphasizes why the organization goes towards voluntary 

disclosure, i.e., a disclosure that is more than a requirement that represents discretion at the 

part of the management deemed relevant to decision-makers to use this information to make 

a rational decision (Meek et al., 1995). Agency theory (Jensen and Meckling, 1976) gives an 

argument about the disclosure that it presents an opportunity for a manager to reduce 

information asymmetry between insiders and outsiders. It minimizes investors’ concern that 

whether management work in the best interest of the owners. So it is a tool that the 

management uses to convince owners that they are optimizing shareholders' wealth. Jensen 

and Meckling (1976) advocate that good disclosure practices minimize agency costs and help 

mitigating information asymmetry between resource providers and resource handlers. 

Disclosure can reduce information asymmetries in the capital market and decrease capital 

cost (Botosan, 1997). Dhaliwal et al. (2011) advocate’ information disclosure mechanism by 

claiming that it reduces the organization's next period's capital cost. Li (2018) supports the 

argument by adding that it reduces financial constraints and strengthens the firm's ability to 

obtain external funds.  

The history of empirical research on voluntary disclosure has much longer, dating back to 

Cerf (1961). Several empirical studies discuss disclosure in various aspects, like Choi (1973) 

consults with the cost of capital, Botosan (1997), and Sengupta (1998) with the cost of equity 

with relative bid-ask spreads that inversely connected with overall disclosure level. 

Disclosure can increase transparency and accountability that eventually minimize agency 

problems (Al-Bassam et al., 2018) through reducing information asymmetry between insiders 
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and outsiders (Donnelly and Mulcahy, 2008), which indirectly raises firm performance as 

well. Greater commitment to voluntary disclosure to develop corporate accountability, social 

responsibility, and transparency and corporate finance in the form of enhancing their 

investment, financing, and liquidity opportunities (Al-Bassam et al., 2018). Shiri et al. (2016) 

claim that information asymmetry is more in companies with lower disclosure quality. Hence 

accounting disclosure serves as a safe transmission of information between managers and 

investors, which can mitigate information asymmetry (Healy & Palepu, 2001).   

The literature on the relation between information asymmetry and disclosure argues that 

voluntary disclosure minimizes adverse selection problems in the equity market and counter 

the information asymmetry problem as well (Diamond & Verrecchia, 1991; Leuz & 

Verrecchia, 2000; Brown and Hillegeist 2007; Fu et al., 2012; Healy et al., 1999). According 

to information economic theory, voluntary disclosure is a useful tool to minimize information 

asymmetry between managers and investors and capital cost. According to Diamond and 

Verrecchia (1991), this outcome occurs through greater disclosure that enhances 

transparency, increases liquidity, and reduces a firm’s stock's trading costs. As Chen et al. 

(2003) claim, disclosure lowers the cost of capital to 0.47%, while a good corporate 

governance mechanism reduced the firm cost of equity by 1.26%. But in the context of Asian 

emerging markets, Chen et al. (2003) claim that governance disclosure plays a weak role in 

reducing capital cost. Consistent with this view, some studies document an inverse 

association between disclosure quality and information asymmetry (Walker, 1995; Lang and 

Lundholm, 1996; Cheng et al., 2006). Wang et al. (2016) narrate that low information 

transparency increase information asymmetry problems that lead to adverse selection, moral 

hazards, and misappropriation of capital funds. Information asymmetry decreases with firms' 

comprehensive disclosure practices, thereby increasing their stock (Coller&Yohn, 1997; 

Leuz and Verrechhia, 2000; Brown et al., 2007; Fu et al., 2012). 

An AC is one of the mechanisms of corporate governance to deal with this agency issue by 

enhancing the quality and credibility of annual audited financial statements (Fama and 

Jensen, 1983). DeFond and Jiambalvo (1991) studied the organization that overstated their 

financial information from 1977-1988 and found that this is common in those that do not 
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have an AC. McMullen (1996) finds that companies have an AC less likely to face lawsuits 

alleging fraud, earnings restatements, fewer illegal acts, and fewer SEC enforcement actions. 

Further, Akhtaruddin and Haron (2010) found a positive association between AC and 

voluntary disclosure.  

Eng and Mark (2003) studied ownership and board structure as corporate governance 

variables to examine the effect of the same on voluntary disclosure practices. Ownership 

variables comprise managerial ownership, block holders ownership, government ownership, 

and board structure measures through the board's number of independent directors. 

Simultaneously, firm size, leverage, auditor reputation, growth opportunities, and market to 

book value of assets are used as control variables. The sample comprises 158 firms listed on 

the Stock Exchange of Singapore. Based on the result, it was found that managerial 

ownership and government ownership are positively associated, while board independence is 

negatively linked with disclosure practices. 

Further, block holders' ownership remains insignificant with disclosure practices. Results are 

consistent with Ho and Wong (2003) findings, who studied the corporate governance-

disclosure relationship in the context of Hong Kong firms. They also showed that an audit 

committee's existence increases voluntary disclosure, while family ownership is negatively 

related to voluntary disclosure. Similarly, Pucheta-Martinez & De Fuentes (2007) argue that 

an audit committee improves reporting quality by better disclosing information and thus 

escaping firm from liquidity crises and financial constraints. 

It has been contended that the compensation structure is positively connected with disclosure 

level. In this regard, Nagar et al. (2003) used a sample of 146 listed firms to cover the period 

from 1995-1997 to examine the impact of stock-based compensation on disclosure practices. 

They hypothesize a direct link between stock-based compensation on disclosure. If the stock 

price is undervalued, then management is interested in disclosing more information to bring 

the stock price to reach the correct level. Results strongly support the hypothesis that stock-

based compensation is significantly positively allied with disclosure practices among sample 

firms. Equally, Graham et al. (2008) and Choi & Kim (2016) endorse the same findings in 

their respective studies.  
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Kelton and Yang (2008) investigated governance structure-financial disclosure behavior of 

305 U.S. firms from 2002 to 2003. Corporate governance measures through shareholders' 

rights, ownership structure, and board composition. Internal financial disclosure measures 

through a disclosure index that comprises 36 points covering format, content, and voluntary 

disclosure of information on the internet. Results confirmed that independent directors and 

weak shareholder rights are positively associated with the internal financial disclosure, while 

ownership structure is insignificant compared to internet financial disclosure. Similarly, 

Harvey et al. (2013) studied the compensation structure and argued a significant positive 

impact of compensation on disclosure practices among sample firms. 

Barros et al. (2013) empirically examine the corporate governance mechanism's impact on 

France's voluntary disclosure practices. The sample of the study comprises 206 non-financial 

firms over the period from 2006-2009. The result shows that managerial ownership, board 

independence, AC independence, board meetings, and external audit quality positively 

impact voluntary disclosure practices. In contrast, AC meetings and board diligence prove a 

negative relationship towards voluntary disclosure among sample firms. Findings are 

consistent with earlier studies (Akhtar Uddin and Haroon, 2010; Haniffa and Cooke, 2000; 

Chen and Jaggi, 2002). This suggests that this greater information disclosure minimizes 

information asymmetry, which in turn reduces financial constraints. 

Alhazaimeh et al. (2014) took the sample of Jordanian listed firms to study ownership 

structure's effect on voluntary disclosure. For the year 2002 to 2011, the sample comprises 72 

Jordanian listed firms. By employing the system GMM estimation technique, the result 

proves to be a significant relationship with the disclosure in terms of board activity, foreign 

ownership, board independence, and block holder ownership. 

Madi et al. (2014) studied the role of an AC on voluntary disclosure for the sample of 146 

Malaysian companies for the year 2009. Corporate voluntary disclosure is calculated through 

content analysis of disclosure, while AC effectiveness measures its size, independence, 

meeting frequency, financial expertise, and multiple directorships. Result proves to be a 

direct association between size, independence, and multiple directorships with voluntary 

disclosure. Simultaneously, the rest of the AC variables fail to demonstrate any significant 
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association with voluntary disclosure. Conversely, Othman et al. (2014) found AC size, 

independence, meeting frequency, and expertise show insignificant while AC tenure and 

multiple directorships prove to be a significant relationship with voluntary disclosure in the 

Malaysian context. Differently, Wang et al. (2016) studied the impact of AC on information 

transparency and earning quality. Using the simultaneous equation model, the output shows a 

significant impact of an AC on information transparency and earning quality. Conversely, 

Fakhtari and Pitenoei (2018) look into an AC's effect on information quality and found only 

AC independent and expertise found to be significant with the information environment. 

Likewise, Ho and Wong (2010) and Armstrong et al. (2014) endorse the same findings in 

their respective studies. 

Differently, Satta et al. (2015) examine the corporate governance mechanism composed of an 

AC, board, and ownership structure with communication quality determinants. By applying 

the linear regression model, findings reveal that an AC and diffuse ownership is positively 

linked with voluntary disclosure. In contrast, board size and managerial ownership prove 

insignificant with disclosure practices among sample firms. Further institutional ownership 

and board independence fail to establish any association connected with disclosure, as 

reported in this study. Moreover, attending meetings regularly is vital to perform a fiduciary 

role with due diligence and the best corporate governance principles. It empowers directors 

to participate more subjectively, share their points of view, and benefit from each other’s 

experience. Hence, a higher attendance rate minimizes information asymmetry and enhances 

the functioning of the board. Further, regular attendance shows a strong commitment of the 

board of directors to their monitoring duties. It compels the manager to provide further 

detailed information to reduce oversight; this raises voluntary disclosure.   

Jong (2017) investigated the managerial compensation (stock-based incentives and cash 

bonus basedincentives) and its motivation towards voluntary disclosure of 1500 S&P firms 

for the period from 2006 to 2015. The result shows weak evidence that stock-based 

compensation enhanced voluntary disclosure practices among firms. This is not consistent 

with Nagar et al.’s (2003) findings that show a significant positive association between the 

two. However, contrary to stock-based compensation, cash-based compensation shows a 
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significant inverse association with management earnings forecast. This, in turn, suggests 

that stock-based compensation leads to improve voluntary disclosure among sample firms.  

In the local context, Ullah et al. (2018) investigated the impact of the corporate governance 

mechanism on voluntary disclosure of 62 non-financial PSX listed firms for the period 2013 

to 2015. Through employing multiple regression techniques, the result shows corporate 

governance has a significant influence on voluntary disclosure practices. It reveals that AC 

size and meeting frequency positively impact voluntary disclosure, while duality shows a 

significant inverse relationship with voluntary disclosure. Further, the board mechanism 

(board size, board meetings, board composition) fails to prove any association with voluntary 

disclosure. This insignificant impact suggests a need to strengthen Pakistan's board 

mechanism so firms enhance voluntary disclosure, which eventually rescues them from 

financial constraints.   

Bueno et al. (2018) empirically investigated the correlation between board characteristics and 

voluntary disclosure of firms listed in the Brazilian stock exchange. This study uses a 

quantitative research design on a sample of 285 firms from 2011 to 2014. Results show 

mixed findings of the component of the board mechanism and its association with disclosure 

practices. Findings reveal that board diversity leads positively, while CEO duality shows a 

significant negative association while board independence and size show an insignificant 

impact on disclosure practices. 

Similarly, Sarhan and Ntim (2018) tested the link between board characteristics and 

ownership structure with voluntary corporate disclosure. They choose emerging Middle 

Eastern and North African (MENA) economies over 2009-2014. Mainly, it was found that 

MENA countries have a low level of disclosure compared to developed countries. Further, 

the result suggested that board diversity has a positive while duality, managerial ownership, 

and government ownership shows an inverse association with disclosure practices. Contrary 

to the expectations, family ownership fails to prove any association with voluntary 

disclosure.  
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More recently, Talpur et al. (2018) undertook one aspect of corporate governance, i.e., AC, 

and tested the role of an AC on Malaysian listed firms' disclosure practices. Specifically, they 

used the content analysis of annual reports to measure sample firms' corporate governance 

disclosure. It was found that AC size, independence, and meeting frequency were 

significantly positively associated with Malaysian firms' disclosure practices. Another 

essential component of an AC structure is the quality of the external auditor. It is vital for an 

effective corporate governance mechanism and played a significant role in terms of the level 

of voluntary disclosure. Large audit firms are more sensitive to audit quality by fear of 

reputational loss and loss of a customer underperforming. Consequently, they are less likely 

to approve to client pressure to favor not providing accurate, detailed, and comprehensive 

disclosure.  In this regard, Titman and Trueman (1986) show that getting a big auditing firm's 

services leads to higher disclosure quality among sample firms.  

Alkurdi et al. (2019) carried out their study on 15 Jordanian banks to analyze the relationship 

between corporate governance attributes on mandatory and voluntary disclosure practices 

from 2008 to 2015. After applying the Ordinary Least Squares (OLS), it was found that 

board size, independence, meeting frequency has significant positive. At the same time, 

duality shows a significant negative association with disclosure practices of Jordanian listed 

firms. Further, regarding mandatory disclosure, results witnesses that AC size and board 

independence shows substantial impact. Likewise, researchers like Lim et al. (2007) and 

Donnelly and Mulcahy (2008) support the results of earlier findings and establish a positive 

association between board independence and voluntary disclosure. However, Ho and Wong 

(2001) fail to prove any interaction between voluntary disclosure and board independence in 

their respective study.  

Reducing transaction costs is another effective mechanism to deal with financial constraints. 

Li (2011) documents that the firm can get finance at a cheaper rate by establishing a good 

and trust-building relationship with financial institutions. Ge (2017) argues that agency costs 

can be handled by M&A, thus minimizing transaction costs and elevating financial 

constraints.  
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Further, the literature straightforwardly presents empirical findings in connection with 

ownership structure and financial constraints. In this way, Lin et al. (2011) investigated the 

possible effect of the control-ownership divergence on financial constraints by employing a 

large sample of 1994-2002. They used a generalized method of moment’s (GMM) estimation 

of an investment Euler equation to conclude the findings. Results suggested that control-

ownership divergence is positively linked with financial constraints. The higher the 

difference between insiders’ ownership and control rights, the cost of external funds. The 

other result suggested that financial constraints prove higher with increased information 

opacity, financial misreporting among the firm and institutional investors moderated. 

Corporate finance theories prove to be a connection between a corporate insider’s ownership 

and the firm's financial constraints. Controlling shareholders and corporate insiders 

expropriate minority shareholder’s wealth through various self-dealing activities (Djankov et 

al., 2008). This tendency finds not only in developing countries but in developed countries 

too. This expropriation by corporate insiders is stronger when they have more control rights 

than cash flow rights as they have less faceless financial consequences (Johnson et al., 

2000a). Maslus et al. (2009) supporting this argument by concluding that insiders who have 

excess control rights waste the organization’s resources at the cost of minority shareholders. 

Underexpropriation by corporate insiders, shareholders and creditors are reluctant to make 

investments in those organizations in the form of equity as they anticipate that their 

investment is less materialized. So these firms should be more financially constrained 

because of limited or even no excess to external finance. 

The incentives linked with family ownership by way of ownership and control diagnoses lead 

to family firms subject to financial constraints. Family members usually invest their savings 

in firms and become heavily dependent on that income source. Secondly, due to market 

imperfection that raises information asymmetry, agency cost, and high transaction costs, 

there is a wedge between the internal and external cost of funds. Moreover, prior studies also 

note that information asymmetry is larger for small and young firms (Petersen and Rajan, 

1992); both are the main characteristics of family firms. Further, family firms hesitate to visit 

the equity market as it will gradually dilute their ownership stake and undermine their 
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controlling position. These arguments suggest that family firms are more prone to financial 

constraints as all financing sources imply possible drawback for the main shareholder. 

Hanazaki and Lui (2006) concluded that financial constraints are more severe for family-

owned firms because large shareholders are more involved in confiscating the wealth of 

minor shareholders' wealth and looking upon their interests. 

Lins et al. (2013) prove that family-owned financially unconstrained firms underperform than 

non-family controlled firms during 2008-2009. This poor performance shows the misuse of 

free cash flow and underinvestment by family-owned firms. Moreover, during financial 

crises, family-owned firms cannot alleviate financial constraints than non-family controlled 

firms. They further find that investment in non-family owned firms and return on investment 

higher in non-family controlled firms during financial crises.  

Chu et al. (2016) studied the Malaysian family-controlled firms, whether they face financial 

constraints or not in the era of global financial crises 2007-08. In Malaysia, the majority of 

firms are family-owned. They carried out their study to judge the investment efficiency of 

these firms. For the year 2008 to 2010, the sample comprises 157 firms. The literature argues 

that family firms are less efficient from an investment point of view, subject to higher 

information asymmetry in these firms. 

Further, these firms are reluctant to raise funds from the external equity market and mostly 

depend on internal financing. Conversely, non-family firms depend on debt financing from 

an investment point of view. Moreover, independent directors in family-controlled firms 

prove inefficient as internal directors are more influential in family firms subject to a high 

equity stake in the organizations. They selected independent directors just to fulfill the 

corporate governance guidelines. Keeping in view the above arguments, it is suggested that 

family firms prone to more financial constraints than counterpart firms. After applying 

regression analysis, it was found that family firms are more financially constrained because 

of low investment efficiency in family-controlled firms than non-family controlled firms.  

Further ownership concentration shows greater inequality between control and cash flow 

rights. This empowered controlling shareholders to divert firm resources at the cost of 
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minority shareholders (Claessens et al., 2002). Hence these highly concentrated ownership 

firms subject to disclose less firm-specific information to disguise managements’ 

opportunistic behavior, leading to higher information asymmetry between management and 

outside shareholders (Chen et al., 2008). This more significant information asymmetry in 

those firms makes them more financially constrained than the counterpart firms. 

Along with family-controlled firms, literature also witnessed some studies regarding the 

association between foreign ownership and financial constraints. Firms with access to foreign 

capital markets are less prone to financial constraints than those who solely got aid from the 

domestic capital market at the time of need, thus facing information asymmetry and financial 

constraints. In this regard, Blalock et al. (2008) examine Indonesian firms' investment 

behavior in the context of the Asian Financial crisis of 1997. They observe that domestic 

exporters cannot expand investment during the liquidity crunch period, thus negating the 

trade theory. On the other hand, those exporters having foreign ownership took this 

opportunity and expanded their investment to fill the market gap. Foreign-owned firms got 

help from the parent company and ensured the availability of funds in this liquidity crunch 

period. Results showed that foreign-owned firms' investment increased post-crisis capital 

stock by about 4% more than would have occurred if all the firms were domestically owned. 

Hence, foreign-owned firms are less financially constrained during financial crises because 

of easy access to the foreign capital market than domestically owned firms.  

3.3 Research Questions of the study 

3.3.1 Corporate Governance and Financial Distress Costs 

An effective governance structure to keep financial distress costs at a minimum level is a 

matter of concern for all market participants. Wang and Deng (2006) and Shahwan (2015) 

claimed good governance increases a firm's financial performance and saves it from distress. 

An effective AC is fundamental in strengthening a firm's governance structure (Rehmat and 

Takiah, 2004). It helps firms minimize agency issues, protect shareholder's rights, increase 

firm value, and control financial distress costs. Miglani et al. (2015) contended that the AC 

strengthening monitoring mechanism indirectly saves the firm from financial distress. The 
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same is also endorsed by Ainuddin & Abdullah (2001). Furthermore, AC is also helpful in 

solving agency issues and minimize information asymmetry among insiders and outsiders. 

The independence of an AC is indispensable for its effectiveness. An independent AC 

effectively encounters fraudulent activities (Menon& Williams, 1994), increase financial 

reporting quality (Arsalan et al. 2014), minimize the probability of financial restatements 

(DeZoort, 2002), and thus increase firm financial performance and lower down the likelihood 

of default (Ainuddin and Abdullah, 2001). AC size, an essential characteristic of an AC, 

deprives of a consensus researchers about its appropriate size in firm performance. 

Researchers like Eisenberg et al. (1998), Lipton &Lorch (1992), Ahmad (2006), and Al-

Matari et al. (2012) favor small AC size and claim it enhances firm performance and protects 

firm from financial distress. AC meetings another critical characteristic of an AC, which 

impacts firm performance. Frequently meetings of AC increase its diligence and eradicate 

agency issues (Al-Mamun, 2014), minimize financial reporting problems (Yamin et al., 

2006), and reduce information asymmetry (Stewart and Munro, 2007) and thus prevent firm 

from financial distress (Salloum et al., 2004). 

The board of directors is the helm of corporate governance (Adams et al., 2010). There is a 

consensus that an effective board mechanism is crucial for firm performance (Baghat and 

Black, 2001). It is strengthening monitoring mechanism (La porta et al., 2000), give vision 

and strategies to the management, ensures the availability of critical resources (The Higgs 

Report, 2003), handles agency issue (Jeckling & Johl, 2009), and thus save firm from 

financial difficulties (Rauterkus et al., 2013). Literature has mixed arguments about board 

size's appropriateness in terms of their impact on firm performance. Researchers like 

Chaganti et al., (1985), Goodstein et al., (1994), and Yermack (1996) favors small board size 

in term of firm performance and save firm from financial distress likelihood. Agency theory 

also favors small board size and its effectiveness in monitoring, controlling, and decision-

making (Lipton and Lorch, 1992). Contrarily, the resource dependency theory favors large 

board size and argues that diverse boards provide better access to needed resources and 

linkages to the external environment (Preffer, 1972). Board composition and independence 

are other essential characteristics of the board mechanism. Ruthford and Buchholtz (2007) 

argue that a more independent board enhances information quality and minimize information 



100 

 

asymmetry. Gueyie and Elloumi (2001)  and Wang and Deng (2006) argues that firms having 

majority independent directors has fewer chances to face a failure state as they effectively 

counter management opportunistic behavior (Change, 2009) and take appropriate actions to 

save the firm from financial trouble (Solloum et al., 2014; Wu, 2016). 

Further, it has been contended that greater board meetings increase firm monitoring capacity 

and increase firm value and financial distress savings (Ma and Tian, 2009). The CEO's 

duality has also remained a topic of continuous research in board structure. Empirical results 

show mixed findings of its role in possible distress likelihood. Duality leads to CEO 

entrenchment (Baysinger and Hoskisson, 1990), leading to earnings manipulation (Liyu et 

al., 2007), thus minimizing the usefulness of board monitoring function leads to financial 

distress. Balkouti et al. (2016) present arguments against the duality by adding that the 

division of CEO and board chairman position in two different executives strengthening board 

monitoring capacity and manage it from a distressed state. Contrarily, researchers like Davis 

et al. (1997), Daily and Dalton (1994b) claim that duality strengthens the unity of command, 

minimizes the conflict between CEO and board of directors, and thus saves the firm from 

bankruptcy (Simpson and Gleason, 1999).  

Compensation structure, too, one of the oldest governance tools as its root back to the 

suggestion of Adam Smith (1776) and Barle and Means (1932). Rolle (2016) supports that 

executive compensation is vital to minimize agency issues and keep aligning outsiders' 

interests with insiders' interests. Kato and Long (2006) study executive compensation 

behavior from China's perspective and found a positive association between executive 

compensation and shareholder's wealth. Similarly, Bolton et al. (2011) study executive 

compensation and its possible linkages to financial institutions' risk-taking behavior. Results 

support that the management's risk-taking behavior leads the firm towards a distressed state, 

and this can be positively controlled through stock-based compensation to the manager.  

There is extensive literature on ownership structure and its effect on firm value, financial 

distress cost, capital structure, financial constraints, etc. It is the most cited component of 

corporate governance (Morck et al., 1998). Insider ownership is the way to transforming a 

distinct interest into similar interests. The presence of managerial ownership in ownership 
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structure effectively counters the self-serving behavior and thus leads to firm performance 

(Chen et al., 2012). Donker et al. (2009) empirically tested the ownership and distress 

relationship in the Netherlands' context. Findings favor the alignment hypothesis that 

managerial ownership saves firms from financial distress costs and, hence, is inversely 

connected with the probability of bankruptcy. There is abundant literature available 

concerning institutional ownership and financial distress. The majority of existing studies 

favors the monitoring hypothesis and argues its negative impact on financial distress. 

Researchers like Cornett et al. (2007), Yuan et al. (2008), Charfeddine and Elmarzougui 

(2011), and Salehi et al. (2011) claim its positive effect on firm performance. Institutional 

investors are better equipped with resources and expertise; hence, they actively monitor the 

management behavior and prevent them from adopting self-serving behavior; which saves 

firms from costly financial distress (Al-Tamimi, 2012; Manzaneque et al., 2016). Conversely, 

Imam and Malik (2007) and Alan D Crane et al. (2013) claim that institutional investors 

force a manager to disburse earnings through dividends. , In turn, this gives no choice to 

management but visits the capital market to meet liquidity requirements, ultimately 

enhancing financial distress likelihood in firms.  

Foreign ownership, another outsider's ownership mechanism, significantly impact firm 

performance and financial distress. Foreign owners bring expertise and knowledge, and 

capital, increasing resource utilization in an organization and positively impacting 

profitability (Ongore, 2011; Uwuigbe and Olusanmi, 2012; Yee and Koh, 2014; He et al., 

2016). The existing literature presents two different arguments regarding the impact of block 

holders and associated ownership in firm profitability or failure. Block holders prove to be an 

effective governance mechanism and minimize opportunistic behavior of the insiders (Ely 

and Song, 2000) and thus protect firm from financial failure and minimize financial distress 

costs (Miglani et al., 2015). Conversely, Dahya et al. (2008) and Johnson et al. (2000) argue 

that block holders look upon their interest and try to convert a firm's assets to other 

businesses, which deteriorate the firm performance and leads to financial distress. Based on 

the preceding studies, this study formulates the following research question to be tested; 
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1. What is the relationship between corporate governance attributes and financial distress 

costs?  

3.3.2 Corporate Governance and Financial Constraints 

Financial constraint is when the cost of external funds is more expensive than the internal 

funds, and this degree of constraint becomes widening as the cost between these two sources 

increases (Kaplan and Zingales, 1997). The financially constrained firm got external funds at 

a higher rate, and there is higher information asymmetry in these firms (Chen and Wang, 

2012; Li, 2018). Existing literature argues that information asymmetry, transaction cost, and 

agency are the major contributor to firm financial constraints (Myers and Majluf, 1984; 

Gertler, 1992). Financial transparency, voluntary disclosure, and effectively encountering the 

agency issue are the possible solutions to deal with this costly financial constraints situation. 

There are extensive studies available that discuss governance mechanisms' role on voluntary 

governance disclosure levels among firms like the presence of an AC (e.g., Bronson et al., 

2009), audit quality (e.g., Piot and Janin, 2007), board mechanism (Patelli and Prencipe, 

2007), and Ownership structure (Chen et al., 2008). These studies witness that an effective 

governance mechanism enhances voluntary disclosure level among firms and saves them 

from financial constraints.  

As discussed earlier, the presence of an agency issue is also the primary source of financial 

constraints. Dorgu (2018) claims that a low governance structure increases agency issues 

among firms. An efficient and effective governance structure is fundamental to minimize this 

agency issue and keep aligning insiders' interests with outsiders (Bebchuk et al., 2009). 

Numerous studies describe the possible interaction between corporate governance and an 

agency issue and submit mixed findings regarding its impact to minimize agency issues. 

Forker (1992) and Braiotta (1999) agree that an effective AC increases the financial reporting 

quality and reduces the information asymmetry and agency issues. 

Regarding board structure variables, Garanina and Kaikova (2016) and Shagoor (2017) 

investigate board size and board independence on agency cost and diagnose board size is 
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positive while board independence is inversely associated with agency costs. The researcher 

also studies the ownership variable in connection with agency issues and shows its mixed 

findings. Like Florackis and Ozkan (2008), Yegon (2014), and Shagood (2017) concludes 

managerial ownership and ownership concentration inversely associated with agency cost; 

while Wang et al. (2010) and Zurigat et al. (2016) fails to find any association between 

managerial ownership and agency cost. In terms of foreign ownership, Hamdan et al. (2016) 

find a negative connection between foreign ownership and agency cost. Researchers also 

examine institutional ownership's role in agency cost and find an inverse association between 

institutional ownership and agency cost (Ghazali and Bilal, 2017; Yegon et al., 2014). 

There are also many studies witnesses in the literature that examine the direct association 

between ownership structure and financial constraints. In this regard, Lin et al. (2011) 

suggested the positive interaction between control ownership and financial constraints. 

Hanazaki and Lui (2006) and Lins et al. (2013) conclude that financial constraints are more 

severe in family-owned firms as large shareholders are more inclined to look upon their 

interest at the cost of minority shareholders. The same is also endorsed by Chu et al. (2016), 

who studied Malaysian family-controlled firms and suggested a positive impact on financial 

constraints. Further, ownership concentration is positively associated with financial 

constraints as in those firms; there is a high level of information asymmetry and less 

governance disclosure; which in turn increases the level of financial constraints (Claessens et 

al., 2002; Attig et al., 2006; Chen et al., 2008). Foreign ownership, another important type of 

ownership structure, is negatively associated with financial constraints. Since these firms 

have easy access to the foreign capital market and get instant help from the parent company, 

these firms are less prone to be financially constrained during financial crises (Blalock et al., 

2008).  

Considering the literature, it is expected that an effective governance structure in an 

organization minimizes the agency issue and enhances the level of voluntary disclosure,e 

which in turn reduces the information asymmetry between insiders and outsiders. In 

summary, the present research discussed the second research question as follow:  
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2. What is the relationship between corporate governance mechanism and financial 

constraints?  

3.4 Summary and Research Gap 

The present study investigates the impact of corporate governance on financial distress cost 

and financial constraints. In summary, the literature on corporate governance is available 

with financial distress. It discusses corporate governance's role like audit structure, board 

structure, compensation structure, and ownership structure, in connection with the probability 

of financial distress.In literature, there is minimal discussion available on financial distress 

costs, especially in developing countries. Secondly, most of the discussion was made about 

the calculation of financial distress costs as very little empirical work was found in the 

context of its association with corporate governance. Financial distress cost is a concept that 

rarely discussed with corporate governance in developing economies but developed 

economies. Further in the literature, the ownership structure is mostly addressed in financial 

distress cost; the researchers neglect the other aspect of corporate governance like audit 

structure, board structure, and compensation structure in context with financial distress costs. 

There is a great shortage in Pakistan in this area as there is no study available that studies the 

impact of corporate governance mechanisms on financial distress costs.  

Secondly, studies related to corporate governance and financial constraints are found to be 

rare and inconclusive. The presence of agency costs, information asymmetry, and transaction 

costs in the market are the main drivers of financial constraints, as discussed in the literature. 

This study theorized the corporate governance and financial constraints relationship through 

its impact on agency cost, information asymmetry, and transaction costs, and then the role of 

corporate governance mechanism on easing financial constraints through minimizing 

information asymmetry, increasing the level of voluntary disclosure, and through enhancing 

information transparency. Researchers widely studied the impact of ownership structure on 

the possibility of financial constraints. Other corporate governance aspects like audit 

structure, board structure, and compensation structure are still awaited researchers' intentions. 

In Pakistan, researchers study financial constraints regarding their effect on cash holdings 
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and working capital policies. There is no study available in the local context that covers 

corporate governance aspects in connection with financial constraints. So, this creates a 

significant research gap still open to be researchers and generalized. Further literature 

available in context with developed economies, while in developing economies, this 

relationship is yet to be tested. 

The present study fills this research gap in corporate finance by validating the relationship 

between corporate governance and financial distress cost and between corporate governance 

and financial constraints. The current study is different from the earlier literature in many 

ways. Firstly, it will corroborate the association between corporate governance and financial 

distress cost using all four corporate governance mechanisms (i.e., Audit structure, Board 

structure, Compensation structure, and Ownership structure). These four mechanisms have 

not been discussed in exiting literature simultaneously. Secondly, this study also examined 

corporate governance with financial constraints. The impact of corporate governance is 

elaborated with four governance measures, which are still a prospective research area. 

Further, this study used a composite governance index (corporate governance Index) to 

investigate the impact of this governance index on financial distress cost and financial 

constraints. The present study is expected to contribute significantly to the existing literature 

of corporate governance in the context of financial distress cost and financial constraints, 

which are helpful to corporate managers and regulatory authorities to understand the role of 

corporate governance in mitigating this unpleasant situation in firms. 
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This chapter presents the population, sample, data, and time period of the study. Further, this 

chapter covers the research methodology and methods to test the previous chapter's research 

objectives. Specifically, the present chapter emphasis on methods and methods used based on 

existing empirical evidence. It also discussed variables, measurement techniques, and the 

research model to observe the association between corporate governance, financial distress 

costs, and financial constraints.  

The present chapter is divided into the following section. Section 4.1 presents the sample 

period of the study. Section 4.2 describes the detail about sample description. Section 4.3 

covers nature and data sources, procedures for data analysis discussed in section 4.4, and 

section 4.5 covers ordinary least squares' assumptions. Panel data approaches describe in 

section 4.6. Measurement of variables used in this study is discussed in section 4.7. Finally, 

section 4.8 discusses the models of the study to test the relation between corporate 

governance and financial distress costs and between corporate governance and financial 

constraints.  

4.1 Sample period 

This study covers all non-financial Pakistan Stock Exchange (PSX) listed firms from 2010 to 

2018. The rationale for taking the sample data from 2010 is that before 2010, there was a 

renewed global financial crisis, which badly affects the organization's financial performance 

worldwide. This global financial crisis leads to mismeasurement of financial distress costs 

and financial constraints of sample firms. Hence sample period starts from 2010. Our final 

sample comprises 215 PSX listed firms leading 1935 firms-year observations for 2010 to 

2018. In calculating the financial distress costs and financial constraints, certain variables 

required a lag value for one year to measure them accurately. Therefore years 2009 used a 

lag year while measuring the financial distress costs and financial constraints.  

4.2 Sample Description 

The study's preliminary sample comprises all listed firms at PSX on June 30, 2018, i.e., 

599.Financial firms skip from the initial sample because of the greater variation in financial 
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reporting, accounting rules and regulations, and corporate governance requirements (Udin et 

al., 2017). Moreover, financial firms differ from non-financial firms in preparing financial 

statements, among other characteristics (La Porta et al., 2002; Banerjee et al., 2016). 

Financial firms deal simply with money trading, and their highlighting items are interest 

revenues and expenses.  Therefore they follow different accounting rules and standards than 

other firms. Such differences may impact the accuracy of accounting measures (Shahwan, 

2015). Further, financial firms are highly leveraged and have a unique financial structure, 

affecting financial decisions differently (Lim et al., 2007). Moreover, there are more 

opportunities for non-financial firms to involve themselves in financial distress and financial 

constraints (Elloumi & Gueyie, 2001).  

Table 4.1: Industry-Wise Sample Distribution 

Sr. # Industrial Sector 

*Total 

Listed 

Firms 

**Final 

Sample 

% of 

Sector 

% of 

Sample 

1 Automobile and Parts 22 17 77 7.907 

2 Cable and Electrical Goods 7 4 57 1.86 

3 Cement 20 15 75 6.977 

4 Chemicals and Fertilizers 34 27 79 12.558 

5 Engineering 17 7 41 3.256 

7 Food and Personal Care products 20 18 100 8.372 

8 Glass and Ceramics 9 5 56 2.326 

9 Leather and Tanneries 5 2 40 0.93 

10 Miscellaneous 22 8 36 3.721 

11 Oil and Gas 16 14 87 6.512 

13 Paper and Board 10 6 60 2.791 

14 Pharmaceuticals 12 6 50 2.791 

15 Power Generation and Distribution 19 7 37 3.256 

16 Sugar and Allied Products 32 23 72 10.698 

17 Synthetic and Rayon 11 6 55 2.791 

18 Technology and Communication 11 6 55 2.791 

19 Textile 146 39 27 18.14 

20 Tobacco 3 2 67 0.93 

21 Transport 4 2 50 0.93 

22 Woolen 2 1 50 0.465 

  Grand Total (Non-financial) 422 215 51 100 

Table 4.1 shows the distribution of sample firms. * Total number of listed firms at PSE on December 31st, 2018. ** Finally, selected sample 

of the study. 
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Moreover, 258 non-financial firms skip from the initial sample due to the non-availability of 

financial reports and governance data, mergers, acquisitions, discontinuation in operation, 

andcontinuing operating losses. After applying these filtering techniques, sample firms go 

down to 215 firms with complete governance data, financial distress cost, and financial 

constraints variables for the study. Hence, our final sample comprises 215 non-financial 

firms consisting of 1935 firm-year observations from 2010 to 2018. 

Table 4.1 shows the industry-wide distribution of the sample. The final sample comprises 

215 non-financial firms listed at PSX, representing 36% of KSE listed firms' population 

during the study period. Regarding sector-wise contribution, the Textile sector, with 18.140% 

sample firms, is the highest presence in sample data. Chemical and Fertilizers follow this, 

and Sugar Sectors with 12.558% and 10.698% of the sample firms in final data, respectively. 

TheThe Woolen sectors have the lowest participation in sample data in sample data, with 

0.465% of the sample firms.  

4.3 Nature and Sources of Data 

This study empirically examined corporate governance, financial distress cost, and financial 

constraints. To accomplish this purpose, secondary data are used in this study. Data have 

been collected from annual reports of respected firms, SBP balance sheet data analysis, 

business recorder website (www.brecorder.com), open doors websites, and PSX historical 

data. As Xiaoqi (2013) argues, the study used annual data, and yearly data are more suitable 

for analysis as variables are explained and detailed in nature. 

The study uses two regression models to empirically check corporate governance's effect on 

financial distress costs and financial constraints. As discussed earlier, the final sample of the 

study comprises 215 non-financial listed firms. After collecting the data on financial distress 

costs, financial constraints, and corporate governance, the initial data screening process 

shows outliers' presence, disturbing the empirical results' generalization. To overcome this 

problem, we winsorized all continuous variables at 1% and 99%, respectively, as this 

technique helps control the influence of extreme values/outliers (Shahab et al., 2001).  
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4.4 Procedure of Data Analysis 

Pornupatham (2006) claims that the result's accuracy increases with different data analysis 

methods. Hence, to achieve this purpose, the present study employs univariate analysis such 

as descriptive statistics, bivariate analysis like correlational analysis, and multivariate 

analysis such as panel data approaches. 

4.4.1 Descriptive/Summary Statistics 

Descriptive statistics define the dataset characteristics. Mean, median, and standard deviation 

are central tendency measures; skewness and kurtosis narrate data distribution. Hair et al. 

(2010) explain that skewness's normality can be defined by skewness while kurtosis 

elaborates about the shape of data, i.e., either peaked or flat. Besides, dispersion and central 

tendency tell about the nature of data in detail (Levin & Rubin, 2006).  

4.4.2 Bivariate Analysis 

The correlational analysis is done in bivariate analysis. 

4.4.2.1 Correlational Analysis 

The correlational analysis expresses the possible association between two variables, which is 

either theoretically or empirically justified. The value of correlation lies between +1 to -1. 

Value as close to extreme points shows the perfect linear relationship between variables 

(Basiruddun, 2011). Xiaoqi (2013) reports that a correlational matrix is helpful to elaborate 

the relationship between variables.  

4.4.3 Multivariate Analysis 

Literature witnesses that ordinary least square (OLS) regression is the most widely used tool 

as a multivariate analysis to examine the impact of independent variables on the dependent 

variable (Basiruddun, 2011). However, Habbash (2010) argues that following conditions like 

normality, serial independence, homoscedasticity, and correlation among independent 

variable must be fulfilled before applying OLS to get desired results otherwise regression 
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produce biased results (Chen et al., 2013; Hair et al., 2010). Literature suggests that 

normality can be checked through skewness, serial correlation can be prevented through 

Bueusch and Pagan Lagrangian Multiplier test, and collinearity can be judged through 

variance inflation factor (VIF), Tolerance and correlations matrix. The details are given in 

the following paras. 

4.5 Assumptions of Ordinary Least Square 

The following section explains the assumption of OLS. 

4.5.1 Test of Normality 

Normality is one of the important assumptions of OLS estimation. Literature witnesses 

various tests to test the normality in data like Jarque-Bera test, the Kolmogorov-Smirnov test 

of normality, Shapiro-Wilks test, D'Agostino test, etc. The present study used skewness to 

test normality in data as used by Mark (2008). Habbash (2010) claims that data meet the 

condition of normality if the range of skewness lied between -1.96 to +1.96. However, 

kurtosis tells about the peakedness and flatness in the dataset. Hair et al. (2010) argue that 

OLS produces biased results if data are not normally distributed. Moreover, Greene (2007) 

claims that OLS proves to be inefficient and produced biased results if normality 

assumptions are not fulfilled. 

4.5.2 Homoscedasticity 

Homoscedasticity is the second assumption of OLS estimation. Asteriou and Hall (2007) 

show that distribution disturbances have a constant variance independent of time. These 

disturbances are considered homoscedastic. In the absence of this assumption, data is to be 

considered heteroscedastic. There is a common problem of heteroscedasticity in the data in 

regression analysis. This will generate unbiased and consistent results in OLS estimation. 

Hetro problem can be tested in data with the help of Breusch and Pagan LM test, i.e., if the p-

value is less than a significant level, i.e., 0.05, then there is a heteroscedasticity problem in 

the data set. 
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4.5.3 Serial Correlation/Autocorrelation 

Another assumption is that error terms are independently distributed; otherwise, there is 

serial correlation/autocorrelation in the data. Durbin Watson (DW) test is used to check the 

autocorrelation in the data (Asteriou & Hall, 2010). DW test has its assumptions that must be 

fulfilled, i.e., the regression model has a constant, first-order serial correlation is assumed, 

and an independent variable there should not be lagged of the independent variable.  

4.5.4 Multicollinearity 

There is a problem of multicollinearity in data if independent variables are correlated with 

each other. Multicollinearity can be checked through correlation and VIF, and tolerance tests. 

Hair et al. (2010) argue that if independent variables are correlated with each other, then 

there is a high degree of collinearity in the data. They further added that a correlation value 

between -0.90 to +0.90 creates a disturbance in the data. Likewise, if the VIF value greater 

than 10 and tolerance near-zero indicated an issue of multicollinearity in the data.  

4.6 Panel Data Analysis Approaches 

If OLS estimation assumptions are not fulfilled, then non-parametric tests are used for data 

analysis. Judge et al. (1985) explain that there are no assumptions in the non-parametric test 

and suggest that no need for normality and homogeneity of variance in parametric methods 

are required. Chen et al. (2003) argue that generalized least square (GLS) is employed if OLS 

estimation assumptions are not fulfilled. Gujrati (2003) advised using GLS in case of serial 

correlation and heteroscedasticity in the data. Greene (2007), too, prefers GLS over OLS if 

there is an issue of heteroscedasticity and serial correlations in the data. Javed and Iqbal 

(2010) also claim that endogeneity and firm-specific effects are managed through panel data. 

Asteriou and Hall (2007) too favor panel data estimation techniques as it has an advantage 

over other types of data estimators. Prior literature also shows that empirical results obtained 

from panel data generate better estimation and more meaningful results. 

Further in panel data, samples are more extensively tested and deal with causality issues 

more effectively. Individual regression analyses produce biased estimates of an omitted 
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variable, but panel data techniques do not produce biased estimates. Panel data estimation is 

also based on pooling assumptions, i.e., pooling all individuals into single data set and used a 

common set of parameters across these individuals.  

The common linear model of panel data is as follows.  

Yit = β0 + β1Xit + μit 

Here:  

i represents N cross-sections, and t represents T number of periods under investigations. 

Brooks (2008) and Baltagi (2001) argue that to analyze the association within the cross-

section or between cross-sections, two approaches, i.e., fixed effect model and random effect 

model, are used.  

4.6.1 Panel Unit Rood Test 

Before applying panel data techniques, it is required to check the stationarity in the panel 

data. Asteriou and Hall (2007) emphasize the importance of stationarity of data by arguing 

that although it was ignored in the recent past, now with macroeconomic applications in 

panel data, it is essential to check the stationarity of data before applying an empirical 

technique. Levein and Lin (LL) (1992) used in this study. The decision rule is simply if the 

p-value equal to or less than 0.05, there is no problem of a unit root in data. 

4.6.2 Common Constant Method/Pooled OLS 

Greene (2007) states that pooled regression becomes more efficient to have a constant 

coefficient over time. Asteriou and Hall (2010) state that in the common constant method, 

there is an assumption that "there are no differences among the data metrics of the cross-

sectional dimension (N), mean common constant for all cross-sections." However, the dataset 

must be homogeneous to get an unbiased result, but this estimation method is more limited. 

Therefore, fixed effect and random effect estimation got importance in panel data 

approaches.  
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4.6.3 The Fixed Effect Model 

Greene (2007) states that in panel data analysis, FEM and REM are used. FEM assumes that 

an individual constant and group-specific constant are the same. Brooks (2008) defined FE 

that"it allows the intercept in the regression model to differ cross-sectional nut not over time, 

while all of the slope estimates are fixed both cross-sectional and over time."Asteriou and 

Hall (2007) argue that in FEM, a constant is group-specific, which means it varies from 

group to group. Moreover, the FEM estimator may be the least squares dummy variable as 

each group has a dummy variable. F test/Chow test was used to choose the best technique 

between CCM and FEM. Asteriou and Hall (2007) and Gujrati (2004) developed a 

mathematical model as follows; 

F = [(R2
Fixed Effect - R

2
Common Effect)/ (N - 1)]/ [(1 - R2

Fixed Effect)/ (N*T – N – K -1] 

Here: 

R2
Fixed Effect is the R2 of the fixed effect model  

R2
Common Effect is the R2 of the common effect model  

N is the number of included cross-sections in the model  

T is the number of a selected time period  

K is the number of used independent variables 

Moreover, F-test tests the hypothesis that all constants are the same. The null hypothesis has 

to be rejected if the F-test value higher than the critical F-value.Second, if the F-test’s p-

value falls within the threshold level, then pooled OLS applications is not valid for the model 

(Gujrati, 2003). 

FEM has its limitations, like slowly changing variables not fit into the model easily. 

Secondly, the model estimates a large number of parameters, and such large numbers show 

its inefficiency. It also ignored explanatory variables that remain fixed over time. These 

limitations do favor to use random effect (RE) method of estimation. 

4.6.4 Random Effect Model 
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Greene (2007) argues that RE is the GLS approach, which assumes that individual constant is 

group-specific disturbance such as error term. Brooks (2008) explains that " the random 

effects approach proposes different intercept term for each entity and again these intercepts 

are constant over time, with the relationships between the explanatory and explained 

variables assumed to be the same both cross-section and temporally." Asteriou and Hall 

(2007) state that constant is taken as a random parameter for each cross-section rather than 

fixed. They further explained that REM estimates a small number of parameters as compared 

to FEM. Additionally; it also allows dummies in the model whenever required in the model. 

They favor REM over FEM due to its GLS nature. Another distinction between FEM and 

REM is that it assumes each cross-section differs in its error term while FEM cross-section 

differs in its intercept.  

FEM and REM are both used for panel data analysis. But how it comes to know which model 

is most suitable for analysis. Specific diagnostic tests developed a guide that which model is 

most suitable for a given data set. 

4.6.5 Hausman Test 

Asteriou and Hall (2007) suggest Hausman (1978) test to decide which model is to use for 

data analysis. It assumes no correlation in data. It checks exogeneity and is based on X's 

variables with individual RE error terms. If the p-value of the Hausman test is significant or 

the p-value is greater than the significance level of 0.05, then REM is used for data analysis.  

4.6.6 Breusch and Pagan Lagrange Multiplier Test 

The said test is employed to make a selection between REM and Pooled OLS. Akbar et al. 

(2011) suggest that if the p-value of Breusch and pagan LM test is significant, then REM is 

used for data analysis and vice versa. 

4.7 Description and Measurement of Variables. 

This section presents the study's measurement of variables, i.e., financial distress costs, 

financial constraints, corporate governance, and control variables.  
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4.7.1 Measurement of Financial Distress Costs 

Following Quintiliani (2018) and Keasey et al. (2015), the present study uses the following 

model to calculate the financial distress cost. 

φit = α1 lnFDLit + α2 TFAit + α3 LTLEVSit+ α4 STCREDit + εi t………………………………….………… (a) 

Following Altman (1984), the ex-ante cost of financial distress is indirect and unobservable. 

Therefore the expected rate of value decay of financial distress cost (φ) can be measured 

through the proportion of sales loss of a firm compared to the industry. Opler and Titman 

(1994) compute φ as the difference between an industry's sales growth and a firm's sales 

growth. We follow the Opler and Titman (1994) and compute φ as follows 

φ   = (GRSindustry-GRSit) 

Where 

GRSindustry = Sales growth rate of the industry 

GRSit  = Sales growth rate of firm 

The measure of ExaFDC in the above equation captures the notion that agents formulate 

expectations about costs of financial distress and the time the firm will suffer its effects, τ. As 

a result, taking into account that we can measure the expected value loss during financial 

distress (ExaFDC) as a discount factor in continuous time, this can be expressed as follows: 

 ExaFDC = (eφ) τ= (eφτ) 

Financial distress likelihood directly impacts the cost of financial distress, as this is the 

primary cause of financial distress. The higher the financial distress likelihood, the higher 

will the cost of financial distress. This calculation of financial distress cost is under-

theorized; usually, an empirical approach such as Altman’s Z-Score model is used to measure 

this phenomenon. However, Grice and Ingram (2001) claim that it does not provide a 

consistent classification power of financially distressed firms. We follow Pindado et al., 

(2008) panel data methodology to estimate financial distress likelihood as it provides more 

stable results in terms of magnitude, sign, and significance of the coefficients. 
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Log (
𝑃𝑟𝑜𝑏(𝐼𝑛𝑠𝑜𝑙𝑣𝑒𝑛𝑐𝑦)

𝑃𝑟𝑜𝑏 (𝑛𝑜𝑛𝑠𝑜𝑙𝑣𝑒𝑛𝑐𝑦)
 ) = β0+ β1 (EBITit/TAi-1) + β2 (FEit-TAi-1) + β3 (REit-1/TAit-1) + εit 

Where 

EBITit  = Earnings before interest and taxes for firmi for timet 

Tai-1  = Total assets at the start of the period 

FEit  = Financial expenses for firm i for time t 

ε  = Residual 

Β0  = Intercept for firmi for timet 

This model used a binary dependent variable that takes 1 for financially distressed firms and 

0 otherwise. 

After measuring the financial distress likelihood, Keasey et al. (2015) measuring the ex-ante 

(expected) financial distress cost (Exafinancial distress cost) that is a product of financial 

distress likelihood and cost born by an insolvent firm, i.e., ex-post financial distress cost 

(Expfinancial distress cost); 

ExaFDC = FDL×Exp financial distress cost 

Where Expfinancial distress cost is measured as a discount by a function of the asset 

structure, the deviation of long-term structure, the deviation of long-term leverage relative to 

the median of the perspective industry, and the short-term proportion debt on total assets. 

Consequently 

ExaFDC = FDL× 𝑒(𝛽1𝑇𝐹𝐴+𝛽2𝐿𝑇𝐿𝐸𝑉𝑆+𝛽3𝑆𝑇𝐶𝑅𝐸𝐷) 

Thus, summing the value of Exafinancial distress cost in equation 2 and 5, we obtain the 

following equation 

(𝑒𝜑.𝜏)              = FDL× 𝑒(𝛽1𝑇𝐹𝐴+𝛽2𝐿𝑇𝐿𝐸𝑉𝑆+𝛽3𝑆𝑇𝐶𝑅𝐸𝐷) 

To convert this equation into a linear model, a log can be taken on both sides. 

φ= 
1

𝜏
 lnFDL+ 

𝛽1

𝜏
 TFA + 

𝛽2

𝜏
 LTLEVS + 

𝛽3

𝜏
 STCRED 

Where 
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α1=
1

𝜏
; α2= 

𝛽1

𝜏
 ; α3 = 

𝛽2

𝜏
 ; α4 = 

𝛽3

𝜏
 

With this model, the value of τ, by making τ = 1/α. Through this, Keasey et al. (2015) 

designed the base econometric model to estimate financial distress cost, which we mentioned 

at the start of this discussion i.e.  

φit = α1lnFDLit+ α2TFAit+ α3LTLEVSit+ α4STCREDit+εit …………..…………..…… (a) 

Table 4.2 Descriptive of Financial Distress Costs Variables 

Variable Obs Mean Std.Dev Min Max 

Exa FDC 1935 0.814 0.46 0 3.085 

 LnFDL 1935 0.75 1.5 -5.234 5.085 

 TFA 1935 0.448 0.274 0 3.462 

 LTLEVS 1935 0.084 0.117 0 1.001 

 STC 1935 0.163 0.163 0 1.743 

This table reports the descriptive statistics of financial distress costs variables. The sample consists of 215 firms (1935 

firm-years observations) for the period 2010-2018. Variables included are Exafinancial distress cost, the expected value 

of financial distress costs; LnFDL, the natural logarithm of financial distress likelihood; TFA, the ratio of total tangible 

asset scaled by total assets; LTLEVS: long term leverage scaled by total assets; STCRED is the ratio of short term 

liabilities scaled by total assets. 

Table 4.3 Industry-Wise  financial distress cost 

Variable N Mean SD Minimum Maximum 

Automobile & Parts 162 0.9373 0.0523 0.8464 1.1868 

Cable & Electrical goods 36 0.976 0.0567 0.9068 1.0799 

Cement 135 0.8589 0.1669 0.3952 1.4426 

Chemical& Fertilizer.& Pharma 274 0.9242 0.4887 0.2782 3.4214 

Manufacturing 135 1.039 0.063 0.9643 1.3814 

Food 180 0.69001 0.9764 0.0064 4.8605 

Mineral Products 45 0.9875 0.0414 0.9146 1.0787 

Coke& Petroleum Products 90 0.8901 0.3011 0.0433 1.5311 

Fuel Energy 108 1.016 0.0219 0.9711 1.085 

Technology 72 0.9655 0.0565 0.8182 1.1011 

Sugar 206 2.2928 0.1684 1 2.7007 

Textile 384 1.212 0.3412 0.5798 4.4659 

Paper Products 54 0.9466 0.0692 0.7818 1.0894 

Other Services 54 0.9468 0.1905 0.6922 1.4277 

Total 1935         

Table 4.3 presents the industry-wise financial distress costs. The final sample comprises 215 non-financial firms for the period 2010-2018 

(1935 firm-year) observations. Firms are categorized into sectors as SPB financial statements analysis categories. 
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Table 4.2 shows the descriptive statistics of the variables used to measure financial distress 

costs. On average, sample firms' financial distress cost is 0.814 times of total assets, ranging 

from 0 to 3.085. On average, sample firms' tangible fixed assets comprise 44% of total assets, 

ranging from 0 to 346% of total assets. Short term credit shows a greater proportion of total 

assets than long term leverage (16.3% vs. 8.40%), which shows higher transaction cost and 

information asymmetry associated with long term leverage. The same is also endorsed by 

Antoniou et al. (2006) by suggesting that higher information asymmetry and transaction costs 

make firms more pronounced towards short-term credit than long-term debt. 

Table 4.3 presents the sector-wise analysis of financial distress cost. Firms are grouped into 

14 sectors as per the SBP sector classification. Results show that the sugar sector has the 

highest Exa financial distress cost, which is about 2.2928 times of current assets, ranging 

from 1 to 2.7007. Keep following the sugar industry, the Textile, Manufacturing, and Fuel 

and Energy sectors have a higher cost than the remaining Industrial sectors. The food sector 

has the lowest Exa financial distress cost, i.e., 0.69001 with minimum and maximum cost of 

0.0064 and 4.8604 respectively, followed by cement sector which Exa financial distress cost 

is 0.8589 with a minimum and maximum costs are 0.3952 and 1.4226 respectively. 

4.7.2 Measurement of Financial Constraint 

The present study measures financial constraints status by using three proxies. The following 

section describes the measurement of these financial constraints proxies in detail.  

4.7.2.1 KZ Index 

We use the KZ Index developed by Lamont, Polk e Saa-Requejo (2010) to categorized firms 

as financially constrained and unconstrained. This index comprises variables that belong to 

financial constraints, and it will indicate firms with a higher likelihood of being considered a 

financial constraint. It is regarded as a good measure of financial constraints, although it 

employs a smaller number of variables once it captures the essence of the firm's financial 

constraints. 
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KZ Indexit = - [1.0019.
𝐶𝐹

𝐾𝑡−1
] it + 3.139*[ 𝐿𝑇𝐷

𝐾𝑡−1
] it – 1.1315. FCF ……………………………..(i) 

Where 

Kit   stock capital for firm i time t; 

CFit   cash flow variable for firm i time t; 

LTDit   long-term debt for firm i time t; 

FCFit   free cash flow for firm i time t 

We compute the value of the KZ Index of sample data based on equation (i) and divide firms 

into constraint and unconstraint groups based on the median value of the KZ Index. Firms 

whose index value is higher than the median value of the KZ Index belong to the financial 

constraint group and assume value one rest of the firms are unconstraint group assume value 

0.  

Table 4.4 Variables Definition of KZ Index 

Variable Name Variable Description 

K Capital Stock, Measured by the property plant and equipment, net of depreciation 

I Firm's investment, measured by (Kt-Kt-1) 

NI Net Income 

DA Depreciation and amortization 

CF Cash flow, measured by (NI+DA) 

S Sales 

LTD Long term debt, measured by Long-term liabilities 

TA Total assets 

SE Stockholders' equity 

CL Current Liabilities 

FCF Free Cash flow, measured by (CF+I)/S 

TD Total Debt, measured by (LTD+STD) 

TE Total equity, measured by (PC+ELP+PL) 

ROA The ratio of NI to TA 

OI Operational income 

Table 4.4 presents the variables detail of the KZ Index to measure the degree of sample firms' financial constraints. K is the capital stock, 

which is measured by investment in property plant and equipment less depreciation. I is the increase in fixed assets. NI is the net income. 

DA is the amount of depreciation and amortization. CF is the cash flow, which is measured by net income plus depreciation and 

amortization. S is the sales of sample firms. LTD is the number of long term liabilities. TA is the total assets. SE is the shareholder's equity. 

CL is the current liabilities. FCF is the free cash flow measured by cash flow plus an increase in fixed assets over sales. TD is the total 

debt, which is the sum of long term debt plus short term debt. TE is the total equity. ROA is the return on assets, which is the fraction of net 

income to total assets. OI is the operating income. 
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Lamont, Polk e Saa-Requejo (2001) too classify the firms into financially constrained and 

unconstrained groups based on the median value of the KZ Index. After categorizing the 

firms into constraint and unconstraint, we employed the Logit model as the dependent 

variable is binary. Table 4.4 presents the measurement of financial constraint variables used 

in this study. 

Table 4.5 describes the result of the sample data financial variables as a whole and between 

constrained and unconstrained group firms. The result shows that financially constrained 

firms offer lower investment rates, cash flow, sales, and free cash flow than counterparts. 

These results show greater need and dependence of external resources and cash flow of 

financially unconstrained firms to meet liquidity requirements. The resultis consistent with 

Eunike & Mallelak (2019) findings, who report that investment-cash flow sensitivity is 

higher in financially constrained firms. Smaller firms are considered more financially 

constrained, have a lower level of profitability, probability of high fixed cost, and deprive to 

gain the benefits from economies of scale and economies of production. The debt-equity ratio 

shows that constrained firms have higher leverage in the capital structure than unconstrained 

firms, leading to financial constraints. Concerning long-term debt, unconstrained firms 

employ more long term debt than short term debt. That shows long term debt more expensive 

than short-term debt used by unconstrained firms. 

4.7.2.2 SA Index 

This study used the SA index, a second proxy to measure financial constraints. It was 

proposed by Hadlock and Pierce (2010). It consists of a firm’s external factors, i.e., size and 

age of the firm, to measure financial constraints. To measure the SA index, firm size is 

captured by taking the natural logarithm of total assets, and the firm's age is computed 

through the time of its listing. SA index is measured with the help of the following formula; 

SA = -0.737 (Assets) + 0.043 (Asset) 2 – 0.040 Firm’s age ……………………………… (ii) 

After calculating the value of the sample firms' SA index, we compute the SA index's median 

value. Firms are categorized into constraints and unconstraint groups based on this median 



122 

 

value. A firm with an SA index value higher than the median value represents constrained 

firms and is denoted as 1 and 0 otherwise. 

4.7.2.3 WW Index 

Further, this study used the WW index proposed by Whited and Wu (2006) to measure 

sample firms' financial constraints. Several studies, such as Bao, Chan, & Zhang (2012), Zhaio 

and Xiao (2018), use a similar approach of using the WW index to capture the impact of financial 

constraints. 

We calculated WW as follows: 

Table: 4.5 Descriptive Statistics of KZ Index Variables 

Variables Total Sample 

Sample divided into groups. 

Unconstrained 

Firms 

Constrained 

Firms 

Investment/Capital Stock t-1 0.19 0.282 0.087 

  (3.31) (4.56) (0.28) 

Cash Flow/Capital Stock t-1 1.335 2.45 0.141 

  (16.66) (22.92) (0.28) 

Sales/Capital Stock t-1 16.778 28.801 3.425 

  (159.43) (219.00) (8.17) 

Free Cash Flow 0.179 0.261 0.088 

  (0.47) (0.62) (0.19) 

Total Assets 2.42E+07 28700000 19400000 

  (59700000.00) (72100000.00) (41400000.00) 

Long-term Debt/Capital Stock t-1 0.21 0.151 0.275 

  (1.79) (2.47) (0.19) 

Total Debt/Total equity 0.86 0.302 1.479 

  (3.30) (0.66) (4.67) 

ROA 0.074 0.123 0.02 

  (0.16) (0.20) (0.07) 

Operational Income/Capital Stock t-1 2.254 4.099 0.204 

  (25.09) (34.49) (0.44) 

Number of Observations 1935 1018 917 

Table 4.5 reports the descriptive statistics of the variables used to measure KZ Index. The sample consists of 215 non-financial firms (1935 

firm-years observations) for the period 2010-2018. K is the capital stock, which is measured by investment in property plant and equipment 

less depreciation. I is the increase in fixed assets. NI is the net income. DA is the amount of depreciation and amortization. CF is the cash 

flow, which is measured by net income plus depreciation and amortization. S is the sales of sample firms. LTD is the amount o f long term 

liabilities. TA is the total assets. SE is the shareholder's equity. CL is the current liabilities. FCF is the free cash flow measured by cash 

flow plus an increase in fixed assets over sales. TD is the total debt, which is the sum of long term debt plus short term debt. TE is the total 

equity. ROA is the return on assets, which is the fraction of net income to total assets. OI is the operating income. Table report the sample 

mean of financial variables. The standard deviation is presented in parenthesis. The subscript t indexed time. 
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WWit = -0.091 CASHFLOWit – 0.062* DIVPOSit+ 0.021* TLTDit – 0.044* SIZEit + 0.102* 

ISGit – 0.035* SGit……………………............................................................................... (iii) 

Whereas: 

CASHFLOW   net cash flow from operations,  

DIVPOS   dummy variable that represents 1 if firm i pays a cash dividend in year t and 

0 otherwise;  

TLTD    ratio of long-term debt to total assets;  

SIZE   size is computed by taking the natural log of total assets;  

ISG  ISG is the average industry sales growth computed based on SBP financial 

statement analysis,  

SG    SG is the firm’s sales growth.  

Likewise, KZ Index and SA Index, we compute the median value of the WW index and firms 

with a value higher than the median value, which is considered a financial constraint firm and 

represents 1 for financial constraint firm and 0 otherwise. 

4.7.3 Measurement of Corporate governance 

Corporate governance is an efficient way to achieve economic efficiency and balance social 

and economic goals through adequate human and other resources. It provides a mechanism 

through which all stakeholders' interests can be safeguarded by implementing fair rules, 

practices, and standards. This standardization and control help align the manager's interest 

towards the interest of stakeholders by reducing and resolving agency conflicts and 

problems. 

Corporate governance is the third primary variable of the study. It comprises an audit 

committee structure, board committee structure, compensation structure, and ownership 

structure. Each governance structure contains various variables to measure the respective 

governance mechanism efficiently. An audit committee (AC) measures characteristics 

through AC Size, AC independence, AC activity, and an external auditor's quality. The board 

structure comprises the following attributes: board size, board independence, board activity, 

CEO duality, CEO dominance, and board of director’s participation in board meetings. The 
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compensation structure comprises compensation detail of the CEO, directors, and key 

executives. The ownership structure of sample firms can be measured in terms of managerial 

ownership, family ownership, institutional ownership, foreign ownership, block holders' 

presence, associated ownership, and ownership concentration. 

In addition to corporate governance's mechanism, the present study also used a 

comprehensive governance index to check its association with financial distress costs and 

financial constraints. We used the governance index, which comprises 29 governance 

provisions, developed by Nazir (2016). The same governance index, later on, was used by 

different researchers in their respective empirical studies like Nazir & Afza (2018), Sadaf 

(2018), Noor et al. (2019), Farooq et al. (2020), etc. Higher the governance index shows 

better-governed firms as compare to less governance index score firms. Variables measure 

detail and description are attached in appendix 1.  

4.7.4 Measurement of control Variables 

Firm size is measured by taking the natural logarithm of total assets. Logarithm 

transformation is used to normalize the variable (Altman et al., 1977; Ohlson, 1980). Agency 

theory argues that there is higher agency cost in larger firms. Larger size helps the firm to 

function more efficiently (Argenti, 1976). Larger firms, because of economies of scale, can 

manage environmental turbulence (Aldrich, 1979). This supports the notion that larger size 

reduces business failure probability (Hannan and Freeman, 1984). Miglani et al. (2014) too 

argue that big firms are less likely to face financial distress; thus, firm size is inversely 

associated with financial distress costs and financial constraints. Opponently, Hsu et al. 

(2015) argues that big firms tend to have greater debt proportion in their capital structure and, 

thus, prone to a higher probability of financial distress costs and bankruptcy. Baum and 

Oliver (1996) claim that smaller firms have a higher likelihood of financial failure because of 

its key constraints (e.g., raising capital) and legitimacy problems with external stakeholders. 

Thus, we assume firm size is significantly associated with financial distress costs and 

financial conditions. 
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The dividend payout ratio is measured by dividend per share divided by earnings per share. 

Financially constrained firms pay no dividend or fewer dividends to save them from visiting 

the capital market to meet liquidity requirements (S. Baños-Caballero et al., 2014). 

Accordingly, non-dividend-paying firms are financially constrained. Dividend-paying firms 

have better access to external finance and less dependent on debt financing (Verwijmeren 

and Derwall, 2010). Following Almeida et al., (2004) and Faulkender and Wang (2006), we 

assume dividend is inversely associated with financial distress costs and financial constraints. 

Leverage is calculated through total debt divided by total assets, control for the level of a 

firm's indebtedness. Agency theory claims that a firm's leverage position is appropriate for 

predicting a firm's financial distress. Thus, a firm with a higher gearing ratio has more 

probability of financial distress. Based on existing studies, leverage is expected to be 

positively associated with financial distress costs and financial constraints (Udin et al., 2016; 

Miglani et al., 2014) and widely used in existing literature (Lyandres and Zhdanov, 2013). 

Short term credit is measured by the faction of increase in current liabilities to total assets. 

Zhao and Xiao (2019) remark that firms with more short-term credit less prone to face 

financial constraints. Consequently, we expect an inverse association between short term 

credit and financial constraints.   

The firm's investment opportunities are measured by Tobin's Q, which is equal to the total 

market value divided by net assets. Firms with better investment opportunities can easily 

access external finance on favorable terms (Zhao and Xiao, 2019). Smith and Watts (1992), 

Berger et al. (1996), Harford (1999),  Wu (2004), Chae et al. (2009), Pereira et al. (2018), 

etc. used Tobin's Q to measure growth opportunities as a control variable in the context of 

financial constraints. Hence it is predicted that investment opportunities are inversely 

associated with financial constraints. 

Current assets to current liabilities measure the current ratio. The current ratio is used to 

measure the short-term solvency. Ross et al. (2005) claim that less than one liquidity ratio 

shows negative working capital, which is unusual in a healthy firm. In the same way, 

researchers like Altman et al. (1977), Ohlson (1980), Parkar et al. (2002), Wang and Deng 
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(2006) witnesses an inverse association between liquidity ratio and the likelihood of financial 

distress. 

Table 4.6: Description of Control Variables 

Name Symbol Description 

Firm Size Size Log of Total Assets 

Firm Leverage LVRG Total Debt/Total Assets 

Firm Market Value Tobin's Q Market Value of Equity/Net Assets 

Dividend Payout DivPayout Dividend per share/Earnings per share 

Short Term Credit STC Increase in current liabilities/Total Assets 

Current Ratio CR Current Assets/ Current Liabilities 

Table 4.6 reports the control variables used in the present study. Firm size, leverage, and current ratio are used to investigate corporate 

governance's impact on financial distress cost. Firm size, Tobin's Q, leverage, dividend payout, and increase in short term debt are used to 

investigate the association between corporate governance and financial constraints. 

 

4.8 Models of the study 

As the research objectives mentioned in chapter first, the present study intends to analyze 

corporate governance's impact on financial distress costs and financial constraints. To 

accomplish these objectives, two levels of analysis are conducted. At first, the present study 

investigates the effect of the corporate governance mechanism on sample firms' financial 

distress costs. At the second stage, the corporate governance mechanism financial constraints 

relationship is examined. Each step uses a different model. 

4.8.1Corporate governance and Financial Distress Costs 

As discussed earlier, this thesis analyzes the impact of the corporate governance mechanism 

on financial distress costs on PSX listed firms at the first stage.The following regression 

models used to cater to this objective; 

FDCit = β0 + β1 (AC_Sizeit) + β2 (AC_Indit) + β3 (AC_Activityit) + β4 (EAQit) + β5 (Fsizeit) + 

β6 (LVRGit) +β7 (CRit) + εit…...…..…………………..……………………….…..……… (1); 

FDCit = β0 + β1 (B_Sizeit) + β2 (B_Indit) + β3 (B_Activityit) + β4 (CEO_Dualityit) + β5 

(CEO_Domit) + β6 (B_Partit) + β7 (Fsizeit) + β8 (LVRGit) + β9 (CRit) + εit ………..………. (2); 
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FDCit = β0 + β1 (CEO_Compit) + β2 (Dir_Compit) + β3 (Exe_Compit) + β4 (Firm_Sizeit) + β5 

(LVRGit) + β6 (CRit) + εit……….……………………...…………………………………... (3); 

FDCit = β0 + β1 (MNG_Ownit) + β2 (Family_Ownit) + β3 (Inst_Ownit) + β4 (Block_Ownit) + β5 

(Frgn_Ownit) + β6 (Asso_Ownit) + β7 (Con_Ownit) + β8 (Fsizeit) + β9 (LVRGit) + β10 (CRit) + 

εit …………………………………………………………………………………………... (4); 

After analyzing the impact of an individual components of the corporate governance mechanism, 

present study also employ a comprehensive governance measure i.e corporate goveranance index 

to establish the relationship with financial distress costs. This index covering the characteristics 

of audit committee, board committee, compensation structure, and ownership structure 

characteristics. 

 FDCit= β0 + β1 (CG Indexit) + β2 (Fsizeit) + β3 (LVRGit) + β4 (CRit) + εit……....…….…... (5); 

4.8.2 Corporate governance and Financial Constraints 

At second stage this thesis analyze the impact of corporate governance mechanism on 

financial constraints on PSX listed firms. The following regression models used to cater this 

objective; 

FCit = β0 + β1 (AC_Sizeit) + β2 (AC_Indit) + β3 (AC_Activityit) + β4 (EAQit) + β5 (Fsizeit) + β6 

(Tobin’s Qit) + β7 (LVRGit) + β8 (Div Payoutit) + β9 (STCit) + εit……..…………...……… (6); 

FCit = β0 + β1 (B_Sizeit) + β2 (B_Indit) + β3 (B_Activityit) + β4 (CEO_Dualityit) + β5 

(CEO_Domit) + β6 (B_Partit) + β7 (Fsizeit) + β8 (Tobin’s Qit) + β9 (LVRGit) + β10 (Div 

Payoutit) + β11 (STCit) + εit………………………………………...…………..……...…… (7); 

FCit = β0 + β1 (CEO_Compit) + β2 (Dir_Compit) + β3 (Exe_Compit) + β4 (Fsizeit) + β5 (Tobin’s 

Qit) + β6 (LVRGit) + β7 (Div Payoutit) + β8 (STCit) + εit…………………………………… (8); 

FCit = β0 + β1 (MNG_Ownit) + β2 (Family_Ownit) + β3 (Inst_Ownit) + β4 (Block_Ownit) + β5 

(Foreign_Ownit) + β6 (Asso_Ownit) + β7 (Con_Ownit) + β8 (Fsizeit) + β9 (Tobin’s Qit) + β10 

(LVRGit) + β11 (Div Payoutit) + β12 (STCit) + εit………………………………..….....…… (9); 
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After analyzing the impact of an individual component of the corporate governance mechanism, 

a comprehensive governance mechanism is developed to investigate the impact of the same on 

financial constraints with the help of the following model; 

FCit= β0 + β1 (CG Indexit) + β2 (Fsizeit) + β3 (Tobin’s Qit) + β4 (LVRGit) + β5 (Div Payoutit) + 

β6 (STCit) + εit….……………………………………………………………….………… (10); 

Whereas: 

FDCit   = Financial distress cost scaled by total assets for firmi for timet 

FCit = Financial constraints status of the firm calculating through KZ Index, WW 

Index, and SA Index for firmi for timet; 

AC_Sizeit  = No. of members in an AC for firmi for timet; 

AC_Indit = No of independent AC members for firmi for timet; 

AC_Activityit = No of meeting held in a financial years for firmi for timet; 

EAQit   = External audit quality for firmi for timet; 

B_Sizeit   = No. of Members in a board of directors for firmi for timet; 

B_Indit   = Independent members in a directors for firmi for timet; 

B_Activityit = No of board meetings held in a financial year for firmi for timet; 

CEO_Dualityit  = CEO duality for firmi for timet; 

CEO_Domit  = CEO dominance for firmi for timet; 

B_Partit   = Participation rate of directors in meetings for firmi for timet; 

CEO_Compit  = Compensation of CEO in a financial year for firmi for timet; 

Dir_Compit  = Director Compensation in a financial year for firmi for timet; 

Exe_Compit  = Executive compensation in a financial year for firmi for timet; 

MNG_Ownit  = % of shares own by managers/insiders for firmi for timet; 

Family_Ownit  = % of shares owned by family members for firmi for timet; 

Inst_Ownit  = % of shares owned by the financial institution for firmi for timet; 

Inst_Activismit = Dummy variable equal to 1 for the presence of financial institution 

nominee in the board of directors for firmi for timet; 

Block_Ownit  = Dummy for the presence of external block holder for firmi for timet; 
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Foreign_Ownit  = % of shares owned by foreigners for firmi for timet; 

Asso_Ownit  = % of shares owned by an associate and related parties for firmi for timet; 

Con_Ownit  = % of shares owned by 5 big shareholders for firmi for timet; 

CGIit   = Corporate governance Index for firmi for timet; 

Fsizeit   = Size of the company for firmi for timet 

LVRGit   = Leverage ratio of sample firm for firmi for timet 

Tobin’s Qit  = Market value of firmi for timet 

Div Payoutit  = Dividend payout ratio for firmi for timet 

STCit   = Increase in short term credit for firmi for timet 

CRit   =Current ratio for firmi for timet 

Β0   = Intercept for firmi for timet 

εit   = residual 
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This chapter presents the results obtained from the data collected to draw several inferences 

about corporate governance practices in Pakistani firms, the impact of corporate governance 

on financial constraints, and financial distress costs. The first section, 5.1, explains the 

descriptive statistics of sample data. Section 5.2 covers panel data approaches; section 5.3 

presents the regression analysis of corporate governance and financial distress cost, section 

5.4 explains corporate governance and financial constraints results and concludes the chapter. 

5.1 Descriptive Statistics 

Descriptive results of the studied variables are reported in table 5.1 to table 5.4. Table 5.1 

presents descriptive results of dependent variables. In contrast, descriptive statistics of 

corporate governance variables are shown in table 5.2 and 5.3, respectively, and finally, 

descriptive statistics about control variables are discussed in table 5.4. The final data 

comprises about 215 firms for the year 2010 to 2018. The year 2009 is used as a lag year for 

the measurement and computation of the study variables. The mean value of financial 

distress cost scaled by total assets is 1.1669 times, with a range from 0.0505 to 4.8606 times 

of assets. The median and standard deviation are 1.0014 and 0.6797, respectively. The sector-

wise financial distress cost is presented in table 4.3.financial distress cost's mean value shows 

a very high cost of the sample firm's even more than the total value of the assets in some 

cases. Financial constraints measure with three proxies, i.e., KZ Index, SA Index, and WW 

Score. The higher value of the index shows the higher level of financial constraints faced by 

the firms. The KZ Index range from -0.3750 to 3.8664, with a mean value, is 1.0922. 

The median value of the KZ Index is 1.3536, and the standard deviation is 0.7542. The mean 

value of the KZ Index shows that overall sample firms are less financially constrained. The 

mean value of the KZ Index shows that Pakistani firms have greater financial constraints than 

firms in developed countries. Like C,-Y. Chen et al. (2016) reported that the KZ Index's 

mean value is 0.5618 in Taiwanese listed firms. Similarly, Edward et al. (2016) and Esfahani 

et al. (2017) reported the mean value of financial constraints 0.358 and 0.536 respectively in 

their respective studies. Similary, Kowsari & Shorwarzi (2017), in their respective study on 
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Iranian firms, reported the mean value of the KZ Index is 1.53, which shows that Iranian 

firms bear more significant financial constraints than the PSX listed firms.  

 

Table 5.1 Descriptive Statistics (Dependent Variables) 

Variable Mean Median SD Minimum Maximum 

FDC 1.1669 1.0014 0.6797 0.0505 4.8606 

KZ Index 1.0922 1.3536 0.7542 -0.375 3.8664 

SA Index 3.8049 -4.3444 2.0432 -0.9126 8.9605 

WW Score -0.4646 -0.4747 0.0633 -0.6334 -0.3065 

Table 5.1 reports the summary statistics of the dependent variable of regression analysis. FDC is the financial 
distress cost measured through the model of Keasey et al. (2015). KZ Index, SA Index, and WW Score are the 

proxies of financial constraints. 

The SA index, another measure of financial constraints, shows a mean value of 3.8049 with a 

median, and standard deviation values are -4.3444 and 2.0432, respectively. The range of the 

SA Index lies from –0.9126 to 8.9605, with a standard deviation is 2.0432. WW Score shows 

a mean value of -0.4646 with a range of -0.6334 and -0.3065, respectively. This mean value 

in line with the findings of Bayer et al. (2018), who reported a mean value of financial 

constraints proxied by WW Score is -0.2816. The WW score's median value is very close to 

the mean value, i.e., -0.4747, with a standard deviation is 0.0633.  

Table 5.2 and 5.3 reports the descriptive statistics of corporate governance-related variables. 

The average size of an AC is 43% of board size with a minimum of one-fourth and a 

maximum of two-third of board size. Nazir (2016) finds AC size in his respective studies is 

41% of the board committee, which is relatively consistent with present study findings. 

Differently, Salloum et al. (2014) show AC size of Lebanese firms is 3 members. Norziation 

& Hafizah (2019) conducted a study on Malaysian firms and finds the mean value of AC size 

is 3 among sample firms. The median value of an AC size is very close to the mean value, 

i.e., 43%. AC independence calculated by the ratio of independent AC members to total 

members of an AC is 87%, with a median value of 1. The range of AC independence lies 

between 33% to 100 %. The median value shows that in most of the firms, and AC consists 

of independent members, which are also encouraged in corporate governance codes issued by 

SECP. 
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Table 5.2 Descriptive Statistics (Corporate Governance Variable) 

Variable Mean Median SD Minimum Maximum 

AC_Size 0.4293 0.4285 0.0786 0.25 0.6667 

AC_Ind 0.8752 1 0.1716 0.3333 1 

AC_Act 4.1754 4 0.5736 3 7 

B_Size 8.1728 8 1.6605 7 14 

B_Ind 0.4246 0.3571 0.2822 0.0556 0.9285 

B_Ac 5.4661 5 2.1172 4 16 

B_Part 0.8243 0.8393 0.1228 0.5 1 

CEO_Comp. (000) 16798.72 9173 22095.64 0 119815 

Dir_ Comp. (000) 13451.44 5399 22877.71 0 142987 

Ex_Comp. (000) 297632.4 55128 732369.7 0 5049227 

MNG_Own 0.2022 0.0998 0.2397 0 0.9057 

Family_Own 0.1934 0.0629 0.2434 0 0.8848 

Inst_ Own 0.0978 0.0689 0.0994 0 0.4491 

Foreign_Own 0.0538 0 0.1479 0 0.9466 

Ass_Own 0.3159 0.2461 0.3048 0 0.9467 

Con_Own 0.6529 0.6697 0.1973 0.1865 0.9845 

CGI 16.2832 16 2.7727 10 22 

Table 5.2 illustrated the descriptive detail of corporate governance variables. AC_Size is the number of members in the audit committee. 

AC_Ind is the number of independent members in an audit committee. AC_Activity is the number of audit committee meetings in a  financial 

year. B_Size is the number of directors on the board. B_Activity is the number of board meetings in a year. B_Part is the board 

participation shows the participation rate of board members in the board committee. CEO_Comp. is the CEO compensation. Dir_Comp. is 

the compensation paid to directors. Exe_Comp. is the executive compensation. MNG_Own is the percentage of shares held by managers. 

Family_Own is the share held by family members. Inst_Own is the percentage of ownership owned by institutions. Frgn_Own is the 

percentage of shares owned by foreign individuals and companies. Ass_Own is the percentage of ownership held by associated companies. 

Con_Own the sum of shares held by five big shareholders. CG Index is the corporate governance index that shows the overall governance 

quality among sample firms. 

Nazir and Afza (2018), in their respective study, report AC and is 77%. The higher mean 

value of AC size shows that an AC's independence increases with time, which shows better 

governance quality in PSX firms over time. Results support the findings of Salloum et al. 

(2014) and Bansal & Sharma (2016), who reported 89% and 85% of AC members are 

independent in Lebanese firms and Indian firms, respectively. Contrarily, Norziaton & 

Huzaifah (2019) finds 26% of AC members are independent, which is very low compared to 

Pakistani firms. The mean value of the AC meeting is four, which shows that, on average, 

there are four AC meetings held during the financial year. There is a minimum of 3 AC 

meetings and a maximum of 7 meetings held in a financial year. As for audit firms' quality is 
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a concern, 54% of sample firms get their audit from the top five big auditing firms. 

Consistent with findings, Bansal and Sharma (2016) reported 5 AC meetings held in Indian 

firms in a financial year. 

The second aspect of corporate governance is the board of directors' particulars, the board 

size, board independence, board activity, board participation, CEO duality, and CEO 

dominance. The descriptive statistics about the board of director’s structure presented in 

tables 5.1 and 5.2. The sample firms' board size consists of a minimum of 7 members and a 

maximum of 14 members, with an average board size is eight members. The corporate 

governance code issued by SECP is also required to have a minimum of 7 members in the 

board committee. This mean value of board size is consistent with the findings of Sheikh and 

Khan (2011), Gohar & Batool (2015), Muhammad et al. (2016), and Khursheed et al. (2018). 

In the international context, Manzaneque et al. (2015) conducted a study on Spanish firms 

and finds a board size of 11 members among sample firms. 

Similarly, Bansal & Sharma (2016) claims that the average board size in Indian firms 

consists of 9 members. The mean value of board independence is 42%, which shows that 

about half of the board members consist of executive directors. This board's independence is 

relatively low as compared to studies in other countries of the world. Nazir (2016) finds 43% 

of board independence in the local context, which is quite matched with the present study's 

findings. Manzaneque et al. (2015) found 34% board independence in Spanish firms in their 

empirical analysis. The range of board independence lies between 5% to 93%. The standard 

deviation value of board independence is 35%, which shows quite a volatility in board 

independence among sample firms. Some family firms whose board consists of purely family 

members; hence board independence is very low. On average, the board meets 5 times in a 

financial year to talk about its issues. The minimum number of board meetings held in a 

financial year is 4, and a maximum is 16 held in a financial year. On average, the board 

participation rate is 82%, which shows a very good sign that directors do participate in board 

meetings to discuss operational and strategic issues. Minimum board participation is one-half 

of total meetings to 100%. 
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CEO duality shows that 16% of firms have the same person who holds positions of CEO and 

chairman of the board of directors simultaneously. Sheikh and Khan (2011) and Sheikh and 

Wang (2012) reported duality in their respective study is 25% and 24%, respectively, in 

Pakistan. The result shows a decreasing trend of duality in Pakistani firms with time, which 

is a good signal for corporate governance. Contrary to the above findings, Khurshid et al. 

(2018) carried the data from 2009-2016 for Pakistani firms and reported that 32% of sample 

firms have duality positions. Wang and Deng (2006) report 13% duality among Chinese 

listed firms from an international perspective. Bangladeshi firms have higher CEO duality, 

i.e., 24%, as Khan et al. (2016) suggested. On average, CEO dominance has shown that 46% 

of the CEO also has other board committees like audit committee, remuneration committee, 

management committee, etc.  

Table 5.2 also describes the descriptive statistics of a third important corporate governance 

mechanism, i.e., the compensation structure of CEO, executive directors, and other key 

management personals in a million PKR. The average CEO compensation is PKR16.798 

million, with a minimum from 0 to maximum compensation is PKR 119.815 million. The 

variation in CEO compensation is 9.173 million PKR. On average, the executive director 

compensation of sample firms is PKR 13.451 million with a minimum of 0, and maximum 

compensation is 142.987 million PKR. The average compensation of key management is 

297.632 million, with a variation of 733.369 million PKR. The range of key management 

compensation is from 0 to a maximum of 5049.227 million PKR in a year. The 0 

compensation of CEO and executive directors shows that there are firms that do not pay any 

compensation to their CEO and executives. 

Next, the descriptive statistics of ownership structure variables are presented. Ownership 

structure comprises a fraction of shares held by managers, family, institutions, foreign and 

associatedcompanies’ ownership. Ownership concentration and block holder dummy also 

cover in ownership structure. The average insider ownership of sample firms is 20%, with a 

minimum of 0% and a maximum of 90%. Managerial ownership increased with time. Ilmas 

et al. (2018) studies the Pakistani firms from 2008 to 2014 and finds 16% managerial 
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ownership among local firms. Consistent with the above findings, Sheikh & Khan (2011) and 

Udin et al. (2017) finds 25% and 26% managerial ownership in the local context. 

Contrary to the above findings, In the Chinese context, Wang and Deng (2006) reported 

0.1% managerial ownership, which is very low compared to local firms. In contrast to the 

above findings, Donker et al. (2009) studied Dutch firms from 1992 to 2002 and found 6.5% 

managerial ownership among sample firms, which is relatively low compared to Pakistani 

firms. In earlier studies, this ownership lays 17% to 19%. This increasing trend is a good sign 

as it leads the firms towards growth and success by ensuring the optimum utilization of 

resources. The average family ownership in sample firms is 19%, with a variation of 24%. 

Nazir (2016) and Nazir & Afza (2018) present the family ownership of 21% and 22%, 

respectively, matching the present study's findings. The minimum and maximum family 

ownership in sample firms are 0% and 88%. When comparing earlier studies in the Pakistani 

context, it is found that family ownership is decreasing with time. It strengthens the 

governance and control structure in firms. On average, financial institutions have a very low 

level of ownership as the mean value is only 9%, with a variation of 10% in ownership. 

Shahwan (2015) reported 3% institutional ownership in Egyptian firms. 

In the same way, Donker et al. (2009) reported 1.77% family ownership in Dutch firms, 

which shows a very low family ownership level among Dutch firms. Family ownership level 

is very low, as reported by Donker et al. (2009). Further, results are consistent with the study 

of Ilmas et al. (2018), who reported 9.83% institutional ownership among PSX listed firms. 

Table 5.3 Frequency Tables for Dichotomous Variables 

Variable 
Frequency 

Case=1 
%age Median 

Standard 

Deviation 

Eternal Audit Quality 1056 55 1 0.4983 

CEO Duality 305 16 0 0.3639 

CEO Dominance 878 45 0 0.5137 

Institutional SH Activism 468 24 0 0.428 

Block Holder Dummy 1349 69 1 0.4601 

Table 5.3 presents the descriptive statistics of corporate governance dichotomous variables. External auditor quality is the dummy variable 

that is 1 if audit done by big five auditing firm. CEO Duality takes the value 0 in case of duality otherwise 1. CEO Dominance takes the 

value one if CEO is also present in the board committees. Institutional activism is also a dummy variable that takes value 1 if institution 

representatives present on the board. Blockholder dummy is also a dummy variable equal to 1 if any shareholder has more than 10% 

shareholdings present in the ownership structure of sample firms. 
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Financial institutions have decreased their ownership stake over time; as in earlier studies, 

this ownership was found in a double-digit ratio. The manufacturing sector is considered 

more volatile and crunched; hence, financial institutions do not prioritize investment rather 

than place their funds in a more stable sector like financial institutions. Moreover, 

institutional investors nominate their nominee director in 24% of firms, which shows their 

long term association with the firm in which they invest.  

Another important ownership type, foreign ownership, shows a mean value of 5%, with 

minimum ownership being 0%, and maximum ownership is 95%. Findings are consistent 

with the study of Nazir (2016) and Nazir & Afza (2018). Similarly, results support Udin et al. 

(2017) conclusion, which shows 3.9% foreign ownership among sample firms in PSX listed 

firms. Khan et al. (2016) conducted a study on Bangladeshi firms and report 6.7% foreign 

ownership among sample firms.  This low level of ownership shows those foreign investors 

reluctant to invest either due to unstable political conditions and a poor business environment 

in Pakistan. Associated companies have an average, 31% ownership among sample firms, 

which shows their influential role and reaps economies of scale. Nazir (2016) reported 31% 

associated ownership in his respective study on Pakistani firms. The median value of 

associated ownership is 24%, with a maximum ownership level of 95%. In ownership 

structure, ownership concentration and block holder dummy also calculated by sample firms. 

Through the Herfindahl Index, ownership concentration measures are the sum of the square 

of the top 5 big shareholder's shareholdings. The mean value of concentrated ownership is 

65%, with a median of 67%, and has a variation of 20%. These ownership concentration 

findings match international contexts like Wang and Deng (2015), showing 56% ownership 

concentration among Chinese firms, while Manzaneque et al. (2015) find 46% ownership 

concentration in Spanish firms. In the local context, Sheikh & Khan (2011) and Ilmas et al. 

(2018) shows 58% and 64% concentrated ownership, respectively, among sample firms. In 

Egyptian firms, Shahwan (2015) finds a 20% ownership concentration among sample firms, 

which shows that five big shareholders cannot hold majority shares like Pakistan in Egyptian 

firms. Another aspect of ownership structure covered in this study is an external block 

holder's presence in the ownership structure. External block holders present to safeguard the 

interest of minority shareholders. In our sample firms, 69% of firms have external block 
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holders in their ownership structure. Finally, a comprehensive governance index is developed 

with 29 governance provisions to check sample firms' overall governance quality. The 

governance index score lies 0 to 29; the higher the governance score shows its better 

governance quality. The descriptive result shows that firms have a 16.2832 governance score 

on average, which is very close to the median governance score, i.e., 16. The lowest and 

highest governance score among sample firms is 10 and 22 with a standard deviation of 

2.7727.  

Table 5.4 Descriptive Statistics (Control Variables) 

Variable Mean Median SD Minimum Maximum 

Total Asset (Million PKR) 19542.88 5.7434 41691 22.195 395943 

Tobin's Q 1.4832 1.0265 1.4224 0.2922 9.2215 

LVRG 0.5488 0.5358 0.2815 0.0564 1.7298 

Div Payout 0.318 0.201 0.4019 0 2.2144 

STC 0.3992 0.3652 0.2366 0.0386 1.4082 

CR 1.6187 1.2 1.3527 0.035 7.93 

Table 5.3 presents the descriptive statistics of control variables. Total asset is the firm size measured by the total assets of sample firms. 

Tobin's Q is the growth opportunities of sample firms. LVRG is the leverage ratio, which is measured by total debt over total assets. Div 

Payout is the dividend payout ratio calculated through dividend per share to earnings per share. STC is the increase in short term credit. 

CR is the current ratio to measure the liquidity of sample firms. 

Table 5.4 presents descriptive statistics of control variables. The present study employs six 

control variables: firm size, Tobin’s Q, leverage, dividend payout ratio, short term credit, and 

current ratio. Firm size, leverage, and current ratio used as a control variable to study the 

impact of corporate governance on financial distress costs, while firm size, Tobin's Q, 

leverage, dividend payout ratio, and short term credit used to investigate the relationship 

between corporate governance and financial constraints.  The average firm size of 19542.88 

million PKR with a range from 22.195 million PKR to 395943 million PKR respectively. 

The median and standard deviation of firm’s size are 5.7434 million PKR and 41691 million 

PKR, respectively. It shows a greater variation among sample firms based on firm size.There 

is a significant variation shown in Tobin's Q value of the sample firm as it ranges from 

0.2922 to 9.2215. The average value of Tobin’s Q is 1.4832, with a standard deviation of 

1.4224. This average value shows investor confidence in the equity market. The leverage 

ratio shows that sample firms are highly leveraged; with an average ratio is 55%. The 

leverage ratio lies 5% to 172%, with a median value is 54% of the total assets of respective 
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firms. The leverage ratio greater than one shows for those firms who have negative 

equity.These descriptive statistics show that Pakistani firms are highly leveraged, leading to 

more financial constraints and financial distress costs. 

Similarly, the average dividend payout ratio is 32%, which shows that sample firms 

distribute 32% of their earnings to shareholders through dividends. The dividend payout ratio 

lies between 0 to 2.2144, with a median value of 20% of their earnings.The median value of 

the dividend payout ratio matches a mean value, which shows that most of the sample firms 

pay dividends to shareholders. Likewise, short term creditshows more significant variation 

among sample firms as it ranges from 3% to 141%, with an average value of 39% of total 

assets among sample firms. The mean value of the current ratio is 1.6187, which is quite 

satisfactory. The range of the current ratio is 0.035 to 7.93, with a standard deviation of 

1.3527. 

5.2 Correlations Results 

Table 5.5 presents the correlation analysis of the present studied variables. It shows the 

relationship among variables, either they are positively or negatively associated with each 

other. Moreover, the correlational study also tells about the issue of multicollinearity that 

exists in data or not. Gujrati (2003) argues that if the correlation value among variables 

greater than 0.80, then there is a collinearity issue among variables. Regression results 

produced by such data may be biased ungeneralizable. Since in correlation result, no value 

crosses the threshold level of 0.80; hence, there is no collinearity issue in data.  

Further, the result shows that audit committee structure variables are negatively associated 

with financial distress except for audit committee size, which shows positive behavior with 

the cost of financial distress. This support the arguments that an effective audit committee 

strengthening monitoring mechanism, minimize agency issue, increases the financial 

statement reliability; which in turn not only raise firm performance but also save them form 

the cost of financial distress (Menon, 1999; Miglani et al. 2015; Al-Karasneh & Bataineh, 

2018). Secondly, board structure variables show a negative association with financial distress 

cost except for board activity, duality, and board participation, which shows positive 
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interaction with the cost of financial distress. The negative association between board size 

and financial distress costs supports the resource dependency theory that diverse board 

provide better access to the external environment (Pfeffer, 1972) and has better ideas and 

skills that save firm from financial distress (Adam and Ferreira, 2007; Lajili et al. 2016). In 

the same way, board independence minimizes agency cost, increases board information 

quality, and speeds up the decision-making process, which saves firms from business failure. 

Contrarily, the positive association between duality and financial distress cost support the 

arguments that it leads to earnings manipulations (Liyu et al. 2007), got enriched the 

management, who in return look upon his interest and got benefits at the expense of minority 

shareholders and thus leads the firm into a failure state (Lakshan and Wijekoon, 2012; Wu, 

2016). Compensation structure variables present a negative relationship towards financial 

distress cost corroborates that better compensation to manager lower agency cost and keeping 

align manager's interest with outsiders (Rolle, 2016), and thus increase shareholders value 

(Firth et al., 2007; Unite et al. 2008; Conyon & He, 2011) and save firm from financial 

distress. Likewise, among ownership structure variables, managerial and family ownership 

describe a positive effect on financial distress cost. Higher managerial ownership deteriorates 

firm performance (McConnell and Servaes, 1990; McConnell et al., 2008) and raises 

financial distress likelihood among firms. Likewise, a positive association between family 

ownership and financial distress cost in line with the findings of Achmad et al. (2008) and 

Lam and Lee (2012), who suggest an inverse association between family ownership and 

financial distress. The governance index shows a negative relationship with financial distress 

costs. The higher the overall governance quality, the lower will be financial distress costs. 

Results support the earlier studies of Shahwan (2015), Nazir (2016), and Nazir and Afza 

(2018) that higher governance quality enhances not only firm performance but also escape 

firm from costly financial distress.   

Regarding the governance-financial constraints relationship, correlation results show that 

audit committee size and external auditor quality show a negative association with financial 

constraints in all measures. An influential audit committee helpful to minimize information 

asymmetry and agency issues among firms (Forker, 1992; Braiotta, 1999), enhance the level 

of voluntary disclosure (Akhtaruddin and Haron, 2010), increase information transparency  
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Variables 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31

FDC 1.00

KZ Index 0.22 1.00

SA Index 0.05 0.05 1.00

WW Index 0.22 0.52 0.20 1.00

AC_Size 0.05 -0.04 0.03 0.00 1.00

AC_Ind -0.02 -0.04 -0.08 -0.06 -0.06 1.00

AC_Act -0.02 -0.04 -0.03 -0.13 0.03 0.09 1.00

EAQ -0.22 -0.36 -0.12 -0.40 0.09 0.14 0.44 1.00

B_Size -0.13 -0.18 -0.18 -0.30 -0.42 0.08 0.20 0.24 1.00

B_Ind -0.03 -0.03 -0.08 -0.10 0.07 0.41 0.17 0.21 0.13 1.00

B_Act 0.01 0.01 -0.04 -0.14 -0.02 0.02 0.18 0.03 0.17 0.10 1.00

CEO_Dual 0.13 0.13 0.08 0.19 0.01 -0.18 -0.04 -0.24 -0.17 -0.16 0.26 1.00

CEO_Dom -0.09 -0.08 -0.19 -0.16 0.09 0.04 0.07 0.12 0.05 0.10 0.01 -0.12 1.00

B_Part 0.07 0.02 0.05 0.09 0.12 0.07 -0.01 -0.12 -0.25 0.03 0.11 -0.01 -0.07 1.00

CEO_Comp -0.15 -0.33 -0.16 -0.45 -0.01 0.08 0.08 0.35 0.32 0.08 0.10 -0.14 0.18 -0.05 1.00

Dir_Comp -0.09 -0.22 -0.14 -0.30 -0.11 -0.04 0.07 0.18 0.21 -0.22 0.07 -0.04 0.07 -0.07 0.53 1.00

Ex_Comp -0.12 -0.16 -0.23 -0.39 -0.09 0.13 0.18 0.24 0.44 0.26 0.27 -0.07 0.16 -0.09 0.39 0.17 1.00

MNG_Own 0.19 0.20 0.14 0.23 -0.02 -0.12 -0.08 -0.30 -0.21 -0.29 0.01 0.13 -0.21 0.15 -0.24 -0.03 -0.25 1.00

Family_Own 0.19 0.20 0.13 0.20 -0.06 -0.15 -0.13 -0.34 -0.20 -0.29 0.00 0.14 -0.24 0.15 -0.25 -0.04 -0.24 0.08 1.00

Inst_Own -0.02 -0.02 -0.09 -0.15 0.03 0.02 0.11 0.13 0.09 0.13 0.00 -0.03 0.10 -0.06 0.04 -0.01 0.04 -0.21 -0.23 1.00

Foreign_Own -0.10 -0.09 -0.02 -0.11 0.10 0.11 0.02 0.18 0.01 -0.01 -0.07 -0.06 0.07 -0.01 0.09 0.13 0.03 -0.16 -0.15 -0.01 1.00

Ass_Own -0.24 -0.20 -0.10 -0.22 0.01 0.07 0.01 0.29 0.13 0.14 -0.06 -0.13 0.18 -0.15 0.26 0.09 0.17 -0.61 -0.57 -0.06 -0.05 1.00

Block -0.21 -0.20 -0.19 -0.22 0.02 0.06 0.05 0.24 0.21 0.19 0.06 -0.13 0.14 -0.15 0.22 0.06 0.20 -0.61 -0.56 0.18 0.14 0.57 1.00

Con_Own -0.14 -0.06 -0.15 -0.05 0.01 0.09 0.06 0.23 0.02 0.10 -0.02 -0.05 0.13 -0.03 0.16 0.04 0.19 -0.10 -0.12 -0.19 0.04 0.52 0.29 1.00

CGI -0.13 -0.25 -0.14 0.38 -0.03 0.34 0.15 0.38 0.30 0.23 0.09 -0.36 0.00 0.05 0.35 0.23 0.17 -0.27 -0.33 0.30 0.05 0.10 0.23 -0.24 1.00

Fsize -0.17 -0.17 -0.25 -0.68 0.01 0.10 0.22 0.35 0.40 0.05 0.25 -0.14 -0.18 -0.13 0.47 0.28 0.56 -0.26 -0.23 0.13 0.08 0.23 0.19 0.09 0.35 1.00

Tobin's Q -0.21 -0.27 -0.08 -0.17 -0.03 0.09 -0.03 0.18 0.09 0.05 -0.06 -0.11 0.15 -0.05 0.24 0.19 0.20 -0.19 -0.20 -0.13 0.07 0.31 0.16 0.28 0.05 0.05 1.00

LVRG 0.09 0.55 0.10 0.37 -0.06 0.04 0.03 -0.23 -0.05 -0.02 -0.01 0.14 -0.08 0.10 -0.14 -0.10 -0.02 0.14 0.12 -0.06 -0.05 0.08 -0.13 0.12 -0.20 -0.06 0.01 1.00

Div Payout -0.17 -0.53 -0.03 -0.44 0.00 0.07 0.02 0.26 0.19 0.07 0.00 -0.15 0.08 0.01 0.30 0.19 0.16 -0.19 -0.19 0.10 0.09 0.22 0.19 0.10 0.22 0.17 0.28 -0.23 1.00

STC 0.04 0.40 0.00 0.26 -0.07 0.08 0.07 -0.12 0.26 0.19 0.07 0.10 -0.03 0.09 -0.04 -0.01 0.01 0.05 0.02 0.02 0.02 0.00 -0.02 0.17 -0.10 -0.04 0.07 0.51 -0.15 1.00

CR -0.08 -0.42 -0.03 -0.20 0.08 0.04 -0.03 0.20 -0.01 0.06 0.11 -0.06 0.04 -0.05 0.04 0.00 0.05 -0.16 -0.12 0.05 0.09 0.08 0.14 -0.04 0.07 -0.09 0.07 -0.59 0.25 -0.52 1.00

Table 5.5: Correlation Results
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(Wang et al. 2016); which in turn minimize financial constraints. Among board related variables, 

the board size, board independence, and CEO depict a negative association with financial 

distress costs. A larger and more independent board decreases the level of information 

asymmetry, ensure greater transparency in financial reporting quality, minimize the agency issue 

and thus prevent firm from financial constraints (Cormier et al. 2010; Allegrini & Greco, 2013; 

Li et al. 2012; Tassema, 2019). In terms of ownership structure, family ownership shows a 

positive relationship with financial constraints. Family-oriented firms have a higher level of 

information asymmetry, agency issues, and higher transaction costs. Secondly, these firms are 

reluctant to visit the capital market due to the fear of dilution of ownership stake, hence more 

prone to financial constraints. This positive association supports earlier studies like Lins et al. 

(2013) and Chu et al. (2016). Institutional ownership, foreign ownership, and ownership 

concentration show a negative relationship with financial constraints. Like financial distress 

costs, the governance index shows a significant inverse relationship with financial constraints, 

which shows a higher governance mechanism that leads to lower financial constraints. 

Furthermore, the correlation results show that there is no issue of multicollinearity between 

independent and control variables. Anderson et al. (1990) argue that a correlation value above 

0.70 between independent variables run in one single regression causes the issue of 

multicollinearity and the result of that model is biased and ungeneralizable. Hence, there is no 

multicollinearity issue in data as there is no value that reaches the threshold level, i.e., 0.70. 

5.3 Results of Panel Data Approaches 

As discussed earlier, this thesis empirically examines the impact of corporate governance on 

financial distress costs and financial constraints 215 PSX listed firms for 2010-2018. Since data 

are panel in nature, hence panel data techniques are used. In the beginning, we started with the 

use of OLS. But the OLS assumptions do not meet; resultantly move one step further towards 

panel data approaches for the analysis. Findings of the OLS assumptions are stated in Appendix-

B. Habbash (2010) argues that OLS assumptions must be fulfilled to produce unbiased results 

before applying parametric tests. Further, Gujrati (2003) suggests that if OLS assumptions are 

not fulfilled, then the parametric test is not recommended for true analysis. Since the sample 
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firm's characteristics differ but remain the same over time, these characteristics are not captured 

by the OLS technique (Chung and Zhang, 2011).  

Table 5.6: Summary of the Levin and Lin (LL) Test of Panel Unit  Test 

Variables Name p-value 

KZ Index 0.000** 

SA Index 0.000** 

WW Score 0.000** 

AC_Size 0.000** 

Ac_Ind 0.029* 

Ac_Acty 0.000** 

EAQ 0.000** 

B_Size 0.000** 

B_Ind 0.000** 

B_Acty 0.000** 

CEO_Duality 0.000** 

CEO_Dom 0.000** 

B_Part 0.000** 

CEO_Comp 0.000** 

Dir_Comp 0.000** 

Ex_Comp 0.000** 

MNG_Own 0.000** 

Family_Own 0.000** 

Inst_Own 0.000** 

Frgn_Own 0.000** 

Ass_Own 0.000** 

Block  0.000** 

Con_Own 0.000** 

Fsize 0.000** 

Tobin's Q 0.000** 

LVRG 0.000** 

Div Payout 0.000** 

STC 0.000** 

CR 0.000** 

* p<0.05, ** P<0.01. 
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5.4 Empirical Results of Panel Data Techniques  

As discussed in chapter 4, the first objective of the study to empirically test the possible impact 

of governance mechanism (audit, board, compensation, ownership, corporate governance on the 

financial distress cost of sample firms. To comply with this objective, corporate governance 

variables are divided into five subgroups. Panel-A covers the impact of AC structure on financial 

distress cost. In Panel-B, AC is replaced with a board committee structure to investigate the 

effect of the same on financial distress cost. Compensation structure and financial distress cost 

covered in Panel-C. In Panel-D, we empirically examine the role of the firms' ownership 

structure on financial distress cost. Lastly, sample firms' composite governance index formulated 

and analyzed its possible association with financial distress cost. In all the study panels, model 1 

covers only corporate governance variables, while in model 2, control variables are also 

included. 

5.4.1 Unit Root Test of Panel Data 

Before applying panel data techniques, this study uses a unit root test to test the possible 

stationarity variables and uses Levin and Lin test (1992). According to the test result, since the p-

value of variables is less than the significance value, i.e., 0.05, it accepted the null hypothesis 

that all variables are stationary at level. Further, it shows that all variables are normally 

distributed, and the findings are in accordance, as suggested by Asteriou and Hall (2007). 

5.4.2 Corporate Governance and Financial Distress Costs 

In the first phase of the analysis, corporate governance's impact on financial distress costs is 

examined. An effective governance mechanism enhances firm performance and saves the firm 

from financial distress (Wand and Deng, 2006; Shahwan, 2015). Secondly, good governance 

strengthens the monitoring mechanism (La Porta et al. 2000), enhancing financial reporting 

quality (Arsalan et al. 2014), minimizes the occurrence of financial restatements (DeZoort, 

2002).  Thus, it prevents the manager from adopting self-serving behavior (Manzaneque et al., 

2016), thus saving the firm from the possible likelihood of default. As already reported above, 

the corporate governance mechanism is measured through individual (audit, board, 
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compensation, ownership) and composite measure, i.e., corporate governance index. The 

diagnostic test was conducted to determine the panel data approaches.  

Table 5.7: Results of Model Selection of Stage –I 
  Model A Model B 

Panel Value P-Value Value P-Value 

Panel-A         

F-Test Results         
F-Value 29.18 0.000*** 19.9 0.000*** 

Hausman Test         
chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 13.8 0.008 11.75 0.1089 

Breusch and Pagan test         

Chibar2(04) (07)*     3234.35 0.000*** 

Panel-B         

F-Test Results         

F-Value 11.94 0.000*** 13.16 0.000*** 

Hausman Test         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 12.18 0.0581 13.01 0.1622 

Breusch and Pagan test         

Chibar2(06) 3297.77 0.000*** 3251.33 0.000*** 

Panel-C         

F-Test Results         

F-Value 18.25 0.000*** 15.21 0.000*** 

Hausman Test         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 6.92 0.0732 3.55 0.3146 

Breusch and Pagan test         

Chibar2(03) 3380.61 0.000*** 3346.35 0.000*** 

Panel-D         

F-Test Results         

F-Value 22.77 0.000*** 19.41 0.000*** 

Hausman Test         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 5.1 0.6482 6.72 0.7514 

Breusch and Pagan test         

Chibar2(07) 3265.71 0.000*** 3222.78 0.000*** 

Panel-E         

F-Test Results         

F-Value 36.93 0.000*** 22.52 0.000*** 

Hausman Test         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 2.64 0.104 3.66 0.4543 

Breusch and Pagan test         

Chibar2(07) 3437.93 0.000*** 3370.39 0.000*** 

Note: Table 5.5 reports different test results to choose an appropriate model to investigate corporate governance's impact on financial distress 

costs. F-test is conducted to select the proper model between Pooled OLS and the Fixed effect model (FEM). Hausman test is undertaken to select 

the Fixed effect model (FEM) and Random effect model (REM). Similarly, Busch and pagan test were conducted to determine the Random effect 

model (REM) and Pooled OLS. Model A includes CG variables, whereas Model B includes control variables as well.  
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Table 5.7 shows the diagnostic test results, i.e., the F-test, the Housman test, and the Breusch 

pagan test of all panels. First, F-test runs to choose an appropriate model between Pooled OLS 

and fixed-effect model, and the result shows that the fixed effect model is appropriate for all 

panels as the p-value is less than 0.05 for all panels. Gujrati (2003) argues that a significant p-

value endorses the fixed-effect model's appropriateness over Pooled OLS. It shows that cross-

sections are heterogeneous, not homogeneous, as assumed in Pooled OLS. The Housman test 

results suggest a random effect model over the fixed-effect model for all panels as the p-value is 

not significant for all panels. The Housman test results violated the assumption of cross-section-

specific constant rather than accept the random effect model's assumption that the constant is not 

fixed for each section, but it has the random parameter. Asteriou and Hall (2007) suggest that the 

Hausman test's small value shows the random effect model's effectiveness than the fixed-effect 

model. 

Further, Habbash (2010) argues that an insignificant p-value of the Hausman test shows that the 

random effect model's assumption is not violated. In the third step, Breusch and Pagan's test was 

executed to choose the appropriate model between the random effect model and Pooled OLS. 

The results presented in Table 5.6 of the Breusch and Pagan test show that for all models p-value 

is not significant; the suggested random effect model is more appropriate than Pooled OLS. 

Hence random effect model is used to analyze the impact of different corporate governance 

mechanisms on financial distress cost. 

5.4.2.1 Audit Committee Structure and Financial Distress Costs 

Table 5.8 presents the impact of the first component of corporate governance, i.e., AC structure 

on financial distress cost. As discussed earlier that panel data techniques used to choose the 

appropriate analysis model. Hence random effect model was employed to examine the effect of 

AC structure on financial distress cost. AC structure measures through AC size (AC_Size), AC 

(AC_Ind), AC (AC_Activity), and quality of external auditor (EAQ). Model 1 includes AC 

structure variables; model 2 includes control variables as well. 

AC Size, the first variable of AC structure, shows a significant positive association with financial 

distress cost. It indicates that firms with larger AC members are more likely to financial distress 



147 

 

costs and vice versa. The larger AC is perceived negatively by capital providers, creditors in 

terms of profitability reduce capital efficiency; hence higher will be the cost of financial 

distress.This result supports Raber's (2003) findings and Norziaton and Hafizah (2019), who 

suggest a significant positive relationship between board size and financial distress. AC having 

small members is considered more effective and dynamic by their more efficient communication, 

coordination among members, increased commitment, and greateraccountability towards task 

accomplishment (Ahmad, 2006); hence improves firm performance and is inversely associated 

with financial distress cost. 

Further large AC loses focus and less participative as compare to small AC. Belkhir (2009) 

argues that AC having large members not performs well as it lacks communication, higher cost, 

and ineffective decision making. Further, this significant positive association is not in line with 

the conclusion of Platt and Platt (2012), Appiah (2013), and Salloum et al. (2014). Theoretically, 

the result supports agency theory findings that require small AC to perform its monitoring role 

more effectively and save the firm from financial distress. However, results could not support the 

resource dependency theory that claimed larger AC is more beneficial for firms by its vast 

expertise, experience, and skills to ensure effective monitoring and inherently reduced financial 

distress costs. Likewise, stakeholder theory is not supported as it argues for bigger AC to 

monitor and oversee the financial reporting process for all stakeholders' benefits.  

AC independence is to be considered an essential mechanism of an AC. The present study 

analyzes the impact of AC independence on the cost of financial distress. Results support the 

earlier studies that an independent AC negatively correlated with the firm's financial distress 

state. AC independence shows a negative but insignificant relationship towards financial distress 

cost. This insignificant association between AC independence and the cost of financial distress 

shows the lack of real independence in Pakistani firms where even non-executive directors are 

serving more than one internal AC. The latter is affiliated with some other company of the group. 

Further, non-executive directors have less information about the company, and they mostly 

depend on the information provided by the company's executive. Additionally, accounting 

knowledge and financial expertise are essential to perform its role more objectively. Truly 

independent AC greater ensure the integrity of financial statements; enhance support to external 
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auditor over executive management in case of conflict (DeZoort, 2002). Independent AC 

eliminates errors andmisrepresentations in financial statements and builds a good image in the 

capital market, enhancing the firm value and reducing financial distress cost. Rehmat and Takiah 

(2008) claim that an independent AC increases the firm reputation as it proves to be an effective 

monitoring mechanism that reduces the firm's distress cost. Hence, the presence of non-executive 

directors in AC remains fruitless, and this relationship remains insignificant towards financial 

distress costs. Jamal and Shah (2017) have been an insignificant association between AC 

independence and financial distress in the Pakistani context.  

The results of the AC independence, therefore, not supporting the monitoring (agency theory), 

resource provision (resource dependency theory), and stakeholder groups benefit (stakeholder 

theory). AC effectiveness is another characteristic of an AC which measures AC meetings 

frequency in a year. An AC who meets more frequently is to be considered more vigilant by the 

stakeholders. An AC's frequent meetings also help reduce information asymmetry and agency 

cost by disbursing timely and fair information to stockholders, increasing the firm value, and 

reducing financial distress cost. Vinten and Lee (1993), Carcello (2002), Salloum (2014), and 

Norziaton and Hafizah (2019) study the characteristics of board AC and show its significant 

positive relationship with financial distress. The present study also endorses earlier findings and 

shows a significant negative relationship towards financial distress cost. AC activity is associated 

with reliable, transparent, and trustworthy accounting disclosure, which increases firm long-term 

value (Nazir, 2016); hence, reducing financial distress costs. Further AC activity also positively 

associated with firm value as endorsed by earlier studies like Azam et al. (2010), Aldamen et al. 

(2012), and Al-Matari et al. (2012).  

The external quality of an auditor, another important mechanism of AC characteristics, is 

analyzed towards the financial distress cost of sample firms. The relationship between external 

auditor size and reputation in dealing with agency issues is available, but little evidence is shown 

about an external auditor's quality in literature. Willenborg (1999), among the pioneer who 

undertook the quality of external auditor, proves that it helps eliminate information asymmetry 

among stakeholders. In the present study, external auditor quality is measured if the firm gets 

audited by the top 5 audit firms working in Pakistan. The result shows a negative but 
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insignificant relationship with financial distress costs. It has been found that firms reappoint the 

same external auditor repeatedly or rotate the engagement partner in the same audit firm after the 

contract expiration. This will create some way of the strategic alliance between the manager and 

an external auditor. This will cost a firm how to transmit accounting information without 

transparent, fair, and unbiased judgment, which increases firm financial distress costs.  

5.4.2.2 Board Composition and Financial Distress Costs 

The second important governance mechanism is the board committee. Literature has witnessed 

that an influential board committee is fundamental for firm performance (Bhagat & Black, 

1999). It is the most superior authority that monitors managers' performance and guides them 

through long-term vision and strategies. The present study employs board size, board 

independence, board meetings, board participation rate, CEO duality, CEO dominance as board 

structure mechanism and analyzes the impact of the same on sample firms' financial distress cost. 

Results are presented in Table 5.8.  

The regression results show that number of directors showing a significant negative relationship 

towards financial distress cost. The larger the board size, the lower will be the financial distress 

cost. This negative association is supported by the resource dependency theory and agency 

theory. Resource dependency theory favors larger board size. It increases the firm’s ability to 

access the needed resources and information required to achieve the organization’s objectives 

(Pearce & Zehra, 1992; Pfeffer, 1972) save the firm from bankruptcy. Agency theory, too, favors 

larger board size as there may be a conflict of interest between managers and shareholders, and 

this can be managed through effective monitoring by the larger board (Yawson, 2006). Further, 

in a continuously changing business environment and company feasibility, especially at the time 

of crises, a larger board size helps the organization by providing timely and proper business 

decisions to cope with this adverse situation.  

Literature witnesses mixed findings regarding the impact of board size. Many studies describe 

the impact of board size on the possible occurrence of bankruptcy. A larger board brings more 

excellent knowledge, expertise, and greater advising capacity to management that is beneficial 
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for the firm and avoids default. Researchers like (Boone et al., 2007; Coles et al., 2008; Linck et 

al., 2008) support the same findings that firms with larger board sizes escape from bankruptcy. 

In the same way, Bedard (2014) found that companies with larger board sizes have less 

probability of facing a financial distress state and eventually filing for bankruptcy. Also, 

Manzaneque et al. (2016b), using a matched-pair sample of 308 observations, half of which 

classified as distress in Spain's context, find an inverse association between the likelihood of 

financial distress and board size. The same is also endorsed by Lamberto& Rath (2010) by 

claiming that firms with larger board sizes are less likely to face financial distress because of 

managers' effective monitoring. Our findings support the resource dependency theory and agency 

theory that larger board sizes enhance firm performance and negatively correlate with the firm's 

financial distress cost. Board size is also positively associated with firm value. Researchers like 

Brown and Caylor (2006), Kyereboah-Coleman and Biekpe (2006), Belkhair (2009), and 

Christensen et al. (2010) have been found a positive association between board size and firm 

value.  

Another important mechanism of board structure is board independence. Board independence 

shows an insignificant inverse association with financial distress cost.Result demonstrates that 

board independence is irrelevant towards the financial distress costs in a local context. The 

present study again submits the same arguments given for the insignificant association between 

AC independence and the cost of financial distress. There is a lack of real autonomy in board 

committees in Pakistani corporations where serving non-executive directors are associated with 

some other group. Hence, they are not truly independent. 

Further, non-executive directors rely on the company's executive directors; hence, they are not 

much informationally enrich, which is desired to be to perform its role (Paul et al., 2011). 

Consequently, they cannot perform their role indeed and remain insignificant towards financial 

distress costs. Further, regarding the relationship between board independence and business 

failure, Chaganti et al. (1985), Simpson and Gleason (1999), and Lijili and Zeghal (2010) fails to 

find any association between the proportion of independent directors on the board and business 

failure.  
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Table 5.8 Corporate Governance andFinancial Distress Costs 

Variable 
Audit Board 

Model 1 Model 2 Model 1 Model 2 

Constant 1.324 2.911 1.332 2.946 

  (9.95)*** (6.98)*** (8.42)*** (6.86)*** 

AC_Size 0.314 0.402     
  (1.84)* (2.43)**     
AC_ Ind -0.056 0.005     
  (-0.88) -0.08     
AC_Act -0.069 -0.063     
  (-3.15)*** (-2.92)***     
FAQ 0.082 -0.091     
  (0.960 (-1.55)     

B_Size     -0.028 -0.018 

      (-2.42)** (-1.53)* 

B_Ind     -0.065 -0.033 

      (-1.34) (-0.68) 

B_Act     0.001 0.004 

      (0.21) (0.66) 

CEO_Dual     0.051 0.033 

      (1.5) (0.97) 

CEO_Dom     0.018 0.037 

      (0.73) (1.47) 

B_Part     0.081 0.13 

      (0.78) (1.24) 

Fsize   -0.152   -0.169 

    (-3.53)***   (-3.86)*** 

LVRG   -0.121   -0.102 

    (-1.72)*   (-1.48) 

CR   -0.037   -0.034 

    (-2.95)***   (-2.78)*** 

Obs 1935 1935 1935 1935 

Adjusted R2 0.0377 0.0687 0.0212 0.048 

F-Statistics 3.82 41.99 13.69 34.94 

p-value 0.0043*** 0.0000*** 0.0033*** 0.0001*** 
Table 5.7 analyzing the impact of audit committee structure and board committee structure on financial distress costs.  The study sample comprises 

218 non-financial firms, and sample data covers the study period from 2010 to 2018. The dependent variable is financial distress cost, measured 

through Keasey et al. (2015) model. Audit committee structure and board structure variables are used as independent variables . Firm size, 

leverage, and current ratio used as control variables.  *,**,*** represent the significance level at 10%, 5%, and 1%, respectively. Z-statistics are 

presented in parentheses. Model A includes corporate governance variables while Model includes control variables as well.  

 

The number of board meetings in a financial year also impacts board monitoring performance in 

an organization. It has been contended that board meeting frequency affects firm performance. 

The result shows an insignificant positive association between board activity and the cost of 

financial distress. The possible explanation of this positive relationship might be the cost 

associated with board meetings like director fees, travel expenses, refreshment, and managerial 
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time, leading to a decrease in its firm value and an increase in the cost of financial distress. 

Further, in supporting the negative relationship in terms of firm performance, Jensen (1993) 

argued that more board meetings don't need to increase effectiveness as the CEO's agenda, so the 

CEO's role is more critical.This limitation on information may restrict talented board members 

from active contribution in board meetings and limit members' ability to monitor and evaluate 

CEO performance and its strategy. 

Similarly, Lipton and Lorch (1992) contended that much of the board meeting time is wasted due 

to formalities and management reports presentations as routine tasks. Hence, it impedes the 

board's effective monitoring capacity due to the lack of time.In the Pakistani context, Nazir 

(2016) concludes the insignificant association between board activity and firm value, which 

proves its ineffectiveness as a governance mechanism in terms of firm performance and financial 

distress cost. 

Existing literature shows the negative impact of CEO duality on the firm's accounting and 

market performance in the Pakistani context. Results presented in table 5.7 also endorse the 

above findings and show a positive but insignificant association with financial distress cost. This 

result is consistent with the findings of Daily and Dalton (1994a), Hiu and Jing-Jing (2008), and 

Manzaneque et al. (2016). Agency theory also argues that concentration of power, on the one 

hand, gives more power to the CEO, leading to deciding the best interest of him rather than 

shareholders, which resultantly damages firm value and leads toward the distressed state of the 

firm. CEO duality also leads to ineffectiveness of board monitoring, the entrenchment of CEO, 

and lower board independence. The separation of CEO and chairman positions in two persons 

can empower board monitoring function, putting a good check on management actions. Simpson 

and Gleason (1999) argue that duality leads to the firm's probability of failure. Baysinger & 

Hoskisson (1990) and Jensen (1993) argue that the separation of CEO and chairman increase the 

board of directors' effectiveness and monitor the board of directors' mechanisms. Liyu et al. 

(2007) claim that duality leads to an increase in the CEO's entrenchment level. Chen et al. (2005) 

asserted that duality gives more power to the CEO, which becomes difficult for to board of 

directors to challenge or even change the self-serving CEO in an organization. 
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Moreover, Monks and Minow (2001) reasoned that separating the chairman and CEO into two 

hands increases firm performance. The chairman has the power to remove the self-serving CEO 

who may deteriorate firm performance. Supporting the above arguments Mir and Nishat (2004) 

and Brown and Caylor (2006) found a negative association between duality and firm 

performance. Along with this, CEO dominance shows an insignificant positive association 

towards financial distress costs, which again supports the entrenchment effect by CEO 

dominance, which increases financial distress costs. 

The board participation rate is the last variable of the board structure mechanism of 

organizations. This variable is rarely discussed in the literature. Results reported in Table 5.7 

show that board participation has an insignificant positive association with financial distress 

costs among sample firms, which precludes that board participation does not impact the cost of 

financial distress. The literature argues that board members' increased participation helps reduce 

agency issues between management and diverse shareholders and supports resource dependency 

theory as various strategic and operational issues discuses in board meetings. More active 

involvement gives more solutions to deal with the situation.But contrary to the expectation, 

results demonstrate that board participation proves to be an ineffective governance mechanism as 

it shows an insignificant positive relationship with financial distress costs. So these theoretical 

benefits are not supported by the result. The presence of duality and the provision of selective 

information to the directors by the CEO in board meetings prove to be a participation of board 

members valueless and hence remain insignificant association with the cost of financial distress. 

It shows that directors just participate in board meetings as a routine matter without any 

preparation on agenda points, hence failing to prove any significant role towards the 

organization's progress but rather associate with financial distress costs positively. Further, 

market participants do not give weightage to the board of directors' participation because of its 

ineffectiveness, which resultantly raises financial distress. 

5.4.2.3 Compensation Structure and Financial Distress Costs 

Compensation structure is one of the oldest mechanisms of governance. Better arrangement of 

executive compensation can minimize owner-manager agency conflict.Existing literature 

extensively discussed the CEO pay, whereas little attention has been paid to managerial 
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compensation. So the present study incorporates CEO compensation and pay of executive 

directors and key executives as mentioned in annual reports of PSX listed firms in compensation 

structure and investigates the impact of the same on financial distress costs on sample firms. 

Table 5.9 presents the results of CEO compensation, directors’ compensation, and executive 

compensation, and the cost of financial distress of sample firms. CEO compensation shows a 

negative relationship with financial distress cost, but this relation is insignificant. Existing 

literature witness that the CEO is "The Chief" of all the executives. To align the CEO's interest 

towards the interest of the shareholders, it must be fairly rewarded. Results show a positive 

relationship between CEO compensation towards firm performance and decrease the firm's 

financial distress state.  Our result also shows an inverse association between CEO compensation 

and firm distress costs.    

Corporate governance literature also discusses executive directors' role in the context of firm 

accounting performance, market value, and financial distress as the executive director receives 

compensation in return for services he worked for the organization. The result shows an 

insignificant negative relationship towards financial distress cost. An insignificant relationship 

means the director’s compensation has not any impact on the firm financial distress cost. The 

negative relationship could be that most of the directors are the key owners' family members and 

friends in the Pakistani context. They are appointed to fulfill the requirement of the code of 

corporate governance of doing business. Resultantly their role remains passive in the affair of the 

business. So their compensation does not motivate them to take part in the business activity; 

instead, they just remainsilent and enjoy their directorship. Secondly, this insignificant 

relationship might be due to external stakeholders' perception that executive directors are 

rewarding themselves but not work for their betterment. Hence they do not perform any role to 

save the firm from a distressed state in a crisis. 

Executive compensation is another dimension of compensation structure that significantly 

impacts the financial distress cost of sample firms. This relationship is significant at a 5% 

significance level. The CEO is not the only one who led the organization and turned it into a 

profitable state. Instead, it is a team that collectively works harder for its success and saves firms 

from distress state. Hence these members must be rewarded for their efforts. When key 
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management personnel is fairly awarded, their motivational level increased, and they employ the 

best of their effort for the organization's success. It will also consider positive gestures by the 

external world when key executives are fairly rewarded and the CEO. 

These negative results are following the earlier studies of Ortiz-Molina, (2006), Platt and Platt 

(2012), and Schultz et al. (2015), who studiesexecutive remuneration in the context of the 

probability of default and shows the significant negative impact of executive remunerations with 

the likelihood of default of sample firms. Further, executive remuneration is also enhancing firm 

value, as suggested by Eriksson and Lausten (2000), Cornett et al. (2008), and Sigler (2011). 

5.4.2.4 Ownership Structure and Financial Distress Costs 

An organization's ownership structure is one of the most studied and explored dimensions of 

corporate governancemechanism (Dvivedi and Jain, 2005). Researchers have done admirable 

work on different dimensions of ownership structure. These studies affirmed the fundamental 

role of ownership structure in the success and failure of the organization.The present research 

also takes this critical dimension of corporate governance and investigating the two internal 

(inside and family) and four external (Institutional, Block, Foreign, Associated Co) element of 

ownership structure and analyze the impact of the same on financial distress cost of sample 

firms. Table 5.9 presents the regression model of ownership structure and its effect on Pakistani 

sample firms' financial distress cost. 

Managerial ownership, the first variable of the ownership structure mechanism, has been found 

negative but statistically insignificant relationship towards financial distress cost. Result 

demonstrates that managerial ownership fails to have any impact on financial distress costs. 

Results are not in line with the findings of Platt and Platt (2012) and Manzaneque et al. (2016) 

but consistent with the findings of Simpson and Gleason (1999) and Udin et al. (2017).  No 

single theory forecasts the link between managerial ownership and financial distress costs. 

However, literature claims thatmanagerial ownership is an essential internal control mechanism 

that deals with agency issues (Jensen and Meckling, 1976). It increases the managers' level of 

understanding towards the company and gives more attraction to investors for place their funds 

in the company by way of equity ownership. Further, managers feel free to see assets that create 
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negative synergies, it will align the manager's interest with the shareholders (Jensen and Ruback, 

1983).This negative association with financial distress costs also supports the findings of earlier 

studies like Abdullah (2006), Li et al. (2007), Fich and Slezak (2008), Donker et al. (2009), 

Zeitum (2009), and Al-Tamimi (2012) who shows that managerial ownership is negatively 

associate with the probability of financial distress. 

Table 5.9 Corporate Governance and Financial Distress Costs 

Variable 
Compensation Ownership 

Model 1 Model 2 Model 1 Model 2 

Constant 1.196 2.969 1.293 2.623 

  (28.96)*** (6.57)*** (13.10)*** (6.27)*** 

CEO_Comp -0.002 -0.005     
  (-0.28) (-0.68)     
Dir_Comp -0.009 -0.006     
  (-1.23) (-0.88)     
Ex_Comp -0.004 -0.001     
  (-1.74)* (-0.54)     

MNG_Own     -0.206 -0.214 

      (-1.53) (-1.59) 

Family_Own     0.492 0.455 

      (3.93)*** (3.64)*** 

Inst_Own     0.157 0.139 

      (0.93) (0.82) 

Foreign_Own     -0.116 -0.097 

      (-0.99) (-0.83) 

Ass_Own     -0.326 -0.306 

      (-3.38)*** (-3.18)*** 

Block     -0.083 -0.071 

      (-1.16) (-0.98) 

Con_Own     -0.042 -0.038 

      (-0.34) (-0.31) 

Fsize   -0.173   -0.126 

    (-3.78)***   (-3.08)*** 

LVRG   -0.095   -0.093 

    (-1.37)   (-1.35) 

CR   -0.034   -0.031 

    (-2.75)***   (-2.49)** 

Obs 1935 1935 1935 1935 

Adjusted R2 0.0339 0.0423 0.0885 0.1043 

F-Statistics 6.26 26.57 54.05 69.22 

p-value 0.0099*** 0.0002*** 0.0000*** 0.0000*** 

Table 5.8 analyzing the impact of compensation structure and ownership structure on financial distress costs. The study sample comprises 218 

non-financial firms, and sample data covers the study period from 2010 to 2018. *, **,*** represent the significance level at 10%, 5%, and 1%, 

respectively.  Z-statistics are presented in parenthesis, whereas Model A includes corporate governance variables while Model includes control 

variables. 
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Family ownership is the second mechanism of ownership structure that is covered in the present 

study. Results show a significant positive association between family ownership towards 

financial distress cost. In Pakistan, family-owned culture is very prevalent, and most of the firms 

are run by family members (Yasser, 2011). Existing studies show a negative association of 

family ownership toward the market value of the firm. Family firms are not performing 

extraordinary performance as family members got private benefits and sole decision-makers in 

the organization decide but for the best interest of themselves rather than towards disbursing 

shareholders. The second reason for this deteriorating performance is that most family firms run 

by decedents that are not as much committed and a hard worker as founders are, which 

resultantly become the reason for value deterioration (Jabeen et al., 2012) and higher distress 

cost. 

Villalonga and Amit (2006) claim that if family control goes beyond ownership stake, it will 

decrease value. On the other hand, a firm improves its performance if the founder got captaincy 

of the organization; otherwise, if descendants hold CEO/Chairmanship, it will decrease the 

value. The same is the case with Pakistani firms, as average family ownership is less than 20%. 

Still, few family members and descendants control the majority are in top position in mostly 

family firms, which remain the cause of poor performance and increase the cost of financial 

distress. 

Institutional shareholding is in the study area by researchers for a long but inconclusive role in 

monitoring management. One group of researchers proves its active role in monitoring 

management while others claim its passive role as established in empirical research.Results 

presented in Table 5.9 narrate an insignificant association of institutional ownership with the cost 

of financial distress. This insignificant association is in line with the findings of Edelen (2001), 

Fich and Slezak (2008), Manzaneque et al. (2016), and Udin et al. (2017). In the Pakistani 

context, institutional investors perform a passive role and are inversely associated with a firm's 

value (Nazir, 2016). We argue that due to high ownership concentration in Pakistan, institutional 

investors do not have strong incentives to monitor their activities because their voting influence 

is limited. The result supports the agency conflict presented by Jensen and Meckling (1976) and 

Pound's strategic alliance hypothesis (1988). Agency theory claims that large shareholders 
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confiscate small disburses shareholders' rights, decreasing firm performance, and increasing 

distress cost. This positive relationship with distress cost can also be explained in the strategic 

alliance hypothesis that institutional investors build a strategic relationship with internal 

management that protects them against any opponent move, leading to lower firm performance 

and increased distress cost. Gillan and Starks (2000) claim that institutional investors lack the 

expertise to give proper advice to management, which also becomes a cause of deteriorating 

financial performance. Donker et al. (2009) argue a positive relationship between institutional 

investors and the occurrence of a firm's financial distress state. In the same way, researchers like 

Daily and Dalton (1994), Chung and Kim (2006), and Magena and Chamisa (2008) found a 

positive association between institutional ownership and the likelihood of financial distress.  

The impact of foreign shareholdings was insignificantly negative towards the cost of financial 

distress, as reported in Table 5.9. Foreign investment in any country is considered a benchmark 

of stock market development and an investor’s confidence in its capital market.  Foreign 

investors place their funds across the boundaries of a home country facing many risks like 

political risk and exchange rate risk; they are much conscious about business and governance 

risk, which eventually stimulates them to take an active part in monitoring management. 

Moreover, foreign investors bring advanced technology, capital resources, and managerial skill 

to utilize resources and enhance firm performance efficiently. Result reveals that foreign 

ownership has not any impact on financial distress cost in the context of Pakistan. Results 

support Udin et al. (2017) findings, which suggest an insignificant negative impact of foreign 

shareholdings on financial distress likelihood.Oxelheim and Randoy (2003), Kim and Yi (2004), 

and Ongore (2011) studied the impact of foreign ownership on a firm's financial performance. 

They suggested a significant positive association between foreign ownership and financial 

performance. On the other hand, investors also put confidence in firms having foreign investors. 

They believe that these firms are closely monitored by foreign investors, which prevents the 

manager from adopting negative value projects or utilizing the resources for their benefits. 

Foreign owner’s aremore profit-oriented and are more motivated to monitor the company’s 

management. Foreign ownership enhances a firm's accounting performance and is perceived 

positively by investors, and sustains long-term economic value (Nazir, 2016). This active 

monitoring role by foreign shareholders increases firm performance and reduces the financial 
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distress risk among sample firms (Rohani et al., 2013; Yoo and Koh, 2014). Hence, they 

negatively associate financial distress cost 

The present study establishes a relationship between associated ownership (ownership held by 

the group, subsidiaries, parent company) and Pakistani sample firms' financial distress cost. 

Result shows a significant negative relationship of associated ownership towards financial 

distress cost, as more ownership stakes held by an associated company, the lower will be the cost 

of distress. Associated ownership minimizes agency conflict by eliminating the information 

asymmetry. Furthermore, associated ownership offers transformation of skills, and resource 

integration that enable a company to achieve economies of scale and reduce business transaction 

costs that lead to higher firm performance, greater confidence to the market participants, greater 

provision of needed capital resources, and decreased distress cost. Additionally, an association of 

a firm with some recognized group increases investor's confidence. It builds a positive 

perception about the firm's firm, which saves the firm from financial distress. Furthermore, 

associated ownership positively associates firm value, as suggested by Abdullah et al. (2011), 

Bajwa and Bashir (2011). 

As discussed earlier, two ownership type variables, i.e., presence of block holder and ownership 

concentration, also took into the study and find out the impact of the same on the financial 

distress cost of sample firms. A block holder's presence means that a shareholder owns 10% or 

more shares of the issued capital. Simultaneously, the Herfindahl Index calculates ownership 

concentration as % of shares held by five significant shareholders.  

Results show that block holder ownership shows a negative relationship with financial distress 

cost. Because of their large stake in firms, block holders take an active part in decision-making 

and monitor management, which prevents managers from adopting self-serving behavior. Jensen 

and Meckling (1976) argue the same phenomena by claiming that it pressurizes management to 

take specific actions, a threat to dismissal manager when performance below to a certain level 

that leads firm performance and save it from facing any possible distress state. The efficient 

monitoring hypothesis also endorses the same findings that block holders' presence efficiently 

monitors the management, leading to saving it from financial distress. This active monitoring 

compels managers to work but for the best interest of shareholders. At the same time, 
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concentrated ownership shows a negative but insignificant association with financial distress 

cost.This result supports the findings of earlier studies like Lajili and Zeghal (2010) and 

Manzanque et al. (2016) but inconsistent with the findings of Ciampi (2015) and Hu and Zheng 

(2015). Theoretically, the presence of block holders and concentrated ownership can minimize 

agency problem and information asymmetry by not letting the managers as free-ride and 

converge managers interest towards the interest of shareholders, which ultimately leads to firm 

performance as well (Sarkar and Sarkar, 2000; Claessens et al., 2002; Bebchuk and Fried, 2003; 

Boone, 2011).  

5.4.2.5 Corporate Governance Index and Financial Distress Costs 

Along with individual components of governance mechanism, the present study is also tempted 

to use composite measures of governance index and investigates its relationship with financial 

distress costs. Earlier studies like Gompers et al. (2003) and Brown and Caylor (2004) 

established a governance index based on US governance provisions. In Pakistan, Javid and Iqbal 

(2007) and Nazir (2016) used governance index proxies. Keep following Nazir's (2016); the 

Present study measured governance index based on 29 governance provisions based on each 

corporate governance mechanism measure. A higher corporate governance Index score is 

showing the excellent quality of corporate governance. So this corporate governance Index score 

Table 5.10 Corporate Governance and Financial Distress Costs 

Variable 
CG Index 

Model 1 Model 2 

Constant 1.44 2.938 

  (15.01)*** (7.15)*** 

CGI -0.016 -0.011 

  (-3.12)*** (-1.87)*** 

Fsize   -0.152 

 
  (-3.52)*** 

LVRG   -0.106 

 
  (-1.53) 

CR   -0.034 

    (-2.79)*** 

Obs 1920 1920 

Adjusted R2 0.0292 0.0496 
F-Statistics 9.72 29 

p-value 0.0018*** 0.000*** 

Table 5.9 analyzing the impact of the corporate governance index on financial distress costs. The study sample comprises 218 non-financial firms, and 

sample data covers the study period from 2010 to 2018. *, **, *** represent the significance level at 10%, 5%, and 1%, respec tively. Z-statistics are 

presented in parentheses.  Model A includes corporate governance variables while Model includes control variables as well. 
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Could be called a true integrated measure of corporate governance quality based upon corporate 

governance's unique mechanism. 

Results presented in Table 5.10 show that the corporate governance Index has a significant 

inverse association with financial distress costs. As the overall quality of corporate governance 

improves, maybe this improvement because of any individual corporate governance mechanism 

increases theoverall firm value and hence negatively associate with financial distress costs. This 

negative result is in line with earlier studies that used governance indexes like Black (2001), 

Brown and Caylor (2006), Sami et al. (2011), Nazir and Afza (2018) and shows a significant 

positive impact of the corporate governance Index with firm value.  Moreover, results are also in 

line with Shahwan (2015) findings, which find an inverse association between corporate 

governance index and financial distress.  

The present study used firm size, leverage, and current ratio as control variables in the corporate 

governance-distress relationship. Firm size is measured by taking the natural log of total assets 

shows a significant negative relationship towards financial distress cost; same is the case with the 

current ratio as it, too, endorses a significant negative association towards financial distress cost. 

Large firms have several advantages over small firms as they can avail economies of scale, have 

more expertise, and experience which helps efficiently utilize the firm resources. Second large 

firms have more collateral assets that enable them to bargain with creditors at favorable terms 

and not only enhance firm value but reduce the cost of financial distress cost. A firm with a 

better current ratio means it has more current assets than current liabilities that efficiently deal 

with any adverse situation. Further, a better liquidity position also gives firms' management and 

stockholders confidence about the firm's future performance and reduces the firm's financial 

distress cost. 

Leverage shows a direct association with financial distress cost. Debt increases the firms' 

financial obligation, reducing firm disposable earnings and negatively impacting the capital 

market, increasing the firm's financial distress cost. Further, both models' statistically significant 

F-value shows that the regression model is appropriate, and results drawn reliable and can be 

interpreted. However, the value of adjusted R-square is low; Rehmat and Iskandar (2009) argued 
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that low R-square value is common in corporate governance studies; there is no issue with such a 

lower value for corporate governance research. 

5.4.3 Corporate Governance and Financial Constraints 

As discussed in chapter 4, the second objective of the study is to empirically examine the 

possible impact of governance mechanisms (audit, board, compensation, ownership, and 

corporate governance index) on sample firms' financial constraints. The literature argues that 

agency cost, transaction cost, and information asymmetry between inside controllers and outside 

investors in the market are some of the main causes of financial constraints. A firm can minimize 

agency cost and information asymmetry through a comprehensive implementation of governance 

mechanisms, thus indirectly get relief from financial constraints. So the present study 

investigates the effective role of corporate governance in minimizing financial constraints 

through minimizing agency cost, better disclosure practices, and lowering the transaction cost. 

To measure whether sample firms face financial constraints or not, three proxies used have been 

widely used in financial constraints existing literature. These proxies are KZ Index, SA Index, 

and WW Score. At first, the diagnostic test was used to choose the appropriate models to analyze 

corporate governance impact on financial constraints. F test is used to suggest an appropriate 

model between Pooled OLS and FEM, while to decide between FEM and REM, the Housman 

test was conducted.  Breusch and Pagan LagrangeMultiplier test used to choose the appropriate 

tests between REM and Pooled OLS. The F-test results, Hausman, and Breusch, and Pagan tests 

are presented in table 5.8. Model A includes corporate governance-related variables, while model 

b includes corporate governance as well as control variables.  

Panel A comprises AC structure variables. We have covered the AC structure by taking four 

variables, i.e., AC size, AC independence, AC activity, and External auditor quality (EAQ). The 

F-test result of panel A shows that FEM is more appropriate than pooled OLS as the p-value is 

0.0000. Gujrati (2003) argues that significant p-value results support the FEM as pooled OLS is 

invalid in this case. However, Hausman test results of the KZ index and WW Index. A financial 

constraints proxy shows a significant p-value that supports FEM than REM by arguing that it is 

more appropriate for analysis. Hence, in this case, the assumption of a cross-section specific 

constant is not violated but rejects the REM assumption that the constant is not-fixed for each  
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Table 5.11 Results of Model Selection of Stage –II 
  KZ Index SA Index WW Score 

  Model A Model B Model A Model B Model A Model B 
Panel Value P-Value Value P-Value Value P-Value Value P-Value Value P-Value Value P-Value 

Panel-A                         

F-Test Results 72.15 0.000*** 230.95 0.000*** 9.68 0.000*** 23.67 0.000*** 92.14 0.000*** 391.52 0.000*** 

Hausman Test                         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 59.55 0.000*** 184.33 0.000*** 7.52 0.111 13.76 0.1312 35.47 0.000*** 73.49 0.000*** 

Breusch and Pagan test                         

Chibar2(04) (07)*         7063.08 0.000*** 6935.41 0.000***         

Panel-B                         
F-Test Results 17.28 0.000*** 186.82 0.000*** 23.56 0.000*** 23.62 0.000*** 48.83 0.000*** 329.82 0.000*** 

Hausman Test                         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 22.38 0.001 5435.24 0.000*** 31.35 0.000*** 8.24 0.692 47.99 0.000*** 93.46 0.000*** 

Breusch and Pagan test                         

Chibar2(06)             7000.35 0.000***         

Panel-C                         
F-Test Results 84.37 0.000*** 260.2 0.000*** 45.16 0.000*** 28.47 0.000*** 233.89 0.000*** 452.44 0.000*** 

Hausman Test                         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 20.29 0.0002*** 232.42 0.000*** 7.43 0.0593** 30.46 0.000*** 43.96 0.000*** 60.16 0.000*** 

Breusch and Pagan test                         

Chibar2(03)         7093.67 0.000***             

Panel-D                         
F-Test Results 18.61 0.000*** 168.67 0.000*** 17.67 0.000*** 24.52 0.000*** 30.45 0.000*** 307.33 0.000*** 

Hausman Test                         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 6.04 0.5349 465.71 0.000*** 15.05 0.000*** 27.21 0.007*** 30.39 0.000*** 87.71 0.000*** 

Breusch and Pagan test                         

Chibar2(07) 3617 0.000***                     

Panel-E                         
F-Test Results 136.31 0.000*** 337.39 0.000*** 41.24 0.000*** 32.7 0.000*** 327.21 0.000*** 605.93 0.000*** 

Hausman Test                         

chi2() = (b-B)'[(V_b-V_B)^(-1)](b-B) 16.44 0.000*** 346.46 0.000*** 3.05 0.9758 19.2 0.0038*** 38 0.000*** 69.32 0.000*** 

Breusch and Pagan test                         

Chibar2(07)         7165.55 0.000***             
Table 5.10 reports the results of a different test conducted to choose an appropriate model to investigate the impact of corporate governance on financial constraints. F-test is conducted to select the proper model between 

Pooled OLS and the Fixed effect model (FEM). Hausman test is undertaken to select the Fixed effect model (FEM) and Random effect model (REM). Similarly, Bueusch and pagan test were conducted to select the Random 

effect model (REM) and Pooled OLS. Model A includes CG variables, whereas Model B includes control variables as well. 
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Section but has a random parameter. But the Hausman test result of the SA index has a p-value 

greater than the significance level, which proposes that REM is most appropriate than FEM for 

analysis. Habbash (2010) narrates that a greater significance p-value reveals that assumptions of 

REM are not violated.  Further, Breusch and Pagan LM test results show that REM is more 

suitable than pooled OLS as the p-value is under the significance level.Panel B consist of board 

structure variables. This study examined board structure in terms of board size, board 

independence, board activity, board participation, CEO duality, and CEO dominance. Like panel 

A, F-test has a significant p-value that proposed FEM over Pooled OLS. Further to Move 

forward, the Hausman test is conducted to make a selection between FEM and REM, and the 

results are presented in Table 5.11. The result shows a p-value, i.e., 0.0000 that suggests FEM 

than REM, except the test result of the SA Index of model 2. In model 2 of the SA Index, the p-

value is greater than the significance level that prioritizes REM than FEM. In this case, further 

Breusch and Pagan tests were applied to choose the appropriate model between REM and pooled 

OLS. As per the results reported in table 5.11, the p-value is 0.0000, suggesting REM over 

Pooled OLS. Compensation structure, another component of corporate governance, discusses 

panel C. F-test results of panel C, like panel A and panel B, have 0.0000 p-values that give 

preference to FEM than Pooled OLS. 

Further, the Hausman test result advises FEM as it has a significant p-value in all cases except 

model 1 of the SA index proxy. Since, in this case, the p-value of the Hausman test is not 

significant, that suggest REM is more appropriate for analysis than FEM.  Further, in this case, 

Breusch and Pagan test is executed, which recommends REM over Pooled OLS as the test has a 

significant p-value, i.e., 0.0000. 

Ownership structure describes in panel D. This study employs seven proxies of ownership 

structure, i.e., insider ownership, institutional ownership, family ownership, foreign ownership, 

ownership concentration, associated ownership, and presence of block holders in ownership 

structure. F-test result proposes FEM while the Hausman test of panel D suggests FEM than 

REM as the Hausman test has a significance p-value, i.e., 0.0000. Finally, in panel E a 

comprehensive measure of governance index is regressed to analyzed the impact of the same on 

financial constraints among sample firms. F-test result of all financial constraints proxies, i.e., 
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KZ Index, SA Index, and WW Index, has p-value 0.0000, which advisesFEM is the most suitable 

than pooled OLS. Further, Hausman test results have a significant p-value (0.0000) that 

endorseFEM over REM. Also, the Hausman test result of model 1 of the SA Index proxy has a p-

value greater than the significance level, i.e., 0.05, which allows us to move towards Breusch and 

Pagan test make a selection between REM and pooled OLS. The significance p-value result of 

the Breusch-Pagan test recommendsREM over pooled OLS. 

5.4.3.1 Audit Committee Structure and Financial Constraints 

After choosing the appropriate panel data models, the next section presents the recommended 

models' regression results to meet the study's objectives. At the first stage, the first component of 

the corporate governance mechanism, i.e., AC, regressed to analyze the impact of the same on 

the status of the sample firm's financial constraints. AC structure includes AC Size (audit 

committee size), AC Ind (audit committee independence), AC Activity (Audit committee 

activity), and EAQ (external auditor’s quality). Firm size, Tobin’s Q, leverage, dividend payout, 

and short term credit are used as control variables. Table 5.12 presents the regression result of 

AC characteristics and external auditor's quality on financial constraints using all three proxies, 

i.e., KZ Index SA Index and WW Index. An effective AC improves financial reporting quality 

and minimizes information asymmetry (Dhaliwal et al., 2010; Li et al., 2012), thus eliminating 

the firm's financial constraints. Only two variables have been found statistically significant, i.e., 

AC size and AC independence, which are shown a significant negative relationship with 

financial constraints among sample firms. Results show that the greater the AC size and the AC 

independence, the lower the respective firms' financial constraints. The primary responsibilities 

of an AC include overseeing the financial reporting process, reviewing financial disclosure, have 

a liaison with the external auditor to discuss external accounting policies and procedures. An AC 

having a greater number of members can efficiently perform its fiduciary role and better check 

on business transactions. Resultantly it refrains the manager to adopt self-serving behavior. 

Larger AC size and greater AC independence enhance voluntary disclosure of the firm, as 

suggested by Talpur et al. (2018). Greater disclosure eventually reduces the financial constraints 

of the respective firm. The same is also reported by Ullah et al. (2018) which conducting a study 

in a local context and shows that AC size is positively linked with voluntary disclosure. 
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Further, results also support the resource dependency theory as larger AC has greater resources 

and authority to perform its function.  It brings diverse views, expertise, and skills, which in turn 

enhance the monitoring more effectively.  Moreover, a higher number of AC help to solve 

uncover and potential unresolved issues. Larger AC helps to improve the voluntary disclosure as 

well as reported by Person (2009). Moreover, AC size enhances the financial statements' quality 

because of the greater diversity of expertise in the AC members. The same is reported by Yang 

and Krishnan (2005) and Kent et al. (2010).  

In the context of the above findings, agency theory argues that independent directors in AC will 

monitor management behavior more effectively as they have no personal and economic ties with 

the management and hence perform its function more objectively. An independent AC member 

ensures the financial reporting process's quality and transparency, which indirectly minimizes the 

information asymmetry and enhances the respective firm's disclosure level. The same is also 

reported by Patelli and Prencipe (2007), Akhtaruddin and Harron (2010), Li et al. (2012), etc. 

Further, AC independence is negatively associated with earnings management practices of 

respective management, and it enhances the credibility of annual reports and raises the firm's 

external reporting function. This will, in turn, minimize agency cost, which is also one of the 

major contributors to financial constraints. AC independence is also negatively associated with 

information asymmetry and enhancesits information environment (El-Mahdy et al., 2013; 

Armstrong et al., 2012). An AC having a majority of independent members is more resistant to 

management pressure and is better positioned to maintain theirs objectively. In this regard, 

researchers like Klein (2002) and Bedard et al. (2004) show that independent AC is positively 

associated with the financial statement and reduces earnings management practices.  

The other two variables of the audit committee members, namely AC activity and EAQ, is found 

to be statistically negative relationships with financial constraints. This negative sign supports 

the findings of Madi et al. (2014) and Talpur et al. (2018), who, too, suggest a negative 

relationship between AC meetings with disclosure practices. The same insignificant relationship 

was also reported by Vlaminck and Sarens (2013), who found an insignificant negative 

association of AC activity with financial statement quality. The current research has also 

examined the effect of external auditor quality measures by a dummy variable if the firm is 

audited by anyone five big auditor firms operating in Pakistan. Contrary to the expectations, 
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results show a negative but insignificant association of EAQ with financial constraints. This 

insignificant association shows poor auditing functions perform by big auditor firms in Pakistan. 

Since there is a tendency to renew the services of auditing firms in Pakistan; hence it brings close 

ties of the auditing members with the management, which, in turn, impacts its integrity towards 

auditing function. Secondly, auditing firms to renew their agreement tries to build a relationship 

with the key management personal, which affects their working capacity and ability.  

5.4.3.2 Board Composition and Financial Constraints 

Table 5.12 Audit Committee Structure and Financial Constraints 
Variables KZ Index SA Index WW Score 

  Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 2.125 -4.842 -3.861 0.514 -0.426 0.024 

 
(4.40)*** (-2.42)** (-62.23)*** (3.63)*** (-36.26)*** (0.49) 

AC_Size -1.697 -1.65 -0.349 -0.197 -0.005 -0.016 

 
(-2.74)*** (-2.93)*** (-6.89)*** (-5.14)*** (-0.39) (1.16) 

AC_Ind -1.177 -1.177 -0.386 -0.205 -0.028 -0.003 

 
(-5.06)*** (-5.29)*** (-20.33)*** (-13.52)*** (-4.88)*** (-0.61) 

AC_Act 0.083 0.148 -0.036 -0.013 -0.002 0.001 

 
-1.04 (2.03)** (-5.490*** (-2.72)*** (-1.15) (0.77) 

EAQ 0.249 0.202 -0.008 -0.01 -0.005 -0.007 

 
(0.08) (0.72) (-0.34) (-0.48) (-0.67) (-1.10) 

Fsize   0.499   -0.473   -0.051 

 
  (2.38)**   (-33.77)***   (-9.92)*** 

Tobin's Q   -0.101   -0.023   -0.006 

 
  (-2.86)***   (-9.58)***   (-6.32)*** 

LVRG   4.475   -0.05   0.056 

 
  (15.06)***   (2.47)**   (7.54)*** 

Div Payout   -0.835   -0.024   -0.019 

 
  (-7.85)***   (-3.36)***   (-7.52)*** 

STC   -0.539   -0.109   -0.011 

    (-1.56)   (-4.46)***   (-1.32) 

No. of Obs. 1917 1912 1917 1912 1915 1910 

Adjusted R2 0.0846 0.3479 0.2296 0.0651 0.058 0.6336 

F-Statistics 7.93 50.12 505.35 2220.25 6.83 38.26 

p-value 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 

Table 5.11 analyzing the impact of audit committee structure on financial constraints. The sample consists of 218 

non-financial firms for the period from 2010 - 2018.   *, **, *** represent the significance level at 10%, 5%, and 

1%, respectively. Z-statistics are presented in parentheses. Model A includes corporate governance variables, while 

Model B includes control variables as well. 
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Table 5.13 Board Composition and Financial Constraints 
Variables KZ Index SA Index WW Score 

  Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 0.924 -4.912 -4.07 0.128 -0.449 -0.0146 

 

(1.52) (-2.35)** (-85.52)*** (0.89) (-30.84)*** (-0.28) 

B_Size 0.051 0.058 -0.015 -0.004 0.001 0.008 

 

(1.08) (1.36) (-4.23)*** (-1.62) -0.31 -1.73 

B_Ind -0.415 -0.353 -0.163 -0.072 -0.012 0.001 

 

(-2.23)** (-2.05)** (-11.21)*** (-6.30)*** (-2.82)*** (0.06) 

B_Act 0.001 -0.007 -0.005 -0.002 0.001 0.001 

 

(0.03) (-0.30) (-2.31)** (-1.49) (0.38) (0.95) 

B_Part -0.215 -0.537 -0.218 -0.124 -0.009 0.001 

 

(-0.55) (-1.49) (-7.10)*** (-5.13)*** (0.35) (0.11) 

CEO_Dual 0.035 0.063 0.125 0.078 0.003 -0.001 

 

(0.27) (0.54) (12.5) (9.95)*** (1.41) (-0.48) 

CEO_Dom -0.284 -0.222 -0.109 -0.06 -0.015 -0.007 

 

(-3.00)*** (-2.51)** (-14.76)*** (-10.19)*** (-6.58)*** (-3.410*** 

Fsize   0.435   -0.447   -0.048 

 

  (2.01)**   (-31.57)***   (-9.13)*** 

Tobin's Q   -0.101   -0.021   -0.005 

 

  (-2.81)***   (-8.81)***   (-6.11)*** 

LVRG   4.432   0.087   0.056 

 

  (15.55)***   (4.58)***   (7.92)*** 

Div Payout   -0.855   -0.027   -0.019 

 

  (-8.02)**   (-3.83)***   (-7.56)*** 

STC   -0.609   -0.172   -0.012 

 

  (-1.87)*   (-7.88)***   (-1.56) 

No. of Obs. 1930 1925 1930 1925 1928 1923 

Adjusted R2 0.0103 0.3757 0.292 0.0737 0.0351 0.6322 

F-Statistics 2.97 39.38 117.48 2397.8 10.36 33.08 

p-value 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 

Table 5.12 shows the regression result of the impact of board structure variables on financial constraints. The sample consists of 218 non-

financial firms for the period from 2010 – 2018.*, **, *** represent the level of significance at 10%, 5%, and 1%, respectively.z-statistics are 

presented in parentheses. Model A includes corporate governance variables, while Model B includes control variables as well  

 

The present study also investigates the effect of board characteristics as a corporate governance 

mechanism on financial constraints among sample firms, and results are presented in Table 5.13. 

In this regard, board independence and CEO dominance find a significance inverse relationship 

with financial constraints. Like an audit committee, we theorized this negative association 

through the board structure and its possible impact on voluntary disclosure, information 

asymmetry, agency cost, and financial statement quality, impacting financial constraints.In this 
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regard, board independence and CEO dominance found a significant inverse relationship with 

financial constraints. 

Like an audit committee, we theorized this negative association through the board structure and 

its possible impact on voluntary disclosure, information asymmetry, agency cost, and financial 

statement quality, impacting financial constraints.Among board governance variables, board size 

is a positive but insignificant association towards financial constraints. A larger board is 

considered a burden on firm resources. It has both expressed costs (financial rewards and 

perquisites) and implied costs (less openness, greater bureaucracy, slower decision making, and 

less entrepreneurial risk-taking). 

Agency theory, too, favors smaller boards for effective monitoring, controlling, and decision-

making functions (Lipton and Lorch, 1992; Jensen and Meckling, 1976). Therefore, a larger 

board harms shareholder value implying that it increases agency costs as well. Giannarakis 

(2014a) did not find any significant association between board size and disclosure level. 

Numerous studies examine the board structure's impact, predominantly board independence, as a 

voluntary disclosure governance mechanism. Independent directors have more incentive to force 

management to disclose more information to the investors. Consistent with this argument, board 

independence is associated positively with voluntary disclosure (Akhtaruddin et al., 2009). This 

way, it helps protect minority shareholders' interests against potential egregious behavior by the 

controlling owner. This better disclosure minimizes the adverse selection problem in the capital 

market and reduces information asymmetry (Elbadry et al., 2015), which eases the firm's 

financial constraints.  

Secondly, to comprehensively perform their fiduciary role, independent board members seek 

more true information to aid monitoring activities and thus have the incentive to increase the 

information environment's transparency by encouraging greater disclosure made by corporate 

managers (Armstrong et al., 2010).Further independent board minimizes the agency cost as well. 

Agency theory argues that an executive director’s dominated board is not accountable to 

shareholders and leads to higher agency costs. According to stakeholder and agency theories, a 

truly independent board provides a key mechanism of internal control for monitoring managers 

and eliminating the agency problem between managers and shareholders as well and also acting 
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as a mechanism to take care of the interest of stakeholders, such as employees and communities 

(Chen & Roberts, 2010). The greater independent board led the firm to be more transparent; 

hence less information asymmetry prevails among investors (Welker, 1995; Leuz and 

Verrecchia, 2000). All the above discussion in the context of board independence regarding its 

association with agency cost, disclosure level, and level of information asymmetry supports the 

above findings that board independence is significantly inversely connected with financial 

constraints.  

Opposite to the expectations, CEO dominance was found to be significantly negatively 

associated with financial constraints. The CEO's presence in other board committees like the 

audit committee and remuneration committee provides strong visionary leadership, enhancing 

these committees' efficiency. In Pakistan, family firms are dominant in corporate structure, and 

mostly, the CEO belongs to the family members. As family members own the majority of the 

stake, the CEO's presence in board committees increases their commitment towards the 

organization's betterment rather than adopting self-serving behavior at the cost of minority 

shareholders. Thus, in this way, CEO dominance is work but for the organizations' best interest 

and negatively associated with financial constraints. 

Board activity, too, found an insignificant positive association with financial constraints. This 

insignificant association supports Vafeas's (1999) findings and Alhazaimeh et al. (2014), who 

found a little relationship between board activity and voluntary disclosure level. Board 

participation has a negative impact on financial constraints, but this association is insignificant. 

CEO duality found positive but insignificant interaction with financial constraints. Duality 

represents the concentration of power in management's hands and shows a weak control of 

shareholders over management. Allegrini and Greco (2013) show an inverse association with the 

disclosure level.  On the other hand, Giannakakos et al. (2014) found that duality has no impact 

on disclosure. Further, duality adversely affects the board's power to evaluate the CEO's 

performance and increase agency costs.  As a result, the decision tends to be more beneficial to 

managers than shareholders. A further firm having duality shows less information (Forker, 

1992). CEO duality also leads to an increase in the agency issue as less information is disclosed 

by the manager (Gul and Leung, 2004). 
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5.4.3.3 Compensation Structure and Financial Constraints 

The third component of corporate governance is the compensation structure, and the impact of 

the compensation structure on financial constraints is presented in table 5.14. As per expectation, 

CEO compensation and Executives’ compensation found a significant negative relationship with 

financial constraints. Compensation is the simplest but most expensive mechanism to align 

management's interest towards shareholders' interest and make arrangements that maximize 

shareholder’s value (Core et al., 2001). This is based on the assessment that financial “carrots” 

encourage managers to maximize firm value.  

Table 5.14 Compensation Structure and Financial Constraints 
Variable

s 
KZ Index SA Index WW Score 

  Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 1.093 -4.912 -4.414 0.0569 -0.454 -0.015 

 
(16.63)*** (-2.36)** (-94.39)*** (3.87)*** (-286.18)*** (-0.29) 

CEO_Com

p 
-0.001 -0.001 -0.003 -0.001 -0.004 -0.001 

 
(-6.02)*** (-4.99)*** (-13.18)*** (-6.76)*** (-5.89)*** (-2.03)** 

Dir_Comp 0.003 0.003 0.004 0.008 0.004 0.006 

 
(1.20) (1.48) (2.01) (0.63) (0.06) (0.98) 

Ex_ Comp 0.001 0.007 -0.007 -0.002 -0.008 -0.003 

 
(1.73)* (0.77) (-8.27)*** (-2.97)*** (-3.07)*** (-1.51) 

Fsize   0.428   0.508   -0.046 

 
  (2.01)**   (33.77)***   (-8.88)*** 

Tobin's Q   -0.102   -0.023   -0.005 

 
  (-2.88)***   (-9.31)***   (-5.95)*** 

LVRG   4.333   0.069   0.056 

 
  (15.29)***   (3.48)***   (7.91)*** 

Div Payout   -0.821   -0.027   -0.019 

 
  (-7.70)***   (-3.71)***   (-7.43)*** 

STC   -0.506   -0.154   -0.11 

 
  (-1.56)   (-6.74)***   (-1.34) 

No. of Obs. 1929 1924 1929 1924 1927 1922 

Adjusted 

R2 
0.1205 0.4302 0.0518 0.0667 0.2582 0.6357 

F-Statistics 12.21 55.36 369.37 246.66 20.43 44.27 

p-value 0.0105 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 

Table 5.13 analyzing the impact of compensation structure on financial constraints. The sample consists of 218 non-financial firms for the period 

from 2010 - 2018.   *,**,*** represent the significance level at 10%, 5%, and 1%, respectively. Z-statistics are presented in parentheses. Model 

A includes corporate governance variables, while Model B includes control variables as well. 
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Table 5.15 Ownership Structure and Financial Constraints 

Variables KZ Index SA Index WW Score 

  Model 1 Model 2 Model 1 Model 2 Model 1 

Model 

2 

Constant 0.73 -3.456 -4.558 -0.835 -0.479 -0.002 

 

(1.95)** (-1.70)* (-112.54)*** (-5.86)*** (-44.16)*** (-0.04) 

MNG_Own 0.502 -0.157 -0.051 -0.6 0.001 -0.008 

 

(1.01) (-0.33) (-1.09) (-1.81)* (0.11) (-0.69) 

Family_Own 0.475 0.476 0.163 0.08 0.015 0.008 

 

(1.02) (1.07) (3.66)*** (2.58)*** (1.22) (0.72) 

Inst_Own 0.702 0.985 0.464 0.284 -0.05 0.035 

 

(1.12) (1.59) (7.69)*** (6.56)*** (3.07)*** (2.32)** 

Foreign_Own 0.101 0.4 -0.008 0.012 -0.016 -0.017 

 

(0.23) (0.94) (-0.19) (0.40) (-1.47) (-1.67)* 

Ass_Own -0.883 -0.711 -0.084 0.003 -0.01 0.000 

 

(-2.46)** (-1.96)** (-2.31)** (0.11) (-1.04) (0.01) 

Block -0.346 -0.061 -0.048 -0.101 0.009 0.004 

 

(-1.26) (-0.17) (-1.33) (3.69)*** (0.97) (0.40) 

Con_Own 0.595 0.061 0.076 0.122 0.007 0.002 

 

(1.29) (0.13) (1.62) (3.69)*** (0.56) (0.20) 

Fsize   0.268   -0.542   -0.049 

 

  (1.33)   (-38.31)***   
(-

9.86)*** 

Tobin's Q   -0.11   -0.025   -0.006 

 

  (-3.09)***   (-10.02)***   
(-

6.53)*** 

LVRG   4.391   0.077   0.057 

 

  (15.36)***   (3.89)***   (8.04)*** 

Div Payout   -0.896   -0.032   -0.019 

 

  (-8.12)***   (-4.29)***   
(-

7.43)*** 

STC   -0.566   -0.174   -0.012 

 

  (-1.73)*   (-7.57)***   (-1.47) 

No. of Obs. 1927 1922 1927 1922 1925 1920 

Adjusted R2 0.0549 0.428 0.0493 0.0665 0.0302 0.6259 

F-Statistics 28.36 35.39 12.63 165.28 2.49 29.57 

p-value 0.000*** 0.000*** 0.000*** 0.000*** 0.0152** 0.000*** 

Table 5.14 analyzing the impact of ownership structure on financial constraints. The sample consists of 218 non-financial firms for the period 

from 2010 - 2018.  *,**,*** represent the significance level at 10%, 5%, and 1%, respectively. Z-statistics are presented in parentheses. Model A 

includes corporate governance variables, while Model B includes control variables as well.  

Murphy (1999) argues that the compensation contract can compel managers to maximize 

shareholder wealth. Because of information asymmetry between insiders and outsiders, 

incentives-based compensation motivates managers to enhance voluntary disclosure, 



173 

 

strengthening the firm's market value and benefits manager. This greater disclosure lessens the 

information asymmetry as well. 

Further, an increased compensation minimizes agency costs so that satisfied managers are less 

likely to utilize insufficient effort, adopt expropriation behavior, and, hence, risk losing their job. 

Nagar et al. (2003) claim that stock-based incentives to the management convince management 

more voluntary disclosure in financial statements.  Further to support the findings, Choi & Kim 

(2016) argues that CEO stock-based compensation strengthens the association between current 

returns and future earnings, indicating less information asymmetry as the market is better able to 

predict the future. Further, managers who offer season equity offerings show greater disclosure 

than managers who do not have seasoned equity offerings. 

5.4.3.4 Ownership Structure and Financial Constraints 

The ownership structure is one of the fundamental components of the corporate governance 

mechanism and significantly impacts firm financial constraints. The present study covers seven 

aspects of ownership structure: insider ownership, family ownership, foreign ownership, 

institutional ownership, associated ownership, ownership concentration, and block holders' 

presence in the ownership structure of sample firms. Table 5.15 shows the panel regression's 

findings of ownership structure's effect on the status of sample firms' financial constraints. There 

is extensive literature on the association between ownership structure and its possible association 

with its investment cash flow sensitivity. 

Insider ownership found an insignificant positive association with financial constraints. Insider-

owned firms face financial constraints because outside investors expect potential expropriation 

less willing to invest as they fear that their investment will never materialize. As a result, such 

firms face more financial constraints. This positive association is supported by Lin et al. (2012). 

They made a study in the U.S. context from 1995-2002 and concluded that a higher wedge of 

thecorporate insiders relative to outside investors induces a higher degree of financial 

constraints. Further managerial ownership is inversely associated with disclosure practices, as 

suggested by Akhtaruddin and Haron (2010) and Wang and Hussainey (2013), which leads to 

higher financial constraints. 
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This positive association of director ownership in connection with financial constraints is also 

because of higher agency costs, which becomes more severe as managerial ownership goes 

beyond a certain limit. The same positive association is also suggested by Singh and Davidson 

(2003) in their respective study.  

Family ownership shows a significant positive relationship with sample firms' financial 

constraints, as reported in table 5.15. This positive relation shows that family firms face a severe 

investment cash flow sensitivity relationship. Existing literature, too, witnessed a positive 

association between family ownership and investment cash flow sensitivity as Shleifer and 

Vishny (1986), Petersen and Rajan (1992), Hanazaki and Liu (2006), and Chu et al., (2016). 

Family firms become hesitant to issue new equity because of fear of diluting ownership and 

control in a firm. Moreover, information asymmetry is more significant in family firms because 

most family firms are young and small.  Both features witnessed high information asymmetry. 

Most family firms are undiversified; hence, they adopt risk reduction strategies to employ less 

debt in the capital structure (Shleifer and Vishny, 1986). These arguments conclude that family 

firms face more financial constraints than non-family firms and make inefficient investment 

decisions because of the non-availability of sufficient internal funds. 

Further, this high investment cash flow sensitivity witnessed high agency issues in family firms 

and information asymmetry in firms as both are the leading cause of financial constraints. The 

same results were witnessed by Andreas (2016), who conducted a study in the German context 

and endorse the same positive association between family ownership and financial constraints 

status of firms. This relation is stronger as the founder is active in the firm. Moreover, in family 

firms, there is a strong incentive alignment between family and minority equity owners. So there 

is less information asymmetry exist in family firms. Moreover, family ownership also negatively 

associated with disclosure practices, as suggested by (Ali 2014).  

Institutional shareholdings, measures through the fraction of shares held by institutions, show a 

significant inverse association with financial constraints. The higher the ownership stake by an 

institution in an organization, the lower the probability of financial constraints. Results support 

the findings of Lin et al. (2011), who argues that the cost of funds is significantly but inversely 

associated with a firm's institutional ownership. It means that institutional ownership weakens 

the association between insider's control-ownership divergence and financial constraints. This 
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negative association witnesses the monitoring role of institutional investors that restrain the 

expropriating activities of corporate insiders. 

Furthermore, institutional shareholders witness lower agency cost because of its monitoring 

capacity over management and the ability to collect more information than investors, which 

lessens financial constraints. Osagie et al. (2005) and Yegon et al. (2014) also supported the 

negative association between institutional ownership and agency cost. Institutional shareholding 

also enhances the voluntary disclosure level among firms, as Khoshbakht and Mohammadzadeh 

(2011) and Soheilyfar et al. (2014) suggested in their respective studies in emerging economies, 

which not only lessen information asymmetry but also helps to reduce financial constraints as 

well.  

Firms with an approach to foreign capital markets are less prone to financial constraints than 

locally owned firms with higher information asymmetry, thus facing severe financial constraints. 

The same negative association is found by different researchers in their studies like Colombo and 

Stanca (2010) in the Hungarian context, Hutchisnon and Xavier (2006), who made a study in 

Slovenia, Ruiz-Vargas (2000) in the case of Puerto Rico, and Black et al., (2006). Further, Desai 

et al. (2007) study the investment behavior of USA local firms and multinational firms during 

currency depreciation (over the period 1991-1999) and concludes that foreign-owned firms better 

grasp the opportunities owing to currency depreciation than the local firm as they are not limited 

to the internal market for funds. Foreign ownership is also lessened when accessing external 

finance for investment (Kolasa et al., 2010). Foreign ownership also affects agency costs. 

Researchers like Xu and Wang (1999), Vijayakumaran (2019), and Lu and Li (2019) pointed out 

that foreign investors put active control on management by their expertise and business 

knowledge, which in turn results in higher financial performance and lower agency cost. 

Similarly, foreign ownership is positively associated with voluntary disclosure that leads to 

lower financial constraints (Haniffa and Cooke, 2002; Alhazaimeh et al., 2014).  

The presence of block holders lessens sample firms' financial constraints as results are suggested 

presented in table 5.15. This negative association is found in all proxies of financial constraints. 

Block holders are in a position to intervene in the investment and financial decisions of the firm. 

Block holders are more effective in managing monitoring, minimizing funds' misuse, and 
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positively influencing communication with creditors (Goergen and Renneboog, 2001). All these 

block holders' outcomes provide easy access to external funds for firms and optimum utilization 

of internal funds, resulting in reduced financial constraints. 

Additionally, block holder provides more active monitoring of management, keep close eyes on 

management, reducing the possibility of overinvestment. This lowers down the agency conflict 

and provides better communication in the financing market, which increases the availability of 

funds in a time of need through the elimination of information asymmetry, etc. All these 

arguments open the door of easy access to external finance, hence negatively linked to its 

financial constraints. Dallas (2004) claims that there will be lower agency issues where block 

holders exist in the ownership structure as block holders have strong incentives and resources to 

monitor management action and control against management abuse or incompetence. This lower 

agency cost lessens financial constraints and open avenues of financing in times of need. 

Consistent with this argument, the literature argues that the presence of block holders helpful in 

minimizing agency cost through enhanced manager's monitoring; thus rise the information 

transparency as well (Choi et al., 2013), and this will align the interest of managers towards 

shareholder's interest (Jensen, 1993). Similarly, Mtichell et al. (1995) and Schadewitz and 

Blevins (1998) contended a positive association between block holders and voluntary disclosure 

level.  

Opposite to the expectations, concentrated ownership is found to be positively linked with 

financial constraints. This positive association against the argument reduced the number of block 

holders, lower down agency conflict, and put an extensive check on management monitoring.  

Resultantly manager cannot waste valuable economic resources in negative value projects and 

ensure the availability of necessary funds tab needed investment opportunity. Further, this 

concentrated ownership also provides easy access to external financing, which eases its financial 

constraints. This positive association supports the argument that it could expropriate minority 

shareholders, raising equity financing difficulties (Filatotchev et al. (, 2007).  

Further, concentrated ownership may harmful to the firm by creating a conflict of interest 

between majority and minority shareholders. This problem will become more severe when large 

shareholders gain full control over corporations and engage themselves in expropriating 
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activities at minority shareholders' cost. Furthermore, concentrated ownership discourages 

diversification, market liquidations and hampers stock's ability to grow, increasing incentives to 

majority shareholders to expropriate firm resources (Beiner et al., 2003). Besides, Kim and Yi 

(2006) claimed a higher level of information asymmetry in high ownership constrained firms, 

controlling shareholders involved in opportunistic earnings management and hiding true 

information to the diffused owners. Attig et al. (2006) and Chen et al. (2008) documents a 

positive association between concentrated ownership and information asymmetry. In connection 

with voluntary disclosure, concentrated ownership shows a significant positive association with 

the disclosure level, reported by Beeks and Brown (2006) and Jiang et al. (2011).  

Associated ownership has a significant negative relationshipwith financial constraints. The larger 

the associated ownership in an ownership structure, the lower will be the financial constraints 

faced by that respective firm. Associated owners usually face lower information asymmetry, 

enjoy external funds at a lower rate, and pass on to subsidiaries or affiliated companies. These 

results align with Hoshi et al.'s (2001) findings, who found low investment-cash flow sensitivity 

for firms that are a part of the business group (keiretsu). Moreover, the firm’s affiliation with 

some recognized business group enhanced the confidence of the capital providers and built a 

positive image in the capital market, which eventually increases capital provision at the time of 

need.Associated company shares skills and resources to the group companies and passes on the 

benefits of economies of scale and reduced transaction costs, which in turn increased return on 

capital. This increased return on capital becomes an attraction for investors and, hence, ease the 

respective firms' financial constraints. 

5.4.3.5 Corporate Governance Index and Financial Constraints 

Lastly, the integrated measure of corporate governance quality (measured by the corporate 

governance Index) is negatively and significantly associated with financial constraints in all 

financial constraints measures, as the overall quality of corporate governance increases, 

monitoring, and supervision on manager increases that align managers' interest towards the 

shareholder's interest. A greater disclosure level from the management reduces inf-formation 

asymmetry between insiders and capital providers. Resultantly, a well-governed firm has lesser 

financial constraints. 
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In addition to the corporate governance variables, size, Tobin’s Q, Divpayout, and STC are 

significant and negatively related to financial constraints. It shows that bigger firms, firms with 

higher dividend payout ratio, and firms with higher short term debt will face fewer financial 

constraints. Leverage is significantly positively associated with financial constraints suggesting 

that the higher the firm's overall leverage, the higher its financial constraints. 

Table 5.16 Corporate Governance Index and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant -1.881 -3.077 -3.91 -0.641 -0.42 -0.032 

 
(-5.55)*** (-1.54) (-70.89)*** (-4.66)*** (-51.23)*** (-0.65) 

CGI -0.062 -0.025 -0.036 -0.016 -0.003 -0.002 

 
(-3.01)*** (-1.26)*** (-21.41)*** (-11.44)*** (-5.46)*** (0.48)*** 

Fsize   0.268   -0.492   -0.052 

 
  (1.26)   (-33.61)***   (-9.98)*** 

Tobin's Q   -0.112   -0.023   -0.005 

 
  (-3.15)***   (-9.28)***   (-6.44)*** 

LVRG   4.367   0.056   0.056 

 
  (15.30)***   (2.89)***   (7.96)*** 

Div Payout   -0.858   -0.027   -0.019 

 
  (-8.03)***   (-3.64)***   (-7.58)*** 

STC   -0.553   -0.145   -0.12 

 
  (-1.69)*   (-6.42)***   (-1.53) 

No. of Observations 1930 1925 1930 1925 1928 1923 

Adjusted R2 0.066 0.4279 0.0209 0.0664 0.1452 0.636 

F-Statistics 9.06 69.1 10.15 351.92 29.84 57.59 

p-value 0.0027*** 0.000*** 0.000*** 0.000*** 0.000*** 0.000*** 

Table 5.15 analyzing the impact of the corporate governance index on financial constraints. The sample consists of 218 non-financial firms for 

the period from 2010 - 2018.   *,**,*** represent the significance level at 10%, 5%, and 1%, respectively. Z-statistics are presented in 

parentheses. Model A includes corporate governance variables, while Model B includes control variables as well. 
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This chapter presents the result of the regression analysis conducted in chapter 5 and concludes 

them. Further, implications of the findings are discussed, followed by recommendations, and 

future directions are proposed based on the results. The present chapter is organized as follows: 

Section 6.1 presents the overview of corporate governance followed by findings of the study 

discussed in section 6.2. Section 6.3 talks about the implication of the research and future 

guildeline of the study.  

6.1 Brief Overview of current study 

The financial crises of 2008 and corporate scams in a big business giant like Enron, WorldCom, 

AIG, Lehman Brothers, and others have drawn the attention of policymakers, researchers to 

study the role of corporate governance and its possible impact on financial distress and financial 

constraints. Corporate governance's effectiveness can be measured based on the principle of 

disclosure and transparency, characteristics of the board committees, ownership structure, 

policies and compliance, and interaction with stakeholders. Black et al. (2006) and Hodgson et 

al. (2011) argue that an effective governance structure enhances a firm's financial performance 

and, at the same time, save the firm from financial distress and financial constraints (Parker et 

al., 2002; Wang and Deng, 2006; Abdullah, 2006).    

There is a consensus that weak regulatory systems, poor implementation of the law, and 

inefficient governance practices are the major contributors to such failures, which eventually lose 

investors' confidence in the capital market. To build an investor’s confidence and curtail these 

effects, countries started revisiting their governance codes and regulatory environment. Like the 

U.S., U.K., South Africa, and Malaysia, Pakistan also enacted its corporate governance codes in 

March 2002. However, these are voluntary. The revised version of corporate governance codes 

was implemented in 2012, made mandatory to be followed by all firms otherwise approaching 

SECP for non-compliance. 

This mandatory implementation of these codes made it possible to free the flow of information to 

all stakeholders. Literature witnesses that efficient implementation of these codes protects 

minority shareholders and enhances the quality of financial information. It ensures that financial 

statements present the true picture rather than a distorted picture of economic value. Managers 
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manipulate fundamental information to manage itself from litigation from investors and other 

creditors, to protect job security, or to hide their private benefits of control. With this 

manipulated information, investors become hesitant to make an investment decision in the 

capital market. Hence, if they invest, they demand a higher return rate, which eventually indulges 

firms into financial constraints or raises financial distress. How to control and lessen the risk of 

being into financial constraints states and minimize financial distress costs has been the subject 

of significant research in the corporate governance literature for the past several years. The 

present study examines the corporate governance mechanism's impact on financial distress costs 

and financial constraints on PSX listed firms. 

Corporate governance mechanism in firm measures through audit structure, board structure, 

compensation structure, ownership structure, and an integrated measure of corporate governance, 

i.e., corporate governance index. The empirical analysis was conducted in two main stages to 

explore this association between corporate governance, financial distress costs, and financial 

constraints. In the first stage, the relationship between corporate governance (i.e., individually 

and composite measure corporate governance Index) and financial distress costs are investigated 

to ascertain whether the quality of governance mechanism impacts financial distress costs 

positively or negatively. In the second stage, the present study examines four aspects of 

corporate governance, i.e., audit structure, board structure, compensation structure, ownership 

structure, and financial constraints. These are investigated individually, and then an integrated 

measure of corporate governance is used to evaluate the impact of corporate governance on the 

firm's financial constraints. The study used a sample of 215 PSX listed firms for the period 2010 

to 2018 to investigate the effect of different individual mechanisms of corporate governance 

(audit, board, compensation, ownership) and as well as an integrated governance index 

(CGIndex) on financial constraints and cost of financial distress. The sample comprises non-

financial firms and firms selected based on the availability of complete variable data during the 

entire study period. Different sources have been employed to collect the variable data like annual 

reports, SBP balance sheet analysis, business recorder website, PSX, and open door websites. 

The data used for analyses is panel and secondary. Financial constraints are measured with three 

different proxies: KZ Index, SA Index, and WW Score, while financial distress costs are 

calculated using the model presented by Keasey et al. (2014).  The study's premise is that an 
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efficient corporate governance mechanism ensures the proper utilization of the resources, 

enhances voluntary disclosure to ensure the transmission of relevant information to entire 

stakeholders, and minimizes the agency issue between corporate insiders and outsiders. Thus it 

reduces the information asymmetry between insiders and outsiders and transaction cost. This 

reduction of information asymmetry enhances the quality of financial statements. It ensures 

finance availability to the businesses, which escape firms from financial constraints and lowers 

the distress costs.      

The current study has two main objectives that fulfill two stages. The first stage examines 

corporate governance's effect on financial distress costs and corporate governance's impact on 

financial constraints investigated in the second stage. Panel data techniques are used for the 

analysis. To serve the first objective of the study, diagnostic test recommended the random effect 

model for panel A, B, C, D, and E, which examine the impact of AC, board committee, 

compensation structure, ownership structure, and a composite measures of governance index on 

financial distress cost respectively. After controlling for firm size, leverage, and current ratio, 

regression analysis was conducted to cover the study's first objective. The present study's 

findings revealed that effective corporate governance mechanisms escape firms from bankruptcy 

and minimize financial distress costs. The Constitution of internal AC as an effective internal 

audit system is essential for progress. An AC meeting more frequently eliminates information 

asymmetry between insiders and outsiders and deals with agency cost by disbursing timely and 

fair information to stockholders, increasing firm value and reducing financial distress cost.  

Large AC is perceived negatively by the capital providers, creditors in terms of profitability 

reduce capital efficiency; hence increase the financial distress costs. The second large AC loses 

focus and is found to be less participative as compare to small AC. However, an independent AC 

in the organization's progress and saving it from financial distress is limited in the present study. 

It may be because an AC lacks real independence as most of the non-executive directors are 

affiliated with the firm as directors on associated companies’ boards. This disciplined the real 

independence of an AC, and an AC fails to perform any subjective role to save the firm from 

financial distress. External auditor quality is also found to be an insignificant association with 

financial distress costs. It could be why at present public limited companies reappoint the same 

external auditor after the contract expiration. It somehow builds a strategic alliance between 
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managers and external auditors, resulting in the firm's deprivation of external auditors' real 

benefit. 

As an AC, board composition and structure are an emerging technique to effectively monitor as 

this is the highest decision making authority in the firm. Inboard mechanism literature, the board 

size, board independence, CEO duality are widely used. The present study also used board 

activity, board participation, and CEO dominance, which are rarely used in corporate governance 

and financial distress research. The findings reveal that larger boards, free from CEO duality, 

help save the firm from financial distress costs. A larger board increases the firm’s ability to 

access the needed resources and information required to achieve the organization’s objectives. 

Agency theory favors a larger board as it helps to mitigate agency issues through effective 

monitoring. Furthermore, like AC independence, board independence is deprived of real 

independence; hence, it fails to perform any significant role in saving firms from financial 

distress costs.  

The present study also covers monetary incentives and compensation paid to the CEO, directors, 

and top executives. Overall, compensation to the CEO, executive directors, and top executives 

keeps aligning the managers' interests to the shareholders and stimulates them to work but for 

shareholders' best interest. Further managerial compensation keeps align the manager's interest in 

the interest of shareholders and helps deal with agency issues. In Pakistan, most firms pay cash 

and non-stock compensation to their top executives, short-term compensation plans. So there is 

no encouragement for the managers to work, keeping in view the organization's long-term 

performance. Hence, the compensation structure's role is insignificant toward the financial 

distress costs of sample firms.  

Incorporate governance literature, an organization's ownership structure is extensively discussed 

than any other corporate governance component. The present study employs five external and 

two internal ownership measures to investigate the impact of ownership structure on financial 

distress costs. Among ownership variables, family ownership was significantly positive, while 

associated ownership is a significant negative association towards financial distress costs. This 

significant positive association of family firms shows that in Pakistan, family firms got personal 

benefits. Being the sole decision-maker, it decided that it is best for themselves rather than the 
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best for other shareholders. Further, in Pakistan, most family firms are decedents that are not 

much committed, visionary, and hard workers as founders are. 

Moreover, the contribution of associated ownership by way of resource sharing, the 

transformation of skills enables the company to achieve economies of scale and minimize 

transaction costs that lead to higher firm performance but decrease financial distress costs.  

Furthermore, foreign ownership's contribution through managerial and technological 

competencies proves to be negative but insignificant with financial distress costs. Besides, block 

holders and concentrated ownership are also helpful in curtailing financial distress costs, but 

their contribution proves to be insignificant.  

On the other hand, managerial ownership supports the convergence of interest hypothesis as it 

proves to be inversely linked withfinancial distress costs. Institutional ownership shows an 

insignificant positive relationship with financial distress costs. This positive association 

witness’s passive role of institutional investors. It further supports the strategic alliance 

hypothesis that institutional investors make a strategic alliance with internal management, 

leading to lower firm performance and increasing financial distress costs.  

 Additionally, along with corporate governance components, a composite measure of corporate 

governance has been used to investigate the impact of the overall quality of corporate 

governance on financial distress costs. This composite measure (CG Index) is based upon the 

variables of all individual corporate governance measures, and a high score shows better 

governance quality in the respective firm. As per expectation, the result indicates that the 

corporate governance index is significantly negatively associated with financial distress costs. 

The higher the governance quality in a firm, the lower the financial distress cost in the respective 

firm. 

Is corporate governance influential in financial constraints either positively or negatively? The 

current research also answers this question by analyzing corporate governance's effect on sample 

firms' financial constraints. Financial constraints measure through three proxies, i.e., KZ Index, 

SA Index, and WW Score. The diagnostic test of panel data in nature suggested that FEM is 

more suitable for analysis except in SA Index, where REM is recommended for study. 
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Regression analysis is carried out after controlling firm size, Tobin's Q, leverage, dividend 

payout, and short term credit (STC). Traditional financial constraints theory holds that 

transaction costs, information asymmetry, and agency problems are the primary sources of 

financial constraints (Myers and Majluf, 1984; Bernanke and Gertler, 1989; Gertler, 1992). 

Improving information transparency (Li, 2018), reasonable handling of agency costs (Ai and 

Wei, 2004), and reducing transaction costs (Ge, 2017) are to be suggested as an appropriate way 

to deal with financial constraints. Hence the role of corporate governance on financial constraints 

is concluded in the context of these proposed measures.  

6.2 Findings of the study. 

The current study's findings describe that an effective corporate governance mechanism 

contributes to a firm’s progress by eliminating financial constraints through the enhancement of 

voluntary disclosure and minimization of agency cost between insiders and outsiders. Large and 

independent AC is essential to save firms from financial constraints. Large AC by diverse views, 

expertise, and skills better overseeing the financial reporting process, enhance financial 

disclosure, and have a better liaison with the external auditors about accounting policies and 

procedures. An independent AC monitors the management more effective and emphasizes the 

quality and transparency of financial reporting quality, reducing information asymmetry and 

agency costs. 

Like an independent AC, board independence and CEO dominance are essential to save the firm 

from financial constraints. Valuable participation of directors in the board meeting enhances its 

fiduciary role, resulting from an increase in voluntary disclosure, elimination of agency issues, 

and the elimination of information asymmetry by enhancing transparency in an information 

environment. CEO dominance provides a good chain of command, strong visionary leadership 

that improves firm performance and save it from financial constraints. 

The monetary incentives and compensation paid to top executives of the firm also motivate them 

to refrain from adopting self-serving behavior and work in the company's best interest. 

Managerial compensation aligns the manager's interest in the shareholder’s interest and helps 

reduce the agency problem. The result shows a significant negative association between CEO 
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compensation and executive compensation with financial constraints, but this association's 

magnitude is negligible. In Pakistan, most firms pay cash and non-stock compensation to their 

top executives, short-term monetary compensation. There is a need to incorporate a stock-based 

compensation plan in the overall compensation structure to strengthen this negative association 

further.  

The ownership structure, another element of corporate governance, is comprehensively discussed 

in the present study connected with financial constraints. Among ownership structure variables, 

family ownership is significantly positive, while associated ownership is significantly negatively 

related to financial constraints. Family firms become hesitant to issue new equity because of fear 

of dilution of ownership, there is greater information asymmetry, and agency issues prevail in 

family firms. Further, too, does not perceive family ownership as a good phenomenon, hence not 

ready to invest in these businesses. As a result, family firms face more financial constraints than 

non-family firms. Associated ownership usually faces lower information asymmetry, enjoys 

external funds at a lower rate, and can pass on to subsidiaries or affiliated companies. Hence 

associated companies found low investment-cash flow sensitivity.  

Additionally, the governance index, a composite measure of corporate governance is a 

significant negative association with financial constraints. A higher governance index means 

overall higher governance quality in the respective firm. This significant negative association 

shows that corporate governance's quality enhances the monitoring mechanism over 

management and enhances the voluntary disclosure level and transparency of information, 

ultimately reducing information asymmetry and agency cost in firms. Better the quality of 

corporate governance, superior the firm performance, and lesser the financial constraints. 

6.3 Policy implications, recommendations, and future guidelines 

The present study also provides some guidelines and recommendations for investors, 

policymakers/regulators, and corporate managers. For corporate policymakers, the present study 

highlights the need and significance of motivating their top executives to work in the best 

interests of stakeholders and not getting involved in personal benefits, which plug the firm into 

financial constraints and rising financial distress cost in the future well. Managers must be aware 
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that their activities are monitored by an audit and board structure and responsible for any 

managerial actions. The board's efficiency and effectiveness get achieved through real 

independence and increase the directors' participation rate in board meetings. Moreover, 

compensation committees must be aware of the importance of top executive's compensation 

structure. They should design compensation plans so that managers must consider long-term firm 

survival and growth. Simultaneously, in decision making rather than prefer short term benefits, 

which create hurdles for a firm in the future. Increased managerial ownership up to the threshold 

level is also required to save the firm from financial constraints and minimize financial distress 

costs. 

Furthermore, institutional ownership should be more active, and foreign ownership on board and 

their expertise should strengthen firm performance and save from any unfavorable situation in 

the future. Along with this, the presence of block holders and shareholder activism of financial 

institutions may put the manager under strict monitoring and control. Additionally, results show 

that the leverage ratio increases the financial constraints and financial distress costs of sample 

firms. The listed companies' management strictly focuses on their debt level to remain within the 

threshold level to save the firm from an unstable situation in the future.   

The present study also provides some practical implications for regulators and policymakers. 

SECP should play its more influential role in making AC and board committee real 

independence to strengthen Pakistan's overall corporate governance. At present, SECP required 

at least one unaffiliated director on the board, and the firm also maintains this minimum 

requirement. The remaining non-executive directors are mostly from associated companies as 

affiliated directors, which should be discouraged to strengthen this board of directors' 

mechanism. The external auditor's role should be more subjective to save the firm from financial 

constraints and minimize financial distress costs. SECP must ensure that firms get audited their 

annual accounts through reputable audited firms and further limited companies change their 

audited firms regularly after the contract expiration to keep the strategic alliance between 

managers and external auditors at a minimum level. 

Existing and potential investors may also get benefit from the current research. Before making 

investment decisions, investors should carefully examine the corporate governance mechanism 
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of respective firms to create a more rational investment decision. Real independence of an AC 

and board committee, external auditor quality, managerial compensation, family ownership, 

presence of block holders, foreign ownership, and associated company ownership are the factors 

that investors should be carefully examined before making investment decisions. Audit and 

board mechanisms put an effective check on management activities while compensation plans 

keep aligning managers' interests towards shareholders' interests. Moreover, insider ownership, 

institutional ownership, and block holders' presence play their active role in mitigating agency 

conflict between minorities and controlling shareholders. Finally, the present study found that 

family ownership becomes a source of information asymmetry and agency issues in firms, 

increasing the financial constraints and financial distress costs in the future.  

The study has some implications for academic researchers and opens new research horizons for 

future researchers.  The study covers a detailed analysis of corporate governance mechanisms, 

financial distress cost, and financial constraints. But this analysis is limited to 215 firms for nine 

years of the research window. More firms with different industrial sectors and a longer time 

horizon are recommended to more generalize the findings. Further present study omitted some 

governance variables due to the unavailability of data in the case of Pakistan like financial 

expertise of directors, tenure and experience of board members, non-executive directors’ 

participation rate, the experience of board members, the role of board committees, and non-

executive director’s participation rate along with more control variables.  

In the future, like the governance index, the index of the financial constraint can be used to 

further deep insight into the financial constraints of Pakistan. An industry-wise analysis of 

financial distress costs can be carried in the future to understand the role of financial variables 

regarding financial distress costs in each sector. For future guidelines and extension, similar 

research can be conducted to compare Pakistan's economies, particularly South Asian countries. 

Future research on corporate governance, financial constraints, and financial distress costs can 

focus on a separate analysis of the service and manufacturing sectors and an independent 

analysis of mandatory and voluntary governance practices. 
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Appendix-I 

Corporate governance Variable Measurement 

Variable Measurement 

Panel A: Audit Committee Structure Measures 

AC_ Size 
Audit committee size measured by a total member in an audit committee/ total members in 

a board of directors 

AC_ Ind 
Audit committee independence calculated by non-executive directors in an audit 

committee/total members in an audit committee 

AC_Act 
Audit committee activity measured by the number of audit committee meeting held in a 

financial year 

FAQ 
External audit quality is a dummy variable equal to "1" if the firm is audited by 5 big audit 
firms "0" otherwise. 

Panel B: Board Committee Structure Measures 

B_Size Board Size calculated by the natural log of the number of directors in the board committee 

B_ Ind 
Board independence is measured by                                                          1/B_Size* outside 

Directors/Inside Directors. 

B_Act 
Board activity measured by the numbers of board committee meetings held in a financial 

year 

CEO_Dual 
Dummy Variable equal to "1" if one person holds CEO and Chairman of the board position 

at the same time or "0" otherwise 

CEO_Dom 
Dummy Variable equal to "1" if CEO is nominated in other board committees as well or "0" 

otherwise 

B_Part 
Board participation calculated by the total number of board members attendance/required 
board members attendance 

Panel C: Compensation Structure Measures 

CEO_Comp 
CEO compensation calculated by the natural log of CEO 

(compensation+Bonuses+Perquisites) in a financial year 

Dir_Comp 
Director compensation calculated by the natural log of Director 

(compensation+Bonuses+Perquisites) in a financial year 

Ex_Comp 
Executive compensation is equal to the natural log of the executive 

(compensation+Bonuses+Perquisites) in a financial year. 

Panel D: Ownership Structure Measures 

MNG_Own 
Insiders ownership calculated by the number of shares owned by all insiders/total 

outstanding shares 

Family_Own 
Family ownership measured by the number of shares owned by entire family members/total 

outstanding shares 

Inst_Own 
Institutional ownership is equal to the total number of shares held by institutions/total 

outstanding shares. 

Block 
Dummy variable equal to "1" if any external holds 10% of the shares outstanding or "0" 

otherwise. 

Foreign_Own 
Foreign ownership measured by the total number of shares held by foreigners/total 

outstanding shares 
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Asso_Own 
Associated ownership is equal to the number of shares held by associates or rated party 

firms /total outstanding shares. 

Con_Own 
Concentrated ownership calculated by the number of shares owned by 5 significant 

shareholders /total outstanding shares 

Panel E: Composite Governance Index Measures 

CGI 

The corporate governance Index is a measure of 29 governance provisions based on the 

firm's audit committee, board committee, compensation structure, and ownership structure. 

The higher the index score shows the better governance quality of a firm. 
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Appendix-II 

Table A1 Normality test Results 

Variables Skewness Kurtosis 

KZ Index -1.399 7.299 

SA Index -0.919 4.43 

WW Score 0.219 2.731 

FDC 2.323 11.627 

AC_Size 0.647 3.85 

AC_Ind -1.024 3.125 

AC_Act 3.128 14.253 

B_Size 1.759 5.752 

B_Ind 0.725 2.082 

B_Act 2.738 12.025 

B_Part -0.549 2.702 

CEO_Com 2.502 10.207 

Dir_Com 3.535 16.879 

Ex_Com 4.472 25.309 

MNG_Own 1.112 3.254 

Family_Own 1.173 3.315 

Inst_Own 1.268 4.371 

Foreign_Own 3.681 17.122 

Ass_Own 0.452 1.779 

Con_Own -0.244 2.12 

CGI -0.098 2.49 

Size 0.011 2.951 

Tobin's Q 3.397 16.081 

LVRG 1.235 6.63 

Div Payout 1.907 8.06 

STC 1.269 6.019 

CR 2.382 9.732 

FAQ -0.172 1.029 

CEO_Dual 0.132 1.884 

CEO_Dom 0.428 2.454 

Block -0.853 1.727 
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Table A2-A Results of Autocorrelation (Durbin-Watson Statistics) 

Panel A: Corporate governance and Financial Distress Costs 

Equations Model A Model B 

Equations 1 0.3717 0.3735 

Equations 2 0.362 0.3685 

Equations 3 0.3563 0.3608 

Equations 4 0.3713 0.376 

Equations 5 0.3523 0.359 

 

 

 

 

 

 

Table A2-B Results of Autocorrelation (Durbin-Watson Statistics) 

Panel B: Corporate governance and Financial Constraints 

Equations 
KZ Index SA Index WW Index 

Model A Model B Model A Model B Model A Model B 

Equation 6 0.3558 0.7275 0.0105 0.0258 0.5212 1.1949 

Equation 7 0.3304 0.7384 0.0244 0.0292 0.5117 1.1961 

Equation 8 0.3513 0.7132 0.0156 0.0238 0.6346 1.1938 

Equation 9 0.3219 0.7279 0.0165 0.0292 0.4897 1.2124 

Equation 10 0.3375 0.7242 0.0116 0.0198 0.5347 1.191 

 

 

 

 

 

 

 

 

 

 



246 

 

 

Table A3-A Brush and Pagan test of Heteroscedasticity 

Panel A: Corporate governance and Financial Distress Costs 

Equations Model A Model B 

Equations 1 0 0 

Equations 2 0 0 

Equations 3 0 0 

Equations 4 0 0 

Equations 5 0 0 

 

 

 

 

 

 

Table A3-B Breusch and Pagan test of Heteroscedasticity 

Panel B: Corporate governance and Financial Constraints 

 
KZ Index SA Index WW Index 

Equations Model A Model B Model A Model B Model A Model B 

Equation 6 0 0 0 0 0 0 

Equation 7 0 0 0 0 0 0 

Equation 8 0 0 0.0003 0 0.0007 0 

Equation 9 0 0 0 0 0 0 

Equation 10 0.0299 0 0.4341 0 0.0029 0 
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Table A4 Multicollinearity test results 

Variables VIF 1/VIF 

AC_Size 1.41 0.7097 

AC_Ind 1.46 0.6849 

AC_Act 1.17 0.858 

B_Size 1.88 0.5326 

B_Ind 1.43 0.6997 

B_Act 1.16 0.8641 

B_Part 1.24 0.8049 

CEO_Com 5.65 0.1768 

Dir_Com 5.43 0.1843 

Ex_Com 1.65 0.606 

MNG_Own 6.18 0.162 

Family_Own 5.26 0.1902 

Inst_Own 1.37 0.7272 

Foreign_Own 1.27 0.7896 

Ass_Own 3.18 0.3147 

Con_Own 2.22 0.4507 

CGI 2.46 0.4057 

F Size 1.9 0.5266 

Tobin's Q 1.26 0.7915 

LVRG 3.63 0.2756 

Div Payout 1.22 0.8201 

STC 1.58 0.751 

CR 1.68 0.5961 

FAQ 1.65 0.6045 

CEO_Dual 1.22 0.8189 

CEO_Dom 1.15 0.8662 

Block 2.06 0.4859 
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Appendix-III OLS Results Corporate Governance and Financial Distress 

Costs 

Variable 

Audit Board Compensation Ownership CGI 

Model 

1 

Model 

2 

Model 

1 

Model 

2 

Model 

1 

Model 

2 

Model 

1 

Model 

2 

Model 

1 

Model 

2 

Constant 1.308 2.165 1.279 2.497 1.254 2.493 1.405 2.447 1.718 2.912 
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** 
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Ex_Comp   
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               (-0.62) (-1.00)     
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-0.034 -0.018 

                  

(-
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(-
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Fsize   -0.097   -0.14   -0.129   -0.108   -0.146 
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4.05)**

*   

(-

5.69)**

*   

(-

4.62)**
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(-

4.79)**

*   

(-

6.28)**
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LVRG   0.032   0.041   0.078   0.097   0.062 

 
  -0.47   -0.61   -1.14   -1.44   -0.9 

CR   -0.027   -0.038   -0.035   -0.019   -0.037 

    

(-

1.93)*   

(-

2.76)**

*   

(-

2.48)**   (-1.42)   

(-

2.65)**

* 

Obs 1907 1907 1920 1920 1919 1919 1917 1917 1920 1920 

Adjusted 

R2 0.0558 0.0649 0.0331 0.0584 0.0563 0.0626 0.771 0.1317 0.0489 0.449 

F-

Statistics 29.18 19.9 11.94 13.16 18.25 15.21 22.77 72.51 36.93 22.52 

Prob>F 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 
T-statistics are presented in parentheses, whereas *, **, *** represent the significance level at 10%, 5%, and 1%, respectively. Model 1 is only 

for CG related variables, whereas model 2 includes control variables as well. 
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Appendix-III OLS results 

Audit Characteristics and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 0.596 1.119 -4.325 -2.286 -0.418 0.038 

 
(1.04) -1.58 (-26.16)*** (-8.66)*** (-30.88)*** (2.63)*** 

AC_Size -0.265 -0.307 0.357 0.286 0.032 0.02 

 
(-0.37) (-0.58) (1.74)* -1.45 (1.88)* (1.84)* 

AC_Ind 0.129 0.064 -0.262 -0.214 0.002 0.009 

 
(0.39) (0.25) (-2.73)** (-2.31)** (0.25) (1.88)* 

AC_Act 0.311 0.172 -0.003 0.051 -0.008 0.001 

 
(3.16)*** (2.30)** (-0.11) (1.81)* (-3.70)*** -0.26 

EAQ -1.923 -0.656 -0.162 0.004 -0.048 -0.005 

 
(-16.79)*** (-6.88)*** (-4.88)*** -0.12 (-17.97)*** (-2.86)*** 

Fsize   -0.172   -0.255   -0.054 

 
  (-2.63)***   (-10.55)***   (-40.81)*** 

Tobin's Q   -0.266   -0.028   -0.003 

 
  (-8.63)***   (-2.46)**   (-4.72)*** 

LVRG   4.532   0.779   0.076 

 
  (17.29)***   (7.98)***   (14.11)*** 

Div Payout   -2.272   0.12   -0.037 

 
  (-20.13)***   (2.87)***   (-16.04)*** 

STC   -0.588   -0.703   -0.019 

    (-1.94)*   (-6.22)***   (-3.09)*** 

No. of obs. 1917 1912 1917 1912 1915 1910 

Adjusted R2 0.1317 0.5199 0.0599 0.1007 0.1618 0.6497 

F-Statistics 72.51 230.95 9.68 23.67 92.14 391.52 

p-value 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 

T statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well. 
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Appendix-III OLS results 

Board Characteristics and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 3.162 3.596 -3.797 -2.39 -0.365 0.069 

 
(5.37)*** (5.14)*** (-24.00)*** (-9.33)*** (-26.82)*** (4.84)*** 

B_Size -0.276 -0.109 -0.069 -0.043 -0.009 0.001 

 
(-7.40)*** (-3.80)*** (-6.85)*** (-4.14) (-11.30)*** (1.13) 

B_Ind 0.051 0.282 -0.086 -0.037 -0.007 0.008 

 
(0.24) (1.86)* (-1.52) (-0.66) (-1.50) (2.57)*** 

B_Act 0.057 0.02 0.001 0.006 -0.002 0 

 
(2.05)** (0.98) (0.08) (0.79) (-3.39)*** (0.15) 

B_Part -0.405 -1.081 -0.007 -0.075 0.001 -0.01 

 
(-0.82) (-3.03)*** (-0.05) (-0.58) (0.02) (-1.40) 

CEO_Dual 0.712 -0.138 0.055 0.026 0.021 0.005 

 
(4.34)*** (-1.16) (1.25) (0.60) (5.52)*** (1.85)* 

CEO_Domm -0.338 0.064 -0.246 -0.198 -0.015 0 

 
(-2.95)*** -0.77 (-8.02)*** (-6.47)*** (-5.97)*** -0.14 

Fsize   -0.245   -0.179   -0.057 

 
  (-3.66)***   (-7.30)***   (-41.05)*** 

Tobin's Q   -0.307   -0.02   -0.003 

 
  (-9.91)***   (-1.79)*   (-5.19)*** 

LVRG   4.776   0.63   0.077 

 
  (19.25)***   (6.94)***   (15.06)*** 

Div Payout   -2.308   0.141   -0.038 

 
  (-20.26)***   (3.73)***   (-16.22)*** 

STC   -0.538   -0.572   -0.018 

 
  (-1.85)*   (-5.38)***   (-3.05)*** 

No. of obs. 1930 1925 1930 1925 1928 1923 

Adjusted R2 0.0512 0.5179 0.0956 0.1196 0.1323 0.655 

F-Statistics 17.28 186.82 23.56 23.62 48.83 329.82 

p-value 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well. 
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Appendix-III OLS results 

Compensation Structure and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 1.573 0.635 -4.388 -3.043 -0.439 0.054 

 
(21.92)*** -0.86 (-219.14)*** (-11.20)*** (-277.41)*** (3.58)*** 

CEO_Comp -0.0001 -0.001 -0.001 0.0007 -0.0008 -0.0006 

 
(-10.41)*** (-4.85)*** (-1.12) -0.76 (-11.96)*** (-1.34) 

Dir_Comp -0.008 -0.002 -0.002 -0.0002 -0.0002 -0.0007 

 
(-2.79)*** (-1.03) (-3.47)*** (-2.60)*** (-4.36)*** (-1.63) 

Ex_Comp -0.001 -0.002 -0.0002 -0.0001 -0.0002 0.0001 

 
(-1.51) (-0.35) (-8.60)*** (-5.11)*** (-12.39)*** -1.01 

Fsize   -0.076   -0.158   -0.054 

 
  (-1.01)   (-5.64)***   (-34.96)*** 

Tobin's Q   -0.26   -0.017   -0.003 

 
  (-8.23)***   (-1.52)   (-4.66)*** 

LVRG   4.53   0.674   0.074 

 
  (18.25)***   (7.34)***   (14.49)*** 

Div Payout   -2.248   0.127   -0.037 

 
  (-19.76)***   (3.02)***   (-15.85)*** 

STC   -0.416   -0.596   -0.015 

 
  (-1.44)   (-5.55)***   (-2.64)*** 

No. of Obs. 1929 1924 1929 1924 1927 1922 

Adjusted R2 0.1148 0.5188 0.0643 0.1063 0.2673 0.6542 

F-Statistics 84.37 260.2 45.16 28.47 233.89 452.44 

p-value 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well. 
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Appendix-III OLS results 

Ownership structure and Financial Constraints 

Variables KZ Index SA Index WW Score 

  Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 1.054 2.506 -4.077 -1.992 -0.449 0.075 

 
(4.15)*** (3.93)*** (-58.96)*** (-8.63)*** (-74.43)*** (5.80)*** 

MNG_Own -0.24 -0.395 0.435 0.307 0.018 -0.008 

 
(-0.42) (-0.95) (2.78)*** (2.04)** (1.30) (-1.06) 

Family_Own 1.002 0.601 -0.039 -0.066 -0.012 -0.017 

 
(1.93)** (1.60) (-0.28) (-0.49) (-1.01) (-2.35)** 

Inst_Own 0.106 1.103 -0.515 -0.234 -0.091 -0.023 

 
(0.17) (2.34)** (-3.01)*** (-1.37) (-6.12)*** (-2.44)** 

Foreign_Own -1.477 -0.163 0.139 0.285 -0.048 -0.008 

 
(-3.59)*** (-0.54) (1.25) (2.63)*** (-4.94)*** (-1.26) 

Ass_Own -1.278 0.273 0.343 0.488 -0.049 -0.003 

 
(-4.04)*** (1.17) (3.99)*** (5.77)*** (-6.55)*** (-0.64) 

Block -0.414 -0.18 -0.192 -0.218 -0.005 -0.007 

 
(-2.47)** (-1.47) (-4.20)*** (-4.91)*** (-1.43) (-2.98)*** 

Con_Own 0.658 -0.331 -0.67 -0.675 0.023 0.012 

 
(1.77)* (-1.20) (-6.63)*** (-6.74)*** (2.64)*** (2.12)** 

Fsize   -0.278   -0.232   -0.056 

 
  (-4.44)***   (-10.23)***   (-44.10)*** 

Tobin's Q   -0.276   -0.025   -0.004 

 
  (-8.47)***   (-2.19)**   (-6.22)*** 

LVRG   4.724   0.661   0.077 

 
  (18.67)***   (7.22)***   (14.94)*** 

Div Payout   -2.738   0.131   -0.037 

 
  (-20.77)***   (3.17)***   (-16.25)*** 

STC   -0.562   -0.521   -0.019 

 
  (-1.90)*   (-4.84)***   (-3.14)*** 

No. of  Obs. 1927 1922 1927 1922 1925 1920 

Adjusted R2 0.602 0.5146 0.0605 0.1335 0.1001 0.6592 

F-Statistics 18.61 168.68 17.67 24.52 30.45 307.33 

p-value 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 0.0000*** 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas Model 2 includes control variables as well. 
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Appendix-III OLS results 

CG Index and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 4.812 2.592 -3.899 -2.212 -0.323 0.065 

 
(14.03)*** (4.32)*** (-40.92)*** (-9.96)*** (-40.60)*** (5.35)*** 

CGI -0.242 -0.045 -0.037 -0.011 -0.009 -0.001 

 
(-11.68)*** (-2.72)*** (-6.42)*** (-1.79)* (-18.09)*** (-3.55)*** 

Fsize   -0.217   -0.227   -0.054 

 
  (-3.44)***   (-9.72)***   (-41.69)*** 

Tobin's Q   -0.3   -0.032   -0.003 

 
  (-9.78)***   (-2.86)***   (-5.25)*** 

LVRG   4.611   0.657   0.073 

 
  (18.32)***   (7.06)***   (14.14)*** 

Div Payout   -2.33   0.125   -0.037 

 
  (-20.50)***   (2.09)***   (-15.92)*** 

STC   -0.515   -0.597   -0.015 

 
  (-1.77)*   (-5.53)***   (-2.56)*** 

No. of Obs. 1930 1925 1930 1925 1928 1923 

Adjusted R2 0.66 0.5135 0.0209 0.0928 0.1452 0.6549 

F-Statistics 136.31 337.39 41.24 32.7 327.21 605.93 

p-value 0.0000*** 0.0000*** 0.000*** 0.0000*** 0.0000*** 0.000*** 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well. 

 

 

 

 

 

 

 

 

 

 

 

 

 



255 

 

APPENDIX IV 

In our study, we compute the independent and dependent variables in the same year. It would be 

possible that the effect of corporate governance on financial distress costs and financial 

constraints is not fully reflected in the same year. We compute the lag value of financial distress, 

financial constraints, and control variable to measure the time lag of data to address this issue. A 

diagnostic test is conducted to choose an appropriate model before the regression analysis.  The 

results of the regression are almost the same as our main results. 
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Appendix-IV Regression results (Lagged values of DV) 

Corporate Governance and Financial Distress Costs 

Variable 
Audit Board 

Model 1 Model 2 Model 1 Model 2 

Constant 1.456 2.862 1.59 3.183 

  (10.13)*** (6.45)*** (9.43)*** (7.08)*** 

AC_Size 0.210 0.314   
 

 
(1.16) (1.81)**   

 
AC_ Ind -0.048 0.0076   

 

 
(-0.70) (0.11)   

 
AC_Act -0.062 -0.055   

 

 
(-2.67)*** (-2.49)**   

 
FAQ -0.149 -0.205   

 
  (-1.43) (-3.21)***     

B_Size   
 

-0.046 -0.036 

 
  

 
(-3.75)*** (-2.88)*** 

B_Ind   
 

-0.048 -0.017 

 
  

 
(-0.94) (-0.33) 

B_Act   
 

0.003 0.006 

 
  

 
(0.49) (0.80) 

CEO_Dual   
 

-0.009 -0.025 

 
  

 
(-0.26) (-0.69) 

CEO_Dom   
 

-0.003 0.015 

 
  

 
(-0.12) (0.52) 

B_Part   
 

-0.047 -0.014 

      (-0.43) (-0.13) 

Fsize   -0.138   -0.165 

 
  (-3.03)***   (-3.58)*** 

LVRG   -0.114   -0.093 

 
  (-1.61)   (-1.32) 

CR   -0.048   -0.048 

    (-3.71)   (-3.69)*** 

Obs 1935 1935 1935 1935 

Adjusted R2 0.0783 0.0844 0.0245 0.0409 

F-Statistics 2.87 50.4 15.83 41.21 

Prob>F 0.0000 0.0000 0.0000 0.0000 

T-statistics are presented in parentheses, whereas *, **, *** represent the significance level at 10%, 5%, and 1%, respectively. Model 1 is only 

for CG related variables, whereas model 2 includes control variables as well.  
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Appendix-IV Regression results (Lagged values of DV) 

 Corporate Governance and Financial Distress Costs 

Variable 
Compensation Ownership 

Model 1 Model 2 Model 1 Model 2 

Constant 1.204 3.044 1.342 2.777 

  (28.75)*** (6.44)*** (12.95)*** (6.28)*** 

CEO_Comp -0.008 -0.002   
 

 
(-0.000) (-0.000)**   

 
Dir_Comp -0.008 -0.005   

 

 
(-0.000) (-0.000)   

 
Ex_Comp -0.003 -0.001   

 
  (-0.000) (-0.000)**     

MNG_Own   
 

-0.139 -0.135 

 
  

 
(-0.98) (-0.95) 

Family_Own   
 

0.386 0.333 

 
  

 
(2.89)*** (2.49)** 

Inst_Own   
 

-0.002 0.027 

 
  

 
(-0.01) (0.15) 

Foreign_Own   
 

-0.196 -0.171 

 
  

 
(-1.49) (-1.29) 

Ass_Own   
 

-0.329 -0.304 

 
  

 
(-3.16)*** (-2.91)*** 

Block   
 

-0.059 -0.039 

 
  

 
(-0.76) (-0.51) 

Con_Own   
 

-0.096 -0.102 

      (-0.74) (-0.77) 

Fsize   -0.178   -0.136 

 
  (-3.70)***   (-3.12)*** 

LVRG   -0.092   -0.079 

 
  (-1.29)   (-1.12) 

CR   -0.047   -0.044 

    (-3.67)***   (-3.40)*** 

Obs 1935 1935 1935 1935 

Adjusted R2 0.0428 0.0493 0.0920 0.1086 

F-Statistics 5.35 31.33 41.67 62.44 

Prob>F 0.0000 0.0000 0.0000 0.0000 

T-statistics are presented in parentheses, whereas *, **, *** represent the significance level at 10%, 5%, and 1%, respectively. Model 1 is only 

for CG related variables, whereas model 2 includes control variables as well.  
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Appendix-IV Regression results (Lagged values of DV) 

Corporate Governance and Financial Distress Costs 

Variable 
CG Index 

Model 1 Model 2 

Constant 1.399 3.054 

  (13.76)*** (7.02)*** 

CGI -0.014 -0.007 

  (-2.46)** (-1.20) 

Fsize   -0.167 

 
  (-3.67)*** 

LVRG   -0.096 

 
  (-1.36) 

CR   -0.047 

    (-3.68) 

No. of Obs. 1935 1935 

Adjusted R2 0.0259 0.0511 

F-Statistics 6.07 32.29 

Prob>F 0.0138 0.0000 

T-statistics are presented in parentheses, whereas *, **, *** represent the significance level at 10%, 5%, and 1%, respectively. Model 1 is only 

for CG related variables, whereas model 2 includes control variables as well. 
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Appendix-IV Regression results (Lagged values of DV) 

Audit Characteristics and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 0.827 -0.224 2.939 -18.922 -0.420 0.0189 

 
(5.60)*** (-0.66) (22.88)*** (-83.94)*** (-33.04)*** (0.33) 

AC_Size 0.465 0.373 0.342 -0.165 -0.042 -0.021 

 
(2.51)** (2.66)*** (2.12)** (-2.85)*** (-2.62)*** (-1.41) 

AC_Ind 0.283 0.216 0.492 -0.202 -0.028 -0.001 

 
(3.95)*** (3.82)*** (8.05)*** (-8.63)*** (-4.70)*** (-0.02) 

AC_Act -0.312 -0.034 0.062 -0.007 0.000 0.002 

 
(-1.30) (-1.88)* (2.99)*** (-1.00) (0.04) (1.49) 

EAQ -0.127 -0.001 0.013 0.014 -0.001 -0.005 

 
(-1.83)* (-0.03) (0.14) (0.42) (-0.10) (-0.18) 

Fsize   -0.011   2.354   -0.051 

 
  (-0.32)   (100.08)***   (-8.48) 

Tobin's Q   0.066   -0.018   -0.006 

 
  (7.47)***   (-4.86)***   (-6.27)*** 

LVRG   2.166   -0.056   0.064 

 
  (28.98)***   (-1.79)*   (7.781)*** 

Div Payout   0.157   -0.016   -0.019 

 
  (5.94)***   (-1.54)   (-7.02)*** 

STC   -0.314   0.122   -0.015 

    (-3.64)***   (3.37)***   (-1.58) 

Obs 1917 1912 1917 1912 1915 1910 

Adjusted R2 0.012 0.5493 0.0435 0.8546 0.007 0.631 

F-Statistics 23.63 1414.14 20.45 1215.16 6.81 35.08 

Prob>F 0.0001 0.0000 0.0000 0.0000 0.0000 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well 
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Appendix-IV Regression results (Lagged values of DV) 

Board Characteristics and Financial Constraints 

Variables 
KZ Index   SA Index   WW Score   

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 1.126 -0.041 2.781 0.255 -0.458 
 

 
(5.82)*** (-0.12) (17.47)*** -0.43 (-28.66)*** 

 
B_Size -0.022 -0.006 0.051 -0.014 0.002 0.002 

 
(-1.50) (-0.65) (4.21)*** (-1.26) (1.51) (2.56)** 

B_Ind 0.067 0.066 0.321 0.064 -0.014 0.002 

 
(1.15) (1.54) (6.72)*** -1.39 (-2.95)*** (0.43) 

B_Act 0.005 -0.003 -0.005 -0.003 -0.001 -0.001 

 
(0.65) (-0.49) (-0.081) (-0.55) (-0.26) (-0.29) 

B_Part 0.115 0.062 0.492 0.03 -0.008 0.008 

 
(0.94) (0.69) (4.85)*** -0.32 (-0.83) -0.8 

CEO_Dual -0.1043 -0.053 -0.118 -0.068 0.003 -0.002 

 
(-2.52)** (-1.73)* (-3.46)*** (-2.12) (0.96) (-0.67) 

CEO_Domm 0.007 0.008 0.135 0.013 -0.012 -0.007 

 
(0.20) (0.35) (5.03)*** -0.51 (-4.52)*** (-2.84) 

Fsize   -0.01   -0.029   -0.051 

 
  (-0.30)   (-0.48)   (-8.30)*** 

Tobin's Q   0.067   0.069   -0.005 

 
  (7.61)***   (7.31)***   (-6.21)*** 

LVRG   2.143   2.137   0.063 

 
  (30.13)***   (27.69)***   (8.21)*** 

Div Payout   0.162   0.154   -0.019 

 
  (6.14)***   (5.63)***   (-7.11)*** 

STC   -0.267   -0.309   -0.014 

    (-3.28)***   (-3.53)***   (-1.63) 

No. of Obs 1730 1725 1730 1725 1728 1723 

Adjusted R2 0.0087 0.5594 0.0932 0.5552 0.0249 0.6263 

F-Statistics 2.25 1434.26 23.40 101.24 6.36 30.56 

Prob>F 0.036 0.0000 0.0000 0.0000 0.0000 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well 
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Appendix-IV Regression results (Lagged values of DV) 

Compensation Structure and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 1.088 -0.0577 3.579 -18.635 -0.448 -0.081 

 
(22.75)*** (-0.16) (198.87)*** (-79.25)*** (-251.64)*** (-1.39) 

CEO_Comp 0.000 0.000 0.000 0.000 0.000 0.000 

 
(-0.59) (0.76) (7.95)*** (-2.47)** (-7.42)*** (-4.13)*** 

Dir_Comp 0.000 0.000 0.000 0.000 0.000 0.000 

 
(-0.96) (0.49) (2.86)*** -0.73 (-0.94) (-0.73) 

Ex_Comp 0.000 0.000 0.000 0.000 0.000 0.000 

 
(1.69)* (0.40) (5.39)*** -1.19 (-3.51)*** (-2.90) 

Fsize   -0.009   2.299   -0.039 

 
  (-0.25)   (95.41)***   (6.70)*** 

Tobin's Q   0.069   -0.023   -0.005 

 
  (7.89)***   (-5.98)***   (-5.80)*** 

LVRG   2.145   -0.063   0.062 

 
  (30.07)***   (-2.03)**   (8.15)*** 

Div Payout   0.165   -0.025   -0.018 

 
  (6.20)***   (-2.27)**   (-6.92)*** 

STC   -0.272   0.099   -0.012 

    (-3.33)***   (2.84)***   (-1.42) 

No. of obs 1929 1924 1929 1924 1927 1922 

Adjusted R2 0.0077 0.5605 0.3117 0.8582 0.2859 0.6259 

F-Statistics 3.99 1423.83 48.51 1299.28 30.74 44.83 

Prob>F 0.2627 0.0000 0.0000 0.0000 0.0000 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well 
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Appendix-IV Regression results (Lagged values of DV) 

Ownership structure and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 0.833 -0.145 3.892 -18.863 -0.469 0.0108 

 
(7.23)*** (-0.43) (30.87)*** (-83.08)*** (-38.06)*** (0.19) 

MNG_Own 0.321 0.003 -0.017 -0.114 0.0264 0.015 

 
(2.09) (0.01) (-0.12) (-2.30)** (1.96)* (1.20) 

Family_Own -0.192 -0.126 -0.334 0.012 0.016 0.009 

 
(-1.33) (-1.17) (-2.51)** (0.24) (1.24) (0.73) 

Inst_Own -0.362 -0.468 -0.26 0.226 0.042 0.02 

 
(-1.82) (-3.14)*** (-1.42) (3.42)*** (2.32)** (1.22) 

Foreign_Own -0.17 -0.164 0.198 0.005 -0.017 -0.013 

 
(-1.18) (-1.55) (1.47) (0.09) (-1.33) (-1.11) 

Ass_Own 0.002 -0.084 0.192 -0.041 -0.001 0.002 

 
(0.02) (-1.01) (1.74)* (-1.04) (-0.11) (0.24) 

Block -0.008 0.051 -0.317 -0.159 -0.003 -0.007 

 
(-0.09) (0.84) (-2.59)*** (-3.88)*** (-0.22) (-0.62) 

Con_Own 0.414 0.105 0.182 0.085 -0.005 -0.011 

 
(2.89)*** (1.00) (1.29) (1.68)* (-0.39) (-0.83) 

Fsize   0.001   2.328   -0.049 

 
  (0.03)   (105.08)***   (-8.58)*** 

Tobin's Q   0.067   -0.024   -0.005 

 
  (7.66)***   (-6.31)***   (-6.26)*** 

LVRG   2.143   -0.043   0.063 

 
  (30.10)***   (-1.39)   (8.11)*** 

Div Payout   0.16   -0.027   -0.019 

 
  (6.05)***   (-2.48)**   (-6.94)*** 

STC   -0.262   0.088   -0.015 

    (-3.21)***   (2.51)**   (-1.67)* 

Obs 1927 1922 1927 1922 1925 1920 

Adjusted R2 0.0335 0.5646 0.0124 0.8596 0.045 0.6062 

F-Statistics 21.93 1450.78 3.95 11612.85 2.71 27.01 

Prob>F 0.0026 0.0000 0.0003 0.0000 0.0087 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well 
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Appendix-IV Regression results (Lagged values of DV) 

Corporate Governance Index and Financial Constraints 

Variables 
KZ Index SA Index WW Score 

Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 

Constant 0.966 -0.058 2.738 -18.856 -0.416 0.019 

 

(8.99)*** (-0.10) (31.07)*** (-83.02)*** (-46.85)*** (0.34) 

CGI 0.007 0.009 0.063 -0.014 -0.002 0.000 

 

(1.10) (1.76)* (11.76)*** (-6.40)*** (-5.31)*** (0.16) 

Fsize   -0.022   2.344   -0.051 

 

  (-0.37)   (97.25)***   (-8.39)*** 

Tobin's Q   0.071   -0.019   -0.005 

 

  (7.47)***   (-5.25)***   (-6.30)*** 

LVRG   2.146   -0.065   0.063 

 

  (27.89)***   (-2.14)**   (8.27)*** 

Div Payout   0.155   -0.023   -0.019 

 

  (5.67)***   (-2.13)**   (-7.08)*** 

STC   -0.311   0.103   -0.015 

    (-3.57)***   (3.00)***   (-1.77) 

Obs 1930 1925 1930 1925 1928 1930 

Adjusted R2 0.0219 0.5576 0.1086 0.8587 0.1514 0.6364 

F-Statistics 1.22 184.28 138.41 1781.36 28.22 53.04 

Prob>F 0.2700 0.0000 0.0000 0.0000 0.0000 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well 
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APPENDIX V 

In Pakistan, Governance codes were revised in 2012. Since our study covers the period from 

2010 to 2018, it would be interesting to see the effect of governance characteristics before and 

after the issuance of revised codes on financial distress costs and financial constraints.  

To check this effect, we split our data into two halves, i.e., from 2010-2012 and 2013-2018—the 

descriptive statistics of governance variables almost the same board committee characteristics. 

We run the regression separately on both data and found an insignificant impact of these 

variables on dependent variables. 

 

Appendix-V Comparison of Governance Codes  

Descriptive Statistics (2010-2012) Descriptive Statistics (2013-2018) 

Variables Obs Mean SD Min Max Obs Mean SD Min Max 

AC_Size 645 0.420 0.069 0.25 0.667 1290 0.433 0.082 0.25 0.667 

AC_Ind 645 0.812 0.182 0.182 0.333 1290 0.906 0.157 0.333 1 

AC_Act 645 4.103 0.452 3 7 1287 4.211 0.623 3 7 

FAQ 642 0.538 0.498 0 1 1287 0.610  .465 0  1 

B_Size 645 8.077 1.607 7 14 1287 8.220 1.685 7 14 

B_Ind 645 0.365 0.282 0.056 0.928 1290 0.454 0.277 0.056 0.928 

B_Act 645 5.431 2.125 4 16 1290 5.483 2.114 4 16 

CEO_Dual 645 0.271 0.445 0 1 1290 0.1 0.3 0 1 

CEO_Dom 645 0.26 0.26 0 1 1290 0.549 0.497 0 1 

B_Part 645 0.814 0.119 0.500 1 1290 0.829 0.124 0.500 1 

CEO_Comp 645 117.73 17.583 0 119.815 1290 19.311 23.645 0 119.815 

Dir_Comp 645 11.219 19.849 0 142.987 1289 14.568 24.181 0 142.987 

Ex_Comp 645 184.66 482.378 0 50000 1290 353.304 819.933 0 50000 

MNG_Own 645 0.204 0.234 0 0.906 645 0.201 0.242 0 0.905 

Family_Onw 645 0.202 0.245 0 0.885 645 0.189 0.242 0 0.884 

Inst_Own 645 0.109 0.104 0 0.449 645 0.092 0.096 0 0.449 

Foreign_Own 645 0.053 0.151 0 0.947 645 0.054 0.146 0 0.892 

Ass_Own 645 0.306 0.299 0 0.947 645 0.320 0.307 0 0.946 

Block 645 0.697 0.459 0 1 645 0.695 0.46 0 1 

Con_Own 645 0.652 0.193 0.186 0.984 645 0.653 0.199 0.185 0.985 

CGI 645 15.462 2.700 10 22 645 16.693 2.717 10 22 
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Appendix V Corporate Governance and Financial Distress Cost  

Variable 
Board (2010-2012) Board (2013-2018) 

Model 1 Model 2 Model 1 Model 2 

Constant 1.192 2.588 1.371 3.347 

  (4.98)*** (4.20)*** (7.26)*** (6.83)*** 

B_Size 0.009 0.023 -0.041 -0.028 

 
(0.47) (1.18) (-1.06) (-1.09) 

B-Ind -0.065 -0.04 -0.009 0.022 

 
(-0.77) (-0.47) (-0.17) -0.37 

B_Act -0.007 -0.002 0.002 0.004 

 
(-0.60) (-0.21) (0.25) (0.58) 

CEO_Dual -0.001 -0.012 0.173 0.139 

 
(-0.01) (-0.20) (3.64)*** (2.93)*** 

CEO_Dom -0.045 -0.03 -0.016 -0.002 

 
(-1.27) (-0.82) (-0.38) (-0.04) 

B_Part -0.037 -0.036 0.144 0.169 

  (-0.23) (-0.23) (1.17) (1.38) 

Fsize   -0.167   -0.22 

 
  (-2.64)***   (-4.46)*** 

LVRG   0.159   0.135 

 
  (1.18)   (1.63) 

CR   -0.012   -0.025 

 
  (-0.58)   (-1.61) 

No. of Obs. 641 641 1279 1279 

Adjusted R2 0.0061 0.0184 0.0582 0.0781 

F-Statistics 2.62 12.57 30.27 59.72 

p-value 0.8547 0.1833 0.0000 0.0000 

T-statistics are presented in parentheses, whereas *, **, *** represent the significance level at 10%, 5%, and 1%, respectively. Model 1 is only 

for CG related variables, whereas model 2 includes control variables as well. 
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Appendix V Board Characteristics and Financial Constraints 

Variables KZ Index (2010-12) KZ Index (2013-18) 

  Model 1 Model 2 Model 1 Model 2 

Constant 1.642 1.642 0.642 -0.091 

 

(5.03)*** (1.25) (2.85)*** (-0.24) 

B_Size -0.073 -0.066 -0.009 -0.011 

 

(-2.61)*** (-2.99)*** (-0.54) (-0.97) 

B_Ind 0.099 0.139 0.005 -0.008 

 

(0.92) (1.64) (0.07) (-0.17) 

B_ACT -0.001 0.003 0.017 0.005 

 

(-0.07) (0.23) (1.83)* (0.79) 

B_Part -0.007 -0.198 0.512 0.19 

 

(-0.04) (-1.31) (1.47) (1.71)* 

CEO_Dual -0.11 -0.002 0.083 -0.048 

 

(-1.30) (-0.03) (1.44) (-1.10) 

CEO_Dom -0.006 -0.009 0.023 0.014 

 

(-0.15) (-0.26) (0.43) (0.38) 

Fsize   -0.121   -0.012 

 

  (-0.91)   (-0.30) 

Tobin's Q   0.041   0.044 

 

  (1.52)   (4.14)*** 

LVRG   2.524   2.111 

 

  (15.90)***   (23.64)*** 

Div Payout   0.079   0.194 

 

  (1.55)   (5.65)*** 

STC   -0.673   -0.139 

 

  (-3.92)***   (-1.37) 

No. of Obs. 645 643 1290 1283 

Adjusted R2 0.0033 0.4676 0.115 58.19 

F-Statistics 0.1486 27.74 19.60 1016.4 

p-value 0.1486 0.0000 0.0033 0.0000 

T-statistics are in parentheses, whereas *, **, *** represents the significance level at 10*, 5%, and 1%, respectively. Model 1 is only for CG 

related variables, whereas 2 includes control variables as well. 
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APPENDIX VI 

In our study, due to firm selection bias, there may be a case of endogeneity in our data. To check 

the endogeneity issue, we used a two-stage least square method (2SLS). This methodology 

requires the use of instrumental variables.  

In our analysis, we used corporate social responsibility as an instrumental variable. As the 

relationship between corporate governance and corporate social responsibility is well 

documented in the literature (Fombrun et al., 2015; Li et al., 2017; Javed et al., 2010). 

Furthermore, Bravo et al. (2020) also used corporate social responsibility as an instrumental 

variable to investigate the association between corporate governance and financial distress. 

Our sample of the study comprises 215 non-financial firms. Owing to time shortage, we collect 

the data of 139 non-financial listed firms. Following Ehsan (2018), we used a multidimensional 

approach, in which a financial ratio of CSR is calculated by using the quantitative data about a 

firm’s monetary spending in three dimensions of CSR: charitable donations, employees, and 

R&D. The same approach is also used by researchers in earlier studies like Makki & Lodhi 

(2008), Lin et al.., (2009), Ehsan and Kaleem (2012), Pyo & Lee (2013).  The election of these 

three dimensions is restricted based on their data available in annual reports of companies listed 

at PSX. 

We selected a comprehensive measure of corporate governance, i.e., corporate governance index, 

and run the regress. Results of 2SLS regression almost the same as our baseline results. There is 

not any significant difference found in the findings. Hence there is no serious issue of 

endogeneity found in our data. 
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APPENDIX VI 2SLS Analysis (Endogeneity test) 

Variable 
FDC KZ Index SA Index WW Index 

Model 2 Model 2 Model 2 Model 2 

Constant 6.412 0.447 -12.336 0.712 

 
(0.34) (0.07) (-0.25) (0.22) 

CGI -0.634 -0.071 -1.507 -0.109 

 
(-0.21) (-0.07) (-0.20) (-0.21) 

Fsize 0.64 0.055 4.242 0.068 

 
(0.18) (0.05) (0.53) (0.12) 

Tobin's Q   0.068 -0.157 -0.012 

 
  (0.84)*** (-0.27) (-0.27) 

LVRG -0.923 1.886 -3.111 -0.217 

 
(-0.20) (0.71) (-0.16) (-0.16) 

Divpayout   0.388 1.492 0.056 

 
  (0.40) (0.21) (0.12) 

STC   0.085 2.248 0.187 

 
  (0.04) (0.16) (0.19) 

CR -0.036 
 

  
 

  (-0.29)       

No. of Obs. 1229  1228  1228  1228  

Wald Chi 2(4) 6.27 1251.01 300.59 40.19 

Prob>chi2 0.1799 0.0000 0.0000 0.0000 

Root MSE 1.8041 0.52756 3.8144 0.2703 

Durbin (Score) 0.293(0.588) 0.0034(0.9534) 1.0644(0.3022) 1.873(0.1711) 

Wu-Hausman 0.292(0.589) 0.00339(0.9536) 1.0584(0.3038) 1.863(0.173) 
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Appendix VII:  List of Companies 

CoID Symbol Company Name Sector 

Year 

of 

Inc. 

1 AGTL AL-Ghazi Tractors Ltd.                   Automobile Parts  1983 

2 ATLH Atlas Honda Limited                       Automobile Parts   1962 

3 GHNL Gandhara Nissan Limited  Automobile Parts   1981 

4 GHNI Ghandhara Ind. Ltd  Automobile Parts   1963 

5 GAIL Ghani Automobile Industries Limited  Automobile Parts   1987 

6 HINO HinoPak Motors Ltd.                       Automobile Parts   1986 

7 HCAR Honda Atlas Cars (Pakistan) Ltd.  Automobile Parts   1992 

8 INDU Indus Motor Company Limited  Automobile Parts   1989 

9 MTL Millat Tractors Ltd.                      Automobile Parts   1964 

10 PSMC Pak Suzuki Motor Co. Ltd.                 Automobile Parts   1983 

11 SAZEW Sagar Engineering  Works Ltd.  Automobile Parts   1991 

12 AGIL Agriautos Industries Limited.             Automobile Parts   1981 

13 ATBA Atlas Battery Limited                     Automobile Parts   1966 

14 BWHL Baluchistan Wheels  Automobile Parts   1980 

15 EXIDE Exide Pakistan Ltd.                       Automobile Parts   1954 

16 GTYR General Tyre and Rubber Co.   Automobile Parts   1963 

17 THALL Thal Limited  Automobile Parts   1966 

18 PAEL Pak Elektron Ltd.                        Cable & Electrical Goods 1956 

19 PCAL Pakistan Cables Ltd.                     Cable & Electrical Goods 1953 

20 SIEM Siemens Pak Eng. Cable & Electrical Goods 1953 

21 SING Singer Pakistan Limited Cable & Electrical Goods 1877 

22 ACPL Attock Cement Pakistan Ltd Cement 1981 

23 BWCL Bestway Cement Ltd Cement 1993 

24 CHCC Create Cement Company  Cement 1981 

25 DBCI Dadabhoy Cement Industries Limited       Cement 1979 

26 DNCC Dangote Cement Factory Ltd Cement 1983 

27 DCL Dewan Cement Ltd Cement 1980 

28 DGKC D. G. Khan Cement Co. Cement 1978 

29 FCCL Fauji Cement Company Ltd. Cement 1992 

30 FLYNG Flying Cement Ltd. Cement 1992 

31 GWLC GharibwalCemant Ltd.                    Cement 1960 

32 KOHC Kohat Cement Limited Cement 1980 

33 LUCK Lucky Cement Limited                     Cement 1993 

34 MLCF Maple Leaf Cement Factory Limited        Cement 1960 

35 PIC Pioneer Cement Cement 1994 

36 THCCL Thatta Cement Cement 1980 

37 ARPL Archroma Pakistan Ltd Chemicals 1980 

38 BAPL Bawany Air Product Limited               Chemicals 1978 

39 BERG Berger Paint Chemicals 1950 

40 BIFO Biafo Industries Ltd Chemicals 1988 

41 BUXL Buy paint Chemicals 1948 

42 DAAG Data Agro Chemicals 1992 
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43 DYNO Dynea Pakistan Chemicals 1982 

44 EPCL Engro Polymer Chemicals 1997 

45 GGL Ghani Gases Ltd Chemicals 2007 

46 ICI I.C.I Pakistan Ltd.                      Chemicals 1953 

47 ICL Etihad Chemicals Chemicals 1991 

48 LOTTA Lotte Pakistan PTA Ltd Chemicals 1991 

49 LINDE Linde Pakistan Limited  Chemicals 1949 

50 SITC Sitara Chemical Industries Ltd.          Chemicals 1981 

51 SPL SitaraProxide Ltd Chemicals 2004 

52 WAHN Wah-Nobel Chemicals Limited.             Chemicals 1983 

53 PGCL Pak Gum and Chemicals  Chemicals 1982 

54 LGPL Linear Pak Gelatine Chemicals 1983 

55 HCI ShafiChamicals Chemicals 1994 

56 SARD SardarChamicals Ltd Chemicals 1989 

57 NICL Nimir Chemicals Industries Chemicals 1994 

58 PPVC Pakistan PVC Chemicals 1966 

59 BCL Bolan Casting Ltd.                       Engineering 1982 

60 CSAP The Crescent Steel & Allied Engineering 1987 

61 DAX DadexEternet Engineering 1959 

62 DSL Dost Steel Ltd Engineering 2004 

63 HSPI Huffaz Seamless Pipe Industries Ltd.     Engineering 1984 

64 KSBP K.S.B. Pumps Co. Ltd.                    Engineering 1959 

65 PECO Pakistan Engineering Company Engineering 1950 

66 DAWH Dawood Hercules Corporation Ltd Fertilizers 1968 

67 ENGRO Engro Corporation Limited  Fertilizers 1965 

68 FATIMA Fatima Fertilizer Company Fertilizers 2003 

69 FFBL Fauji Fertilizer Bin Qasim Fertilizers 1994 

70 FFC Fauji Fertilizer Co. Ltd. Fertilizers 1978 

71 CLOV Clover Pakistan Food & Personal Care Products 1986 

72 COLG Colgate Palmolive (Pakistan) Ltd.        Food & Personal Care Products 1977 

73 ENGRO Engro Foods Food & Personal Care Products 2005 

74 GLPL Gillette Pakistan Limited                Food & Personal Care Products 1986 

75 ISIL Ismail Industries Ltd Food & Personal Care Products 1989 

76 MFFL Mitchells Fruit Farms Food & Personal Care Products 1933 

77 MUREB Murree Brewery Company Ltd               Food & Personal Care Products 1861 

78 NATF National Foods Limited.                  Food & Personal Care Products 1970 

79 NESTLE Nestle Pakistan Ltd. Food & Personal Care Products 1978 

80 NOPK Fauji/Noon Pakistan Ltd.                       Food & Personal Care Products 1966 

81 QUICE Quice Foods Food & Personal Care Products 1990 

82 RMP Rafhan Maize Products Ltd. Food & Personal Care Products 1952 

83 SHEZ ShezanInternaional Limited Food & Personal Care Products 1964 

84 SCL Shield Corporation Food & Personal Care Products 1975 

85 TREET Treet Corporation Ltd.                   Food & Personal Care Products 1977 

86 UNILEVER Unilever Pakistan Food & Personal Care Products 1949 

87 FL Unilever Pakistan Foods Limited Food & Personal Care Products 1998 

88 ZIL ZIL Limited (Zulfiqar Industries Ltd) Food & Personal Care Products 1954 
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89 GHGL Ghani Glass Mills Limited     Glass&Ceremic 1992 

90 TGL Tariq Glass Limited Glass&Ceremic 1978 

91 BGL Baluchistan Glass Glass&Ceremic 1983 

92 KCL Karam Ceramics Glass&Ceremic 1979 

93 STCL Shabbir Tiles and Ceramics Ltd. Glass&Ceremic 1978 

94 BATA Bata Ltd Leather 1951 

95 SRV Services Ltd Leather 1957 

96 ECOP Eco-Pack Ltd Miscellaneous 1991 

97 GAMON Gammon Pak Ltd Miscellaneous 1947 

98 GRAYS Gray of Cambridge Ltd Miscellaneous 1964 

99 OML Olympia Mills Ltd Miscellaneous 1960 

100 PSEL Pakistan Services Ltd Miscellaneous 1958 

101 STPL Siddiq Sons Tin Plate Ltd Miscellaneous 1966 

102 SHFA Shifa International Hos Miscellaneous 1987 

103 TRIP Tri-Pack Films Miscellaneous 1993 

104 MARI Mari Petroleum Company Limited Oil and Gas Exploration Co 1984 

105 OGDC Oil & Gas Dev. Co Oil and Gas Exploration Co 1961 

106 POL Pakistan Oilfields Ltd.                  Oil and Gas Exploration Co 1950 

107 PPL Pak Petroleum Ltd. Oil and Gas Exploration Co 1950 

108 APL Attock Petroleum Ltd Oil and Gas Marketing Co 1995 

109 PSO Pakistan State Oil Co. Ltd. Oil and Gas Marketing Co 1974 

110 BPL Burshane LPG (Pakistan) Limited Oil and Gas Marketing Co 1967 

111 SHEL Shell Pakistan Limited                   Oil and Gas Marketing Co 1969 

112 SSGC Sui Southern Gas Co. Ltd. Oil and Gas Marketing Co 1954 

113 SNGP Sui Northern Gas Ltd. Oil and Gas Marketing Co 1963 

114 CPPL Cherat Packaging Paper & Board 1989 

115 MERIT Merit Packaging Ltd Paper & Board 1980 

116 CEPB Century Papers Paper & Board 1984 

117 PKGS Packages Limited Paper & Board 1957 

118 PPP Pakistan Paper Products Ltd Paper & Board 1962 

119 SEPL Security Paper Ltd.                      Paper & Board 1965 

120 ABOT Abbott Laboratories (Pakistan) Ltd.        Pharma  1948 

121 FEROZ Ferozsons Laboratories Ltd.              Pharma  1954 

122 GLAXO Glaxosmithkline (Pak) Ltd. Pharma  2001 

123 HINTON Highnoon Laboratories Limited Pharma  1984 

124 SEARL Searle Company Limited  Pharma  1965 

125 WYETH Wyeth Pak Ltd. Pharma  1949 

126 ALTN Altern Energy Ltd Power Generation & Distribution 1995 

127 HUBC Hub Power Company Limited Power Generation & Distribution 1991 

128 KESC Karachi Electric Supply Company Ltd Power Generation & Distribution 1913 

129 KOHE Kohinoor Energy Limited Power Generation & Distribution 1994 

130 KAPCO Kot Addu Power Power Generation & Distribution 1996 

131 NCPL NishatChunian Power Ltd Power Generation & Distribution 2007 

132 SEL Sitara Energy Limited Power Generation & Distribution 1991 

133 ATRL Attock Refinery Ltd.                     Refinery 1978 

134 BYCO Byco Petroleum Limited Refinery 1995 



272 

 

135 NRL National Refinery Ltd.                   Refinery 1963 

136 PRL Pakistan Refinery Ltd.                   Refinery 1960 

137 ADAMS Adam Sugar Mills Ltd.                    Sugar 1965 

138 AABS Al Abbas Sugar Mills Sugar 1991 

139 ANSS Ansari Sugar Sugar 1989 

140 ALNRS Al-Noor  Sugar Mills Ltd.                Sugar 1969 

141 BAFS Baba Farid Sugar Sugar 1978 

142 CHAS Chashma Sugar Mills  Sugar 1988 

143 HABSM Habib Sugar Mills Ltd.                   Sugar 1962 

144 HAL Habib-ADM Limited Sugar 1980 

145 JDWS J. D. W.  Sugar Mills Ltd.               Sugar 1990 

146 MRNS Mehran Sugar Mills Limited Sugar 1965 

147 MIRKS Mirpurkhas Sugar Mills Ltd.              Sugar 1964 

148 SKRS Sakrand Sugar Mills Ltd Sugar 1989 

149 HTML Shah Murad Sugar Mills Ltd Sugar 1987 

150 SASML Sindabadgar's Sugar Mills Ltd Sugar 1984 

151 SANSM Sanghar Sugar Mills Ltd.                 Sugar 1986 

152 TSML Tandlianwala Sugar Mills Limited Sugar 1988 

153 HWQS HaseebWaqas Sugar Mills Sugar 1992 

154 FRSM Faran Sugar Sugar 1980 

155 NON Noon Sugar Mills Ltd Sugar 1964 

156 TICL The Thal Industries Corporation Ltd Sugar 1953 

157 SGMLPS Shakarganj Mills Ltd Sugar 1967 

158 DWSM Dewan Sugar Ltd.  Sugar 1982 

159 HUSS Hussein Sugar Mills Ltd.                 Sugar 1968 

160 RUPL Rupali Polyesters Synthetic and Rayon 1980 

161 AASM Al-Abid Silk Synthetic and Rayon 1968 

162 DSFL Dewan Salman Fibre Ltd Synthetic & Rayon 1989 

163 IBFL Ibrahim Fibre Limited                    Synthetic and Rayon 1987 

164 GATI Gatron Industries Limited                Synthetic and Rayon 1980 

165 PSYL Pakistan Synthetic Ltd.                  Synthetic and Rayon 1984 

166 HTML Hum Network Technology & Communication 2004 

167 PAKD Pak Datacom Limited Technology & Communication 1992 

168 PTC Pakistan Telecommunication Technology & Communication 1995 

169 TELE Telecard Limited                         Technology & Communication 1992 

170 WTL WorldCall Telecom Technology & Communication 1996 

171 NETSOL NetsolTechnologie Technology & Communication 1996 

172 BCML Babri Cotton Mills Ltd Textile 1970 

173 ELSM Elliot Spinning Mills Ltd Textile 1988 

174 ELCM Ellahi Cotton Mills Ltd Textile 1970 

175 FZCM Fazal Cloth Mills Ltd Textile 1966 

176 GADT Gadoon Textile Mills Ltd Textile 1988 

177 JDMT Janana de Mal Textile Ltd Textile 1960 

178 KOHTM Kohat Textile Mills Ltd Textile 1967 

179 NPSML N.P. Spinning Mills Ltd Textile 1991 

180 SZTM Shahzad Textile Mills Ltd Textile 1978 
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181 PRWM ProsperitWeav Mill Ltd Textile 1991 

182 ADMM Artistic Denim Textile 1992 

183 ANL Azgard Nine Limited Textile 1993 

184 SURC Suraj Cotton Mills Ltd.                  Textile 1984 

185 SAPT Sapphire Fibres Textile 1979 

186 GFIL Ghazi Fabrics Textile 1989 

187 CSMD Crescent Textile Mills Ltd Textile 1959 

188 STML Shams Textiles Mills Textile 1968 

189 BHAT Bhanero Textile Mills Ltd Textile 1980 

190 BTL Blessed Textile Textile 1987 

191 DLL DawoodLawrancePur Ltd Textile 2004 

192 FASM Faisal Spinning Textile 1984 

193 HAEL Halla Enterprises Textile 1974 

194 MEHT Mehmood Textile Mills Limited            Textile 1970 

195 MTIL Mian Textile Industries Ltd Textile 1986 

196 NCL NishatChunian Ltd Textile 1990 

197 NML Nishat Mills Ltd.                        Textile 1951 

198 QUIET Quetta Textile Mills Textile 1970 

199 GATM Gul Ahmad Textiles  Textile 1953 

200 IDYM Indus Dyeing Manufact Ltd. Textile 1957 

201 RAVT Ravi Textile Mills Ltd. Textile 1987 

202 SNAI Sana Industries Ltd.                     Textile 1988 

203 ATM Tata Textile Mills Limited               Textile 1987 

204 FML Feroze 1888 Mills Limited Textile 1972 

205 DINT Din Textiles Mills Textile 1988 

206 DMTX DM Textile Mills Textile 1958 

207 NATM Nadeem Textiles Mills Textile 1984 

208 DKTM Dewan Khalid Tax Mills Ltd Textile 1978 

209 ZTL Zephyr Textile Ltd Textile 1999 

210 STML Sapphire Textile Mills Ltd Textile 1969 

211 PMPK Phillip Morris Pak ltd Tobacco 1969 

212 PAKT Pakistan Tobacco Co. Tobacco 1947 

213 PNSC Pakistan National Shipping Corporation Transport 1979 

214 PICT Pakistan Industrial Container Terminal Ltd Transport 2002 

215 BNWM BannuWoollen Woollen 1960 

 

 

 

 

 

 


