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ABSTRACT 
This research investigates the relationship of corporate governance mechanisms with 

cost of capital for the World’s largest multinational companies in Asian countries for 

the period of 2006 to 2015. The cost of capital for multinational firms have been 

represented by cost of equity (COE), cost of debt (COD) and weighted WACC. Three 

regression models have been tested for determining the relationship of each dependent 

variable with corporate governance and control variables. The sample of this research 

is selected from 762 multinational firms in 24 Asian countries listed in World’s 

Largest Public Companies by “Forbes Global 2000”. The results of first regression 

model in which COE has been taken as dependent variable demonstrate that the 

variables of board independence, ownership concentration, sales growth and volatility 

of stock prices have positive and significant association with cost of equity, whereas, 

the variables of audit committee independence, QCG and leverage have negative and 

significant correlation with COE. The results of second regression model in which 

COD has been taken as dependent variable demonstrate that the variables of 

ownership concentration, QCG, leverage, ROA, sales growth and volatility of stock 

prices have positive and significant association with COD, whereas, the variables of 

board independence, audit committee independence and firm size have negative and 

significant correlation with COD. The results of third regression model in which 

WACC has been taken as dependent variable indicate that the variables of ownership 

concentration, leverage, ROA, sales growth and volatility of stock prices have 

positive and significant association with WACC, whereas, the variables board 

independence and firm size have negative and significant correlation with WACC. 

The results depict that better governance practices result in lowering cost of capital 

for Asian multinationals. The validity and robustness of findings related to 

relationship of governance practices and cost of capital have been further verified by 

taking firm’s profitability as dependent variable and governance practices as 

independent variables. The findings depict that governance practices have positive 

impact in improving firm performance. So, it being concluded that governance 

practices results in lower cost of capital and higher profitability for Asian 

multinationals.  

 

Keywords: Cost of equity, cost of debt, WACC, ROA, sales growth, Asian countries, 

multinational firms.
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1.1 Introduction: 

 

The changes in governance practices are mostly the reaction to exogenous 

factors. The high profile corporate failures and scandals, for example, Enron (US); 

WorldCom (US); Tyco (US); British and Commonwealth (UK); OneTel (Australia); 

Maxwell (UK); Parmalat (Italy) etc. occurred internationally stimulated the interest of 

academicians and practitioners for managing situation through concentrating on 

governance systems all around the globe. The need for more transparency and 

accountability in managing and controlling the organizations play an important role in 

firm performance. Hence, several rules, regulations and laws were approved in 

different countries for controlling the governance practices. This study determines 

association of governance mechanisms with capital cost and corporate profitability for 

large multinational firms in Asian countries. There are several governance theories 

and their connection with shareholders’ wealth is a general topic. For example, the 

Stewardship theory recommends that governance is about maximization of 

shareholders’ wealth. This view might be very narrow but nonetheless, it stresses that 

governance and wealth of shareholders are linked with each other. The capital cost is 

a fundamental factor of wealth creation and debates regarding optimum capital 

structure relate it with capital cost and shareholders’ wealth. Up till now the 

relationship of governance practices with capital cost has not been sufficiently 

investigated. 

 

This research empirically examines this issue by utilizing data from top 

multinational firms in Asian countries as empirical studies regarding governance 

practices are comparatively lesser for Asian countries. This research builds on former 

research in many ways: 

 

1. The correlation of governance systems and financial performance of firms is 

explored in past studies but capital cost and governance systems are mostly 

ignored. This research contributes in empirical literature by fulfilling this gap. 

2. Majority of analyses based on governance activities focused on large and 

developed economies UK, US and European economies. The smaller 

economies like Asian countries with substantial agricultural based industries 

may vary from developed economies. The investigations based on Asian 

countries have a significant role in enhancing generalizability and 

understanding relationships of governance practices. 

3. The effect of global financial crisis in developed and modern economies may 

vary from Asian economies. This variance and regulatory changes in corporate 

sector as a reaction to financial crisis also provide a wider understanding 

regarding governance practices.  

4. This study provides several experiences regarding governance practices and 

capital cost as the Asian countries are extremely different with respect to 

legislations, capital structures and capital cost. 

5. The main concern of practitioners and academicians is attaining the most 

feasible method for calculation of capital cost. The development of a method 

for calculating capital cost in Asian countries is the main contribution of this 

research in financial literature. 

 

The governance practices concentrates on characteristics of boards in 

organizations and as described by Castellano (2000), the board directors performs a 
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crucial role in monitoring and controlling performance of managers. The significance 

of this function has been highlighted in several conferences and debates (OECD, 

2009; Erkens, 2012). Though the significance of governance mechanisms has been 

examined since past four decades, several debates and controversies recommend that 

it’s not effective in its current form. (Gugler, 2001). Various recommendations have 

been offered and series of organizational failures have provided evidence of weaker 

governance practices. The matter of policy making relating to capital cost has not 

been highlighted in previous discussions. 

 

The firms which depend mainly on local resources for capital financing, the better 

governance mechanisms will assist in several ways: 1) it will improve the trust of 

local investors 2) reduction in capital cost 3) reinforcing better performance of 

financial markets and eventually encouraging stable financing sources (OECD, 2004). 

The businesses which depend on international financing have accessibility to a larger 

group of investors. So, if they desire to take benefits of working in bigger capital 

markets and obtain capital financing at a lesser cost, their governance mechanisms 

should be reliable, understood globally and have worldwide accepted principles 

(Stulz, 2007). 

 

Simply, we can define governance as mechanisms which deal with systems 

through which fund suppliers guarantee themselves of obtaining a return (Shleifer, 

1996). Therefore, examining governance practices as effective factors in improvement 

of organizations and their role in capital cost emerges as a significant issue. Various 

characteristics of governance are studied in theories and as a concise background, 

year of origin, assumptions and major issues related to theories have been presented in 

Table 1.1.  

 

These theories assist academicians and practitioners in understanding the 

situations and enhance their decisions. The similarities and variations in these theories 

make analyses more attractive and all of these theories emphasize the significance of 

stockholders’ wealth. The governance theories namely Agency, stewardship, 

stakeholder, managerial hegemony and resource dependency have emphasized 

significance of stockholders’ wealth.  Agency theory recommends that stockholders’ 

wealth should be secured though interests of managers and stockholders might be 

different. 

 

The wealth of Shareholders is key concern in stewardship theory because it 

implied that same interests of shareholders and managers will result in higher 

company value. The Stakeholder theory argues that board directors will concentrate 

on enhancing shareholder’s wealth rather than wealth of company; hence, based on 

this theory, board directors need a greater level of control. The managerial hegemony 

and Resource dependency theories suggest that board directors need higher control for 

better performance and protecting wealth of shareholders. This research attempts to 

solve problems highlighted by these theories by utilizing variables associated with 

governance practices and measure their impact on capital cost and firm profitability. 

The differences in functions and assumptions of these theories create more confusion 

regarding these theories. The variation in stewardship theory and agency theory is an 

illustration as the latter theory recommends that managers and owners have different 

interests whereas the former theory describes the opposite view.  
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The agency theory proposes that board chairman and CEO should be separate 

persons for increasing level of control, whereas the stewardship theory implies that 

chairman and CEO duality will smooth organization’s decisions. Hence, some of 

these theories suggest a high level of control whereas some other theories depend on 

loyalty and honesty of board.  

 

Table 1.1: Corporate Governance Theories 
Theory Assumption

s 

Year of 

Origin 

Board Member 

Role 

Main Board 

Function 

Key Issues 

Principal-

Agent 

Theory 

The interests 

of owners  

may be 

different 

from interest 

of managers 

From 

1930s 

onwards 

Supervisor 

(Elected for 

representing 

interest of owners 

and remain 

independent from 

administration) 

Conformance: 

--To protect 

resources, owners 

and interests 

--To Supervise 

staff/management 

 

 

The Stress on 

control may 

restrain risk 

taking & 

innovation, and 

decrease 

motivation of 

the staff 

Stewardship 

Theory 

Managers 

and Owners 

have same 

interests 

From 

1990s 

onwards 

Partner (Selected 

because of 

expertise) 

Improving 

Performance:  

--Add value in top 

strategy/decisions 

--Partner 

management 

The proposals 

and systems of 

Management 

may not be 

offered enough 

scrutiny  

Stakeholders 

Theory 

The Diverse 

stakeholders 

have valid 

but different 

attractions in 

firms 

From 

1970s 

onwards 

Denote views of 

different 

stakeholders 

Political: 

--Denote & 

balance interests 

of different 

stakeholders  

--Formulate 

policy 

--Control 

Executives 

Board member 

may promote 

stakeholders 

interests rather 

than the 

organization’s 

interests. May 

be difficult to 

agree 

objectives 

Resource 

Dependency 

Theory 

Company 

survival 

depends on 

maintaining 

coalition of 

support for 

obtaining 

legitimacy 

& resources  

From 

1970s 

onwards 

Supporter (elected 

due to resources 

or influence they 

may bring) 

External 

Influence: 

--Secure 

resources 

--Improve 

relations of 

stakeholder 

--Bring external 

view 

External focus 

of board’s 

members may 

mean internal 

supervision is 

ignored. 

Board’s 

members may 

lack expertise. 

Managerial 

Hegemony 

Theory 

Managers & 

Owners 

have 

different 

interests but 

managers 

control key 

levers of 

power. 

From 

1980s 

onwards 

Symbolic Legitimacy: 

--Ratify decisions 

--Support 

management 

--give legitimacy 

Managers may 

follow their 

own interests at 

the cost of 

owners. 

Managers 

obtain little of 

value from 

board.   

Source: Salman Afkhami Rad (2014). 

 

The literature has used a wide variety of variables related with governance. 

Mostly selection of variables appears to be made by data accessibility instead of 

association with an underlying theory. Subsequently, a gap emerges between the 

positivists and normative research in field of governance. The agency theory has 
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obvious finance implications and presents an effective umbrella for filtering and 

consideration of variables. The board’s size along with independence & diversity, 

managerial ownership, block ownership, CEO tenure & duality are some of extremely 

significant factors considered in agency theory. Within framework of agency theory, 

characteristics of managers and shareholders should support wealth of shareholders.  

The major limitation which prior research faced will be covered under this 

study. This limitation is data relevance as performance measures utilized in past 

studies might have been maneuvered by managers for portraying an improved 

performance of their firms (Tilden, 2012; Isa, 2011). Few organizations may wish to 

maneuver data correlated with performance measures which are used in almost all 

evaluations for the firms. This study will use values for cost of capital instead of 

performance measures for overcoming this shortcoming. Though capital cost may not 

denote firms’ performance but it can be utilized for assessing firms’ situations (Exley, 

2006). Utilization of capital cost will keep this research away from manipulated 

dataset as there are lesser chances for manipulation of cost data. Hence, an improved 

picture regarding governance practices would be offered in this study. 

The empirical literature specifies that better governance practices improve 

firm performance (MacAvoy, 2003; Klapper, 2003; Chahine, 2004; Brown, 2006a, 

2006b). Sound governance practices assist shareholders and managers to anticipate 

the future in the following ways: 1) Improved governance mechanisms result in more 

cash flows for stockholders instead of expropriation of stockholders’ wealth by 

managers of the organization (La Porta, 2002; Jensen, 1986). 2) Improved governance 

activities lower monitoring and facilitate organizations to efficiently decrease 

expenses (Beiner, 2004). Burton (2000) considers that monitoring the behavior of 

managers for limiting managerial discretion will result in decreasing the agency costs.  

The countries implemented new rules and regulations for improving the 

governance mechanisms. The US implemented new regulations in Sarbanes Oxley 

Act (SOA 2002) concerning special characteristics of governance practices. Other 

economies like UK, New Zealand, Australia, Canada and Asian countries also utilized 

same rules and regulations related to governance. These countries expect that firms 

which employ these rules and regulations have a certain governance mechanism 

which assists them in enhancing efficiency. Currently, the governance practices and 

codes which highlight conformity and accountability have expanded all over world 

(Edwards, 2005). 

Different organizations and institutions have published a variety of principles 

and codes related to governance practices. These institutions attempt to direct the 

firms regarding implementation of most up to dated governance principles and codes 

for improving performance of the companies (Edwards, 2005). These principles and 

codes are very comparable in few areas and general emphases of these principles and 

codes are CEO and chairman separation, independent board directors and independent 

sub-committees. 

The weaker governance processes and bad performance of businesses made 

domestic and foreign investors believe that lack of better governance practices led 

firms to face recent financial crisis. The other studies also have the similar opinion 

about the function of governance practices. Johnson et al., (2000) has indicated that 

behavior of businesses in emerging economies during financial crisis of 1997-98 is 
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more reasonable when factors of governance practices are used instead of macro-

economic factors and the behavior of organizations can be anticipated through the 

assessment of governance factors. The crisis in Asian countries and failure of larger 

firms acted as a signal for Asian economies to support the market efficiency through 

employing better governance systems. 

1.2 Motivation of the Thesis:  

The matter of Governance practices has received significant attention 

internationally specifically by institutions like the OECD, which published 

Governance principles in 1999, afterwards revised in year 2004. As a result of 

scandals which shocked the capital markets in US (for example Enron or WorldCom), 

the SOA was passed on 30thJuly, 2002. Inversely to published reports within other 

European economies, where these measures held structure of recommendations, this 

act was implemented as legislation which put a strong influence on US markets and 

listed firms. Therefore, it becomes significant in understanding the notion of 

governance procedures and their impact on stakeholders and organizations. The 

governance indicates to the mechanisms which affect the decisions taken by the 

managers in existence of control and ownership separation. (Larcker et al., 2004). 

The past studies examined association of governance procedures and 

performance of companies and mostly depicted a positive association of better 

governance systems with value of companies. The positive influence on value or 

performance influenced by better governance mechanisms can be affected by various 

variables, for instance, a current research by Claessens and Yurtoglu (2013) describes 

that improved governance practices provide benefits to organizations through more 

approach to financing, lesser capital cost, sound organizational performance and 

increased favorable dealing for all stakeholders. 

However, there is a gap in existing literature for effect of governance practices 

on business performance. Certainly, there are various analyses which investigate 

influence of governance on business performance by focusing on cost of equity 

capital, but there are very limited studies which focus on debt cost and WACC. This 

gap is more obvious if we notice that the prior studies have used just few features of 

governance practices (like ratio of external auditors, board independence, etc.), 

instead of utilizing a governance score. Furthermore, most of the analyses focused on 

developed economies and the analysis for Asian economies have been ignored. 

Additionally, there is no study which has determined relationship of governance 

practices with capital cost for multinational companies in general and for Asian 

multinational companies in particular. Additionally, there is no research which has 

investigated association of governance practices with business performance for Asian 

Multinationals. These gaps in existing literature offer strong motivations to conduct 

this research as findings of this research will bridge these gaps in empirical literature. 

This research investigates whether quality of governance practices could result 

in a lower debt cost, equity cost and WACC utilizing a sample of top multinational 

firms in 24 Asian countries from Year 2006 to Year 2015. This study aimed to 

perform panel data analyses to analyze relationship between company’s governance 

quality and their debt cost, equity cost and WACC. This research conducts empirical 

analysis for top Asian multinational firms, correlating characteristics of governance 
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with the debt cost, equity cost and WACC along with controlling other factors such as 

level of leverage, firm size and volatility. 

The study regarding Asian multinationals is very important as there are 

significant differences between Asian domestic and multinationals firms. The simple 

and important theoretical logic which suggests that multinationals will be different 

from domestic firms is that multinationals are usually claimed to hold comparatively 

larger quantities of knowledge based, proprietary intangible assets associated with 

management, marketing and production technology. Certainly, some researchers (e.g. 

Dunning (1993) suggested that ownership of these advantages is an essential 

requirement for a business to become a multinational. The ownership of such assets is 

crucial as firstly it proposes that multinationals will be more efficient as compared to 

domestic firms which may be revealed in different ways like larger business or plant’s 

size, greater factor productivity and more factor returns, higher intensity of 

technology and capital for multinationals. Secondly, marketing-related assets for 

multinationals are usually concerted in international marketing which imply that 

multinationals will be able to utilize more opportunities in overseas markets as 

compared to domestic businesses and therefore, they may have higher imports or 

exports. Thirdly, multinationals may be also larger than domestic firms as 

multinationals are commonly larger firms which operate globally or region-wide 

basis. 

Ramstetter (1999) compared Asian multinationals with Asian domestic firms 

and found that Asian multinationals are usually much larger as compared to domestic 

companies in Asian countries. This finding is true whether business size is considered 

through number of employees or plants or through real production per plant or firm. 

This conclusion is similar with views that multinationals are mostly larger firms. 

Average labor productivity was also found significantly higher for Asian 

multinationals. The author also found significant differences in average capital 

productivity of multinationals in comparison to domestic firm in Asian countries. The 

researchers concluded that Asian multinationals are relatively larger in size and have 

relatively higher average labor and capital productivity, capital intensity, skilled labor 

intensity, R&D intensity, profitability rates and trade propensities.  

Therefore, based on the results, the research will decide whether the 

governance practices have negative or positive influence on cost of debt, equity and 

WACC for Asian multinationals. This study has an extremely significant practical 

relevance as based on the conclusions of this study; we will be in a position to present 

the evidence that if the firms can improve their governance practices, whether they 

can acquire financial gains in form of lesser debt cost and equity capital. 

1.3 Corporate Governance Environment in Asian Countries: 

This section presents brief discussion regarding governance conditions in 

different Asian countries namely China, Japan, South Korea, Taiwan, Hong Kong, 

India, Pakistan, Thailand, Malaysia, Singapore, Indonesia, Russia and Saudi Arabia.   

Governance in China: 

Governance mechanisms in China has developed and emerged as China has 

moved from planned economy towards market economy. The growth of Chinese 
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capital markets and development of firms from governmental affiliates to modern 

businesses have made it indispensable to develop a different framework of 

governance mechanisms. 

Until 1978, majority of the businesses in China were owned by the state. The 

major feature of these enterprises was its unified, administration-driven and collective 

governance. The businesses were mostly managed through “administrative” measures 

and ranked according to size, level of government concerned and affiliation of the 

firm. The production strategies for the businesses were determined by the government 

instead of market according to national plans and associated sub-plans. The Chinese 

economic reforms developed in urban areas as a result of 3rd Plenary Session during 

1978. The center piece of reforms was revitalization of state owned enterprises 

(SOEs) for making them further efficient through restructuring older organizational 

system. Initiated by SOEs reforms, the attention of China regarding governance 

increase as SOEs tried to place a modern organizational system. The governance in 

China made solid progress as increasingly more firms were listed. The governance 

development in China has been a thirty years process which is segregated in four 

stages. 

The first stage was characterized from period of 1978 to 1984 and the main 

characteristic of this stage was decentralization. During 1979, the State Council of 

China announced several policies and principles on reforms for the management 

mechanism of enterprises. The purpose of these new policies was to realign the 

relation of state with its organizations, to offer managers of SOE additional freedom 

in decisions and to swap direct state’s control on its enterprises with a managerial 

model which supplements economic incentives along with state’s direct control. 

Favorable methods in the form of fixed-assets investment, depreciation of assets and 

management of working capital were offered to the enterprises for expanding their 

motivations for improved organizational performance.  

The second stage covered the period from 1984 to 1992 and the main 

characteristic of this stage was the amendment in profit distribution of enterprises and 

formulation of managerial responsibility mechanism. Prior to the reform, all the 

profits of enterprise were taken by state, whereas, after this reform, net profits of 

medium and large enterprises were taxed and after tax net profits were divided by 

enterprise and state. Moreover, Managerial Accountability system for enterprises was 

also implemented. During 1984, initially the suggestion that the management and 

ownership of SOEs should be separated was proposed. Since 1987, the conversion of 

operational mechanisms for the SOEs turns out to be the priority of these reforms. 

Based on the assumption that management and ownership of businesses can be 

separated, the key reform of business operational models for SOEs was originated and 

contract-based responsibility procedure was established. During month of July 1992, 

Chinese State Council prepared and announced the regulations regarding conversion 

of operational procedures for industrial businesses, assigning fourteen independent 

operational powers to state owned enterprises, thus increasing the speed at which 

these enterprises shifted to market economy from planned economy. 

The third stage covers the period from 1993 to 2003 where formation of 

modern organizational system was most important element of SOE reforms. During 

1993, it was realized that efforts are required for transforming the management 

mechanisms of SOEs and to develop a modern organizational system which satisfies 
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the requirements of market, with precisely described ownership structure, 

responsibilities, rights and characterizes separating government from businesses. 

The modern businesses can have various organizational forms on basis of 

capital composition. Practicing the organizational system in SOEs verified to be an 

effective method for building the modern organizational system. The Chinese 

Company Law promulgated in the month of December 1993 and presented legal 

assistance for establishing the modern organizational system and placed the base for 

Chinese governance mechanisms.  

In the year of 2001, China entered in WTO and started to implement the 

OECD principles regarding Governance and improve governance practices of Chinese 

firms. The CSRC released Governance Code of firms in year 2002. It is based on 

OECD Principles regarding Governance Practices and offers specific deliberation to 

conditions and unresolved matters of Chinese firms.  

The fourth stage covered the period from year 2004 to to-date and the 

historical restraints to better governance of listed firms begun to be progressively 

addressed from year 2004 and onwards. The government regulators such as CSRC 

helped in constantly improving the governance level for businesses. The Chinese 

State Council disseminated opinions for promotion of reforms, establishment and 

stable growth of Chinese markets in year 2004, explaining strategically significance 

of capital markets for economy’s development and outlining plan to resolve several 

long-standing issues.  

After accomplishing the reforms on non-tradable stocks and collecting the 

debt arrears, the CSRC introduced three year movement in March 2007 to support 

governance practices of firms. During this movement, the firms identified current 

issues of governance and performed comprehensive, effective correction of misuse of 

business resources by major stockholders, partial separation of personnel and funds 

between firms and controlling shareholders, inappropriate procedures by the board 

directors, supervisor boards and stockholders’ meetings, and ineffective internal 

control systems. 

Corporate Governance in Japan: 

The governance mechanism of Japanese listed companies is centered on the 

Commercial Code which is the law that controls the relation between shareholders 

management. The law is revised several times with purpose of supporting the 

governance mechanism. In the year of 1993, the law initiated what was known as 

kansayaku system, which demanded that a firm should introduce a board which would 

have minimum of three statutory auditors (called as kansayaku), comprising of one 

outside auditor. Additionally, the rights of stockholders were also improved by: (i) 

decreasing the minimum proportion of stocks possessed by those eligible to demand 

for inspection accounting records from ten percent to three percent (ii) decreasing the 

legal fee of stockholder class-action lawsuits to Yen 8200. Previously, the business 

management was supervised through the ‘main bank system’, where the bank of a 

firm was generally its major stockholder and also the primary lender.  

The effect of the major banks deteriorated resulting from the burst of bubble 

economy in early 1990s. Ever since that event, the stockholders of the organizations 
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listed on Tokyo Stock Exchange (TSE), comprising foreign and institutional 

investors; have started to exercise increased influence and control on business 

management. There is a significant increase in foreign institutional investors whose 

share holdings have increased from 7.7 % in 1993 to 27.6 % in 2007 (TSE 2007). 

Before 2001, the kansayaku were the only authority authorized to conduct 

audits to assess whether directors have properly performed the activities of their firm. 

However in 2001, Commercial Code was reviewed for improving governance 

practices by imposing that kansayaku should be better qualified, ready to execute 

rigorous monitoring and also ready to exercise more authority. According to this 

revised code, every business should have five to seven kansayaku, at least half of 

them must be the outsiders and they should be completely unaffiliated with the firm 

previously. The kansayaku are responsible to establish and maintain better 

governance practices, to attend board meetings and other vital meetings and to 

express their views when it is necessary. 

During 2002, the Japanese government proposed a new governance 

mechanism which allowed Japanese firms to choose the kansayaku system or a newly 

proposed committees system. Under this committees’ mechanism, three committees 

of the directors are established namely auditing committee, compensation committee 

and appointment committee. Each committee must have outside directors which 

should be greater than half of total directors, even though complete board may include 

majority of insider directors.  

Conventionally, the governance mechanism in Japan emphasizes to balance 

interests of several stakeholders which include managers, shareholders, creditors, 

customers, suppliers, employees and communities. The boards of Japanese firms were 

mostly dominated by the insiders, for instance, many executives and directors in 

Japanese firms are employees of these firms previously. Therefore, the boards of these 

companies could not exercise their authorities effectively for monitoring the 

management. 

But, the issue of cross shareholdings and declining function of banks along 

with several corporate scandals has resulted in reestablishment of governance 

mechanism in Japan. This issue became a hot concern not only in firms but also for 

academic researchers and governmental agencies.  

Even though the committee system provides higher protection for minority 

shareholders and outsider stakeholders in comparison to kansayaku system, 97.3 

percent of Japanese businesses prefer to implement kansayaku system. Up to 2008, 

the committee system was only implemented by 2.7 percent of listed firms. 

In spite of smaller implementation of committees system, the researchers 

claimed that increase in international shareholdings has a huge influence on 

governance practices in Japan (Ahmadjian, 2007). For instance, since 2002, Japanese 

companies reacted to the requirements of institutional investors by implementing 

executive officers and employing the requirements mentioned in Commercial Code 

(2001) through selecting more independent auditors. Nevertheless, though the 

prospects for organizations to develop the level of their governance practices have 

enhanced in recent past, the slower acceptance of committees system has resulted in 
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criticism that the governance atmosphere in Japan is still not able meet the 

international standards (ACGA, 2008). 

Apart from the above mentioned reforms, the standards of governance applied 

by the Japanese companies have been criticized extensively by empirical researchers 

and investors for more than last 20 years. Even in year 2008, it was claimed that the 

managers of Japanese businesses are unaccountable to stockholders, consider the 

balance sheets of the company as a ‘corporation’s savings boxes’ and, in several 

situations, ‘manage joint investment programs with large portion of stockholders 

resources, which they are not authorized to manage’ (ACGA, 2008).  

The supporters of the Japanese governance mechanism claim that this model is 

more supportive for other organizational stakeholders like employees, suppliers, 

customers, and Japanese society in general (Yoshimori, 2005; Jackson & Moerke, 

2005) and offers more benefits to junior workers (Kubo, 2005).  

Corporate Governance in Taiwan:  

The board structure of organizations has two main forms: the Anglo American 

form and the German form which are also called the one tier form and two tier form 

respectively. Generally, the Anglo American System of board structure associated 

with US and UK depends on the board of directors and various subcommittees for 

monitoring the management; whereas, the German structure depend on a supervisory 

board for monitoring management board, while this board concentrates on 

management of the firm. The board structure is dependent on the economic and 

political conditions of the concerned country. Many of the Asian economies follow 

German based governance mechanism as they have first transplanted the corporate 

law and regulations from European legal systems. The corporate board structure in 

Taiwan is usually based on Japanese style governance mechanism which is revised 

form of German governance mechanism. 

The governance of Taiwan and Japan varies from the traditional German 

governance system as the position of statutory supervisor in Taiwan and Japan is 

weaker in comparison to the Germany. The supervisory board in Germany has 

authority of appointment and removal of the directors; but in Taiwan and Japan, the 

board nominates the supervisors and shareholders have the right to elect the 

supervisors. Additionally, the Taiwanese statutory supervisors do not operate as a 

board collectively as compared to the case of Germany and Japan; rather, they operate 

individually. Based on Corporate Law of Taiwan, the supervisor is an autonomous 

supervisory institution accountable to conduct audit of the business circumstances of 

firms and to assess performance of managers and directors. But, a supervisor only has 

the right for attending board meetings but don’t have the voting right. Additionally 

based on pre-reform law, there is no specific qualification for supervisors, therefore, 

practically; several supervisors are friends or relatives of the controlling shareholders, 

founding family, top managers or directors. Consequently, most of the statutory 

supervisors in Taiwanese public listed firms are only “rubber stamps.” 

Due to Enron and other prominent corporate fraud cases, the US Congress 

enacted the Sarbanes Oxley Act (2002) which has placed immense reliance on 

independent/outside directors along with audit committees to monitor both 

organizations’ internal control structure and reliability of companies’ financial 



12 
 

reporting systems. Based on the implementations of SOX in US, many of the Asian 

countries, such as Japan, China, South Korea and Taiwan, introduced corporate board 

reforms in order to be aligned with the governance structure of the US. Due to local 

corporate fraud scandals, the financial authority of Taiwan has introduced the 

institution of independent/outside directors for enhancing the function of corporate 

monitoring. During 2002, the Taiwanese Stock Exchange (TSE) started to take the 

leading function in demanding all new business to include minimum of two 

independent directors and also one independent statutory supervisor. Nevertheless, 

TSE is yet hesitant to implement these requirements for all listed businesses due to 

intense opposition of the industry. As an alternative, the TSE implemented the 

“disclose or comply” method to obligate all listed firms to disclose the 

“independence” of the supervisors and directors as defined by the TSE. Since then, 

progressively more public organizations have willingly retained the independent 

supervisors and directors. 

Up to 2006, the proposal for Taiwan’s government regarding corporate board 

reforms has initiated huge debate among researchers and practitioners in Taiwan. The 

major concern is whether the Taiwan should initiate the policy of independent 

directors and abort the statutory supervisor’s institution. Ultimately, the Congress 

resolved the conflict through revision of Securities & Exchange Act during 2006 to 

provide the public firms the choice to decide whether they want to employ 

independent directors or not.  Additionally, the public organizations also have the 

choice to decide whether they want to develop the audit committees or not. The law 

obligates that if the businesses do implement the above mentioned options, then they 

need to abandon the statutory supervisor’s institution. This revision is basically 

similar to the 2002 reform in Japanese board which also permits the companies the 

option to select the board structure of US style or traditional board mechanism. The 

Taiwan’s law provides Financial Supervisory Commission (FSC) the authority to 

require that any public organization (1) should have independent/outside directors on 

the company board or (2) replace the statutory supervisor with the audit committee, 

which should comprise a minimum of three independent/outside directors and at least 

one of them should have financial expertise. 

Thus, the fundamental policy objective of Taiwan is to standardize the board 

structure of all public listed companies and to support the monitoring operation of 

company boards. In the month of March 2006, FSC has directed to all public listed 

financial companies and non-financial listed companies having equity value of more 

than US $ 1.6 billion; must have minimum of two independent/outside board directors 

and also total independent/outside directors should not be lesser than one-fifth of the 

total board members. Up to 2009, there are 279 firms listed on TSE which have 632 

independent/outside directors on their boards, i.e., 38.2 % of firms listed on TSE have 

minimum one independent board director and still 61.8 % of firms listed on TSE do 

not possess any independent board directors. 

Currently, there are three different forms of board structures in Taiwan’s 

public listed firms, i.e., companies having independent board directors and audit 

committees (without statutory supervisor); companies having independent board 

directors and also statutory supervisors (without audit committees) and the companies 

having only the statutory supervisors. Generally, the larger businesses and newly 

listed public firms should have minimum of two independent board directors. The 
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other businesses have the opportunity to select from the three types of board 

structures.  

Corporate Governance in Hong Kong: 

The governance system of Hong Kong started to improve in early 1990s. 

Except one main comprehensive review of governance in early 2000s, majority of the 

reforms has been incremental and issue-specific. The framework for governance is 

obtained from four major sources: the Companies Ordinance (CO), Listing Rules for 

Stock Exchange of Hong Kong (SEHK), the Securities and Futures Ordinance (SFO) 

and Governance Code (CGC). These four sources are the obligations of various 

regulatory authorities and Government of Hong Kong.  

During year 2000, the Financial Secretary requested the SCCLR to conduct a 

thorough assessment of governance mechanism in Hong Kong for identification and 

bridging any existing gaps. The SCCLR conducted the Governance Review (CGR) in 

two different stages and published the reports during July 2001 and also in June 2003. 

These reforms suggested a wide range of reforms, both non-statutory and statutory, 

regarding directors, boards, shareholders, auditing standards, financial reporting and 

auditing requirements. Many of these reforms, particularly related to remedies of 

shareholders were employed in the amendments of Companies Ordinance 2004. 

Along with reforms in company law, various crucial reforms with respect to 

governance mechanism were made regarding rules and regulations of securities in 

Hong Kong. By having success to attract foreign investors, these reforms originated 

transformation of Hong Kong into an important international financial hub. 

Even though the SFO, Listing Rules and CO contains considerable 

requirements of governance, they do not give an overall guidance regarding better 

governance system because it is not their basic regulatory activity. However, an 

important element is that significant factors of better governance practices are 

available in non-legal requirements, usually characterized as ‘best practices’ and 

generally available in codes of conduct. The earlier Hong Kong’s Code which was 

issued by SEHK required several significant measures of governance for listed firms. 

These measures include audit committees which is required since the year 

1994. This code was substituted with Hong Kong’s Code for Governance Systems 

which was employed during January 2005. During the year 2010, the HKEx 

introduced a major revision of this Code which recommends major changes in 

requirements for governance in the CGC and Listing Rules. Many amendments were 

accepted with public consultation which includes requirements at least 1/3 of the 

board to be independent, establish remuneration committees along with the addition 

of new chapter related to the functions and roles of firms’ secretaries in CGC. These 

amendments were applied in different phases in 2012. 

Corporate Governance in Thailand: 

The fundamental principles of governance practices are accountability, 

transparency, responsibility, equitable treatment, ethics and vision. As the financial 

crisis of 1997 destroyed the business conditions in Thailand, it became evident that 

the weaker governance systems may have increased the seriousness of the difficulties. 
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A closer investigation of governance mechanisms of several Thai companies would 

have exposed that the local governance systems did not correspond to international 

expectations and standards. 

Just after the period of financial crisis, the governance systems developed 

from nearly scratch to the acceptable international standards. During five years, the 

awareness of better governance systems had increased, resulting with the Prime 

Minister labeling the year 2002 as “The Year of Good Governance”. Focusing on 

governance procedures, the Prime Minister of Thailand formed a national commission 

on governance. Investors, regulators, together with professional and government 

institutes have initiated several activities such as the Yearly board awards, seminars, 

conferences, studies and company ratings to benchmark governance practices.  

The Deputy Secretary General of Securities & Exchange Commission (SEC) 

of Thailand defined the challenges to develop governance practices in a speech during 

1999. He noticed that an organization’s board is the major element for better 

governance systems and they must be responsible for its functions. Three particular 

methods to strengthen governance systems were defined: rules and regulations, 

market forces and institutional setup. The SEC proposed reforms to reflect the 

governance practices.  

Some of major governance reform efforts are as follows: the bases for better 

governance systems pre-date the period of 1997 crisis. Rules & regulations regarding 

public firms, bankruptcy, securities exchange, disclosure standards, accounting and 

other conditions were already present. The basic elements missing from broader 

acceptance of better governance systems were enforcement and incentives. The 

aftershocks of the financial crisis offered more impetus for reforms. Therefore, new 

rules and regulations, profession organizations and guidelines were founded rapidly in 

different phases. The activities which were addressed include shareholder rights, 

disclosure, practice of directorship, accounting standards and bankruptcy reforms. 

Significant development was evident by the late year of 2000.  

Thai institutions and regulators have applied accounting/auditing standards 

and reforms, reinforced the disclosure rules and also improved professional 

organizations which guide the auditing and accounting professions. Nowroozi 

identifies that implementation is the major task while attempting to develop 

governance systems. Another landmark of governance reforms arrives in year 2001 

when the SET published its statement for governance practices. The statement 

established recommendations, principles and best practices guidelines for the board, 

directors, management, stockholders, business ethics and risk management.  

The government of Thailand called the year 2002 as the “Year of Good 

Governance”. A committee for governance at national level was founded, presided by 

the Prime Minister. This committee comprises the representatives from Ministries of 

commerce and Finance, Bank of Thailand and regulatory authorities like SEC and 

SET. The representatives of the industry are also involved through the involvement of 

representatives of Thai Chamber of Commerce (TCC) and some other institutes. The 

National Committee also includes various subcommittees to perform particular tasks 

in the field of accounting, law, banks, financial organizations and public firms many 

other organizations as well. 
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Corporate Governance in Singapore:  

Singapore holds a balanced attitude about governance systems, recognizing 

the significance to keep up with international standards of governance practices and 

also requirement to adapt these standards for businesses of different types and sizes. 

The governance system of Singapore comprises a combination of mandatory rules & 

regulations, taken primarily from Companies Act (CA), Securities & Futures Act 

(SFA) and Listing Rules of Singapore Exchange Securities Trading Limited (SGX) 

for listed firms and recommendations for best practices of Governance code (Code) 

released by the Monetary Authority of Singapore (MAS). The financial organizations 

like banks, financial holding firms and insurance companies follow the guidelines 

regarding governance practices released by MAS which enforce more stringent 

conditions. Initially the Code was employed in year 2001 and revised in year 2005.  

This Code is applicable to only those firms which are listed at SGX. Under a 

‘comply or explain’ system, the compliance of the Code is not obligatory and the 

firms are required to reveal any variation from the Code guidelines and to specify a 

proper justification for such variation. The governance system of Singapore is 

presently under extensive revision with a council and committee establishes to 

undertake revision of the Code and CA respectively. The SGX has also issued a 

Consultation Paper (Consultation) on proposed measures for enhancing governance 

practices which are still not implemented. During crisis of 2008 when problems of 

numerous firms listed at SGX highlighted especially for the Chinese firms listed at 

Singapore Stock Exchange, as many firms failed in repayment of debts and revealed 

deficiency in governance practices and errant management and directors, governance 

problems have highlighted significantly in Singapore’s media and business 

community.  

The Governance matters which have obtained attention recently involve the 

role of outside directors and the restrictions on number of years which they can 

perform and number of directorships which they can possess. One characteristic of 

Singapore’s governance mechanism is that SGX is a regulator also along with listed 

securities exchange. This has resulted in criticism from governance analysts and the 

media regarding the effectiveness of SGX in both roles simultaneously, because of the 

integral conflict of interests which may occur. Being the regulator, the consequences 

that SGX can enforce on firms for violations of Listing Rules include a series ranging 

from public criticisms and warnings to delisting and suspensions for severe breaches. 

Additionally, when SGX observes that a firm has committed offence, the SGX will 

transfer the issue to MAS or some other suitable authority to have more follow-up and 

investigation. 

Although violations of Listing Rules are not offenses in themselves, SFA 

considers it as an offense if a firm is obligated to provide SGX of information related 

to specific matters or events according to the Listing Rules but recklessly or 

intentionally fails to notify the information. If a firm has a failure negligently, it will 

not be considered as an offence but will expose the firm to civil penalty under the 

SFA rules. The MAS is a statutory authority which is responsible for SFA supervision 

and it also administers regulatory functions of SGX as MAS has assigned specific 

powers based on SFA for plugging the gaps in overall regulatory structure. As a self-

regulatory organization (SRO), the SGX includes a board committee and regulatory 

conflicts committee which comprises of independent directors for supervising the 
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SRO conflicts of SGX and assesses the resources sufficiency of SGX’s regulatory 

activities. The other major participants in governance structure of Singapore involve 

the Securities Investors Association of Singapore (SIAS) which denotes the minority 

investors and the Singapore Institute of Directors (SID) which is the state organization 

of firm directors. Although the SID and SIAS denote separate interest groups but they 

supported the improvement in Singapore’s governance systems. Practically, the SID 

and SIAS are frequently asked for their observations before implementing the crucial 

regulatory changes which would affect the directors and investors. For example, the 

Chairman of SID’s governing council and SIAS President are both the members of 

particular committees examining the changes in CA and Code. This represents 

collaborative attitude of Singapore regarding regulation for ensuring that the industry 

views are understood and considered before implementation to minimize the problems 

which proposed regulations may cause in the market.  

Corporate Governance in Russia:  

Most of the Russian companies are family controlled and extremely 

concentrated which results in considerable expropriation of creditors and smaller 

stockholders. Therefore, Russian businesses generally face problems to secure 

external financing and mostly use internal investment (Blasi & Shleifer, 1996). 

Till 2002, there are no recognized accounting standards and official 

governance mechanisms to ensure corporate integrity in firms which stimulates 

financial markets and investment incentives. Smaller protection for property rights 

was a preferred strategy of rich in a country with higher income inequality. This 

causes substantial undervaluation of Russian companies which forced establishment 

of improved governance practices for inducing external investors. In March 2000, Mr. 

Putin superseded Mr. Yeltsin with an objective to reaffirm Kremlin control on cash 

strapped and chaotic economy. Firstly, there were major tax reforms in 2001 which 

reinforced tax management and enforcement through the centralized state (Desai et 

al., 2007).  Secondly, Russia rapidly adjusted their bankruptcy and company laws 

with Western standards and initiated the codes of governance in year 2002. But, the 

enforcement of law was poor (Pistor et al., 2000), mainly because of extensive 

corruption in regulatory authorities, courts, law enforcement organizations and also 

difference of interest between local and central governments within decentralized 

structure (Collins & Bengtsson, 2000). 

The problem is that whether initiation of T&D regulations in this investment 

environment can raise business performance. In spite of privatization, various levels 

of governments are still stakeholders in companies. Although the initiation of T&D 

rules and overall governance codes can solve difference of interest between minority 

and controlling owners and thus boost company performance, it can exacerbate 

disagreement between private owners and state as tax collector in Russia. Particularly, 

higher transparency of firms may expose them to aggressive taxation policy by the 

government which would result in lesser tax evasion and income sheltering. Heinrich 

& David (2006) proposes that several oil and gas companies are anxious that 

excessive transparency would expose them to attacks from Russian state institutions. 

Furthermore, Collins & Bengtsson (2000) claimed that there is separation of interest 

between local and central governments in Russian decentralized economy which may 

impede central government’s purpose of reducing the tax evasion. Firstly, the local 

governments can attract firms by offering shield against tax collectors, bankruptcy 
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agency and regulator of central government. Secondly, more fiscal decentralization 

may decrease the incentives for regional government to guard firms against tax 

payments but it may raise the bribe amount for protecting the businesses from central 

taxes. Finally, increased fiscal decentralization might encourage the private 

organizations to transfer some portion of their production underground and thus 

unfavorably affect operations of legal entity. Therefore, the goal of business value 

maximization by introducing the T&D regulations might be compromised by several 

elements which naturally characterize the economic and political set-up of Russia.  

Corporate Governance in Saudi Arabia: 

Saudi Arabia is a free economy since its origin being a modern economy in 

year 1932 but the financial sector was delayed as the ruling regime is based on Sharia 

Law which forbids interest based activities. Saudi Arabia largely relies on oil-

exporting income which negatively influenced growth of securities markets. But 

volatility of oil prices has highlighted the demand of additional resources for 

diversification and hence decreases the effects of the oil markets fluctuations. 

Therefore, Saudi Arabia has initiated the progressive economic reforms program that 

demands a modern financial market which corresponds to global standards for 

governance practices (Piesse et al., 2012). The governance mechanism has attracted 

financial researchers and experts as Saudi stock exchange is growing and developing 

and also because the organizations implement improved governance mechanisms. The 

Saudi government exerts continuing efforts to adopt global auditing and accounting 

standards for improving the understanding and acceptance of governance practices 

(Al-Qarni, 2010). Thus, Saudi economy has experienced major reforms in governance 

systems which results in release of the Governance Regulations in year 2006 for 

augmenting and expediting the governance development. The major objective of this 

regulation is to secure interest of stakeholders including shareholders, employee, 

lenders and creditors. The rules highlighted by this regulation are accountability, 

responsibility, fairness and transparency. All public firms on Tadawul should follow 

this regulation and impose disclosure in annual reports. 

In spite of the enforcement of large regulatory reforms for improving the 

governance mechanisms and also rigorous supervision of implementation by the 

Saudi Arabian Capital Market Authorities, still there are listed companies on Tadawul 

which have weaker compliance and poor performance. Majority of the Saudi 

businesses have some particular attributes which influence the adoption process for 

governance systems. The Saudi economy just like various other Middle-East 

economies has higher ownership concentration together with family controlled 

businesses. Most of the firms are controlled by families, directors, executives, 

government and also institutional or overseas ownership. Mostly the management and 

ownership in Saudi companies are aggregated and usually the owners are reluctant in 

delegating their responsibility and authority. The Control is dominated by the majority 

stockholders and board directors are also controlled by major stockholders which 

make board’s efficiency doubtful.  

The other stakeholders seem to be disregarded in actual activities of 

organizations and legal structure (Piesse et. al., 2012). The lower levels of 

transparency and disclosure, higher ownership concentration and control distinguish 

Saudi governance structure from that of developed economies. The independent 
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directors are authorized by law to safeguard interest of minority stockholders and 

enhance the business performance (Kumar & Singh, 2009).  

Corporate Governance in Pakistan: 

The governance system is even more significant for less developed and 

emerging economies and Pakistan is no exception to this. The first Governance Code 

in Pakistan was announced in year 2002 by SECP which is supreme regulator of 

corporate sector in Pakistan. 

Traditionally, Pakistan’s business sector has been controlled by the family-

owned firms and non-professional directors which are elected based on their relations 

with concentrated ownership. Therefore, decisions are considered to protect only one 

party’s interest which makes it harder to obtain and maintain other stakeholders’ 

confidence. As businesses are being controlled permanently by one family only and 

restricted access to funds along with limited professional base, the process of decision 

making at board of directors is inappropriate. Usually, the investors do not favor 

family controlled firms as it is considered that the family will take only those 

decisions which would suit their own interest. Many of these families frequently 

expropriate interests of other stakeholders; therefore, higher agency costs are involved 

for a family controlled business to develop into a real public firm which would push 

up the WACC for firm. Sequentially, higher capital cost discourages the investors to 

make investment in such companies. Hence, majority of family controlled businesses 

caught in an arduous condition: lower accessibility of funds because of high agency 

costs, and increased agency costs because of lower accessibility of funds. 

A higher WACC has some other negative effects as it is generally applied as 

opportunity cost to evaluate any additional investment prospects and only some of 

new investment projects can correspond to the higher amount of required return. This 

effect restricts both diversification and growth opportunities. The equity cost is one of 

primary elements of WACC, whereas, for un-leveraged firms, it is single element of 

WACC. The higher equity cost is a serious restraint for managers and a severe 

hindrance for the attempts of raising additional finances. 

On the other side, if firms would be able to gain and sustain the trust of 

investors, their cost of equity will decline. It would also decrease the internal rate of 

return (IRR) required for potential projects which may open doors for diversification 

and expansion along with positive outcomes for business, stakeholders and country as 

a whole. 

Corporate Governance in South Korea:  

After financial crisis of 1997, governance reforms and corporate restructuring 

by the government were implemented in South Korea. Previously, the internally 

employed board members tended to work as rubber stamps and unsuccessful in 

monitoring the activities of controlling stockholders. However, fast economic growth 

without proper governance systems can raise the exposure of the country to external 

shocks such as the 1997 financial crisis. The reforms after the crisis, intended to 

rectify failures of governance system by improving board monitoring along with other 

procedures such as raising the management/CEO accountability, protection of 
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minority shareholder rights, improvement in information disclosure and managerial 

transparency. 

The introduction of independent director(s) is a key element of the 

amendments in board regulations which is related with requirements of the SOA 

(2002). There were two crucial movements of reforms related to board structures in 

Korean economy. The first movement was generally intended to establish a 

foundation of introducing the independent director system along with rationalizing the 

business focus among larger business groups. The second movement mainly aimed at 

legalizing the requirements for improving the governance system. 

During February 1998, the Listing Act was revised to force all the listed 

companies excluding Korean Securities Dealers Automated Quotations (KOSDAQ) to 

employ at least one outside board director and to ensure that at least a quarter of 

company’s board members would be outside directors at the time of annual general 

meetings of the companies during 1999. It means that minimum quantity of 

independent directors for listed companies is one and the quantity of further 

independent directors needed is decided by size of the existing board. 

The second movement of reforms involved revisions in Securities & Exchange 

Law during March 2001 and December 2003. These amendments stipulate by law the 

requirement of independent directors for all companies on both KOSDAQ and Korean 

Exchange (excluding some of the venture capital firms). These amendments require: 

1. Larger listed companies to form Appointment and Audit Committees under 

Board Directors consisting of mostly independent directors. A larger firm is 

explained as a business having total assets of 2 trillion won (around 2 billion 

US Dollars) or more; 

2. At least half of board’s members for larger companies should be independent; 

and 

3. The larger companies listed on the KOSDAQ and Korea Exchange should 

have at least three independent directors and at least half of board positions 

should be occupied by independent members. 

The listed companies started to appoint independent directors during 1999. 

Particularly, the ratio of listed companies with at least one independent director 

increased considerably from 34 percent during 1999 to 62.3 percent during 2000. This 

substantial increase was repeated during 2003 and 2007. During 2007 about 94 

percent of listed companies employed at least one independent director which denoted 

a 60 percent rise over 1999. The common number of independent directors per 

company was two and the term of an independent director is generally 2-3 years in 

Korea. The appointment of an outside director can be renewed for additional one 

term. 

These amendments apparently shifted the governance mechanism towards 

outsider model as compared to relationship-based insider model. Considering insider 

model as one reason for 1997 crisis, Korea strongly favored a shift to the Anglo 

American system. The new system is generally aligned to Anglo-American outsider 

system as compared to insider system. 
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The institutional reforms do not guarantee the smooth functioning of new 

system, therefore, constraining factors needs to be considered while evaluating the 

policy reforms. The Korean listed companies have faced a significant transformation 

in governance system within a shorter time period which is quite exceptional. Even in 

Anglo American markets, whether a board with a majority of independent directors 

has authority to monitor and replace top level officials has been controversial. The 

controlling stockholders of Korean chaebols (business conglomerate) have strong 

power which creates agency problems between controlling stockholders and other 

stakeholders particularly minority stockholders. Circular cross ownership between 

affiliates generates additional managerial powers for controlling stockholders than 

legal ownership.  

Corporate Governance in Indonesia: 

For promoting implementation of Good Governance (GCG, 2006), the 

Government of Indonesia (GoI) has initiated the ranking for implementation level of 

GCG through Indonesian Institute of Corporate Governance (IICG) (Suprayitno et al., 

2005). Frequently, since year 2001, IICG conducted research for evaluation of GCG 

systems by firms which was called Governance Perception Index (CGPI). This index 

has ten portions of GCG which are assessed i.e. (1) transparency, (2) accountability, 

(3) firm’s commitment for GCG, (4) responsibilities, (5) fairness, (6) independency, 

(7) competence, (8) leadership, (9) mission statement, and (10) staff collaboration. 

The Scores of the ten portions then grouped in 3 different levels i.e. highly trusted 

(the score of 85.00 - 100.00), trusted (the score of 70.00 - 84.99) and adequate trusted 

(the score of 55.00 - 69.99). Miharjo (2008) argued that implementation of GCG is 

costly as firms are obligated to have independent audit committee, commissioner, 

transparent accounting system etc. Moreover, participation of companies in the CGPI 

research will increase the tasks of management. Therefore, management anticipates 

that their involvement in the CGPI research will provide some benefits like boosting 

the confidence level of investors and creditors, lesser capital cost, efficient allocation 

of resources which would ultimately results in maximization of shareholders wealth.  

Corporate Governance in Malaysia: 

Asian crisis of 1997 revealed susceptibility and structurally weaker base of 

Malaysian companies which stimulated debate on governance system. Usually, 

organizations have weak governance system including weaker board oversight, 

several interest conflicts between directors and major stockholders, and lower 

transparent financial disclosure. Weaker governance system was cited as a main 

reason of decrease in shareholder’s wealth and poor corporate performance which 

results in depreciation of exchange rate and decline in stock exchange during financial 

crisis (Suto, 2003). 

The financial crisis offered the motivation for improvement in Malaysian 

governance system. The Finance Ministry formed a finance committee on March 24, 

1998 for resolving this problem. The major responsibility of this Committee was to 

establish a strong governance system for listed companies. The Committee considered 

that companies required guidance to improve governance practices which must be 

consistent with global standards. 
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This Committee offered MCCG with effect from March, 2000. The MCCG 

specify a codes and practices aimed to enhance governance practices standards. The 

Committee postulated that better governance practices rests strongly on directors, 

while, auditors and stockholders have second role (Shim, 2006). Therefore, MCCG 

focus was to strengthen board directors’ role by establishing board structure, practices 

and procedure (Nathan et. al., 2000). 

Malaysia implemented MCCG during 2001, making it obligatory for 

companies to reveal in annual reports, mechanism through which principles were 

employed and compliance level with recommendations for best practices. Few of 

certain MCCG suggestions like presence of at least one third independent directors on 

organization’s board and establishment of audit committee were became obligatory. 

Current developments of Malaysian governance system are promising 

(Haniffa & Hudaib, 2006). Malaysian regulatory authorities are determined in 

surveillance and enforcement attempts and proposing several developments in 

business rules and principles. The Malaysian regulators have been aiming to educate 

and train the directors regarding their responsibilities and also enforcement of MCCG 

practices.  

Corporate Governance in India 

Since liberalization of Indian economy, there are extensive amendments in 

rules and regulations regarding governance practices besides general consciousness 

regarding governance. A significant advancement in governance practices and 

investors safety in Indian economy has been formation of SEBI during 1992 and its 

steady empowerment since establishment. Formed mainly for regulating and 

monitoring the stock trading, the SEBI has performed a critical role in establishment 

of basic ground rules for corporate conduct within the market. The worries regarding 

governance system in India were prompted by the financial crises in early 90’s 

followed by events of firms allocating preferential stocks to the promoters at deep 

discounts together with firms simply vanishing with investors’ funds. 

These uncertainties regarding governance system, corporate scandals along 

with the forces of globalization and competition initiated various investigations 

regarding the ways to improve condition of governance practices in India. The most 

important of such activities was the development of CII Code of governance practices 

through a committee which established during 1996 and proposed the code during 

1998. Then SEBI formed two more committees for looking governance matters who 

submitted their reports. The recommendations of SEBI had the largest influence for 

shifting the governance condition in Indian economy. The framework presented by 

CII was given real shape within SEBI’s sub-committees reports employed those 

suggestions in Listing Agreements. These suggestions were employed to some 

already listed and new firms in 2001. These suggestions were also employed 

gradually for remaining firms as of March 31, 2002.  

These recommendations depicted that most of the impetus for governance 

reforms in Indian economy has been focused on composition and roles for board of 

directors and also disclosure rules and regulations. However, the Birla Committee 

provided much required consideration to stock transfer issue which is most important 

element of stockholders’ rights in India. 
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Most of the Asian countries follows OECD principles of corporate governance 

practices (OECD 2017). A comparison of corporate governance practices has been 

provided in appendix II. 

1.4 Governance Structures: 

Significance of governance system in firms is foundation for several analyses 

(La Porta, 1997, 1998). Researchers consider that better governance practices not only 

influences private firms but also influences institutions’ quality (North, 1990). The 

better governance system is measureable from different directions: (1) stable political 

condition, (2) government effectiveness, (3) voice & accountability, (4) rule of law, 

(5) quality of regulation and (6) control of corruption (Kaufmann, 2006). 

While different organizations work in markets, every economic sector requires 

distinctive considerations. For understanding nature and purpose of firms, previous 

research highlighted the several attributes. These attributes can be summarized as 

follows: 1) Stockholders’ control 2) Board accountability 3) affective stockholders 4) 

Degree of ownership 5) Level of competition for the firm in markets and 6) 

Regulatory and legal framework (Shleifer & Vishny, 1997; Maher, 1999). The 

businesses have different conditions related to each of these attributes. The 

differences in attributes reveal the differences in governance conditions that can be 

effective for firms. 

Thus, it is evident that single governance system is not feasible for all 

businesses. Every firm needs specific governance system which is suitable for its 

condition. Importance of governance is supported by different theories. The 

framework of this research will be based on Agency, Stakeholders and Resource 

Dependency Theories for assessing impact of governance practices in large Asian 

multinational firms.  

1.5 Objectives of the Study: 

This research explores association of governance practices with cost of capital 

in large multinationals of 24 Asian countries. The purpose of this study is to achieve 

the following objectives: 

 To examine the relationship between corporate governance practices 

and cost of capital for Asian multinational companies. Specifically the 

research attempts: 

o To determine whether good corporate governance practices result in 

lower cost of equity. 

o To determine whether good corporate governance practices result in 

lower cost of debt. 

o To determine whether good corporate governance practices result in 

lower weighted average cost of capital. 

 To verify and check the robustness of findings regarding cost of 

capital, this study will examine the relationship between corporate governance 

practices and firm’s profitability for Asian multinational companies. 

Specifically the research attempts: 

o To determine whether good corporate governance practices result in 
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higher sales growth. 

o To determine whether good corporate governance practices result in 

higher return on assets. 

 

1.6 Significance of the study: 

The most important purpose in a country is to increase growth of GDP (Smith, 

1776). For this purpose, every economic unit needs to perform effectively. The 

business sector is one of very important units which comprises of firms and 

organizations which needs to perform effectively and its performance is a huge task 

for decision makers. Several techniques are employed for measuring performance of 

business section and most significant techniques include stock prices and firm’s 

financial benefits. The ability of a business to generate benefits and increase stock 

prices suggests that it will operate effectively in future and investors consider this 

ability while making investment. A firm’s quality of management and control is 

assessed through organizational governance systems. Improved governance practices 

assist businesses to enhance wealth of stockholders. Along with governance, firm’s 

capital cost shows that organization’s efficiency in utilizing capital. Thus, better 

business performance reputation associated with better governance and capital cost is 

significant for organizations. Sound reputation shows highly satisfied stockholders 

which assure potential financial flows in business.  

Businesses must have better financial achievement for increasing wealth of 

stockholders. Hence, stockholders and managers should manage running matters in 

organizations for establishing better performance repute. Occasionally managers 

manipulate performance data for hiding their inefficiencies and enjoy the benefit of 

remunerations. Though business performance has a crucial position in stockholders’ 

wealth, capital costs also extremely important. The major difference is that firms have 

lesser incentives for manipulation of capital cost data as compared to performance 

data. Majority of studies related to governance and capital cost are conducted in 

developed economies. Few studies concentrated on smaller markets and explained 

impact of governance practices with capital cost (Andjekovic, 2002). These studies 

were conducted in different environments and economies and therefore, these findings 

cannot be generalized easily for smaller economies. 

Ashbaugh (2004) depicts that agency cost is higher when stockholders are 

unable to ascertain real value of firm and these costs may appear because of uncertain 

management quality. It results in asymmetric information which initiates problem of 

adverse selection. Thus, stockholders face greater information risk due to lesser 

transparency of financial information. The investors will employ different strategies 

like price-protecting against anticipated agency costs due to lesser control, inefficient 

monitoring and lesser transparency of financial report. This behavior of investors will 

increase firm’s capital cost. The governance systems comprise various practices for 

lessening agency problems which improve monitoring of managerial actions, restrain 

opportunistic managerial behavior and decrease information risk which shareholders 

face. 

The major concern in analysis of governance practices is the direction of 

correlation between governance mechanisms, business performance and cost of 

capital. This research expands the current literature in various ways. Firstly, 

utilization of more governance factors as compared to earlier studies. Utilization of 
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these factors results in better insight of various governance systems which correlates 

with capital cost. This method permits the investors, managers and academics to 

determine the effective variables of capital cost more effectively. Secondly, 

examination of the impact of governance systems on capital cost depicts proficiency 

of governance guidelines and principles employed by authorities in Asian countries. 

Thirdly, comparison of Asian countries depicts several interesting matters regarding 

the variations in governance systems, nature of firms and economic situations. 

Fourthly, large listed firms enhance the probability for implementation of more 

governance guidelines and regulations. Therefore, taking sample of large listed firms 

in Asian countries provide an improved understanding regarding governance practices 

in these countries. Fifthly, most of past studies investigated the association of 

governance systems and business performance, whereas, estimating relation of 

governance systems with capital cost is highly unexplored. 

This research is very important as there is limited literature which examined 

effect of governance practices on firm’s WACC, debt cost and equity cost for Asian 

countries in general and Asian multinational firms in particular. Moreover, there is no 

study which determined relationship of governance practices with sales growth and 

ROA for Asian multinational companies. To the best of author’s knowledge, there are 

very few studies in Asia which determined relationship of governance with equity 

cost, whereas, there is no study which investigated association of governance with 

debt cost, equity cost and WACC for Asian multinational firms. 

The study on association of governance practices with cost of capital for Asian 

economies will assist managers, investors and decision makers to understand 

governance role in firms. These countries represent a distinct economic position. 

Moreover, as the companies included in the sample are giant multinationals and were 

ranked in top 2000 multinationals of the world by Forbes Magazine, therefore, the 

findings of this research are extremely significant for policy makers and decision 

makers due to larger size, huge capitalization and enormous resources of the sample 

multinational firms.  

1.7 Organization of the Study: 

The remaining thesis has been organized as follows: the review of literature 

has been presented in Chapter 2; plan of work and methodology has been provided in 

Chapter 3. The Chapter 4 presents descriptive results, Pearson correlation, unit root 

tests, results for cost of capital & governance practices and findings for corporate 

profitability and governance practices. The Chapter 5 presents the discussion, 

whereas, conclusion and future aspects has been discussed in Chapter 6.   

1.8 Summary of the Chapter: 

The amendments in governance practices are mostly the reaction to exogenous 

factors. The corporate failures and scandals stimulated the interest of academicians 

and practitioners for managing situations through concentrating on governance 

systems around the globe. The need for more transparency and accountability in 

managing organizations play an important role in firm performance. Thus, several 

rules, regulations and laws were approved in different economies for controlling the 

governance practices. This research determines association of governance systems 

with capital cost and corporate profitability for large multinational firms in Asian 
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countries. There are several governance theories and their connection with 

stockholders’ wealth is a general topic. 

The literature has used a wide variety of variables related with governance. 

Mostly the selection of variables appears to be made by data accessibility instead of 

association with an underlying theory. Subsequently, a gulf emerges between the 

positivists and normative research in field of governance. Agency theory has obvious 

finance implications and presents an effective umbrella for filtering and consideration 

of variables. The board size, independence & diversity, managerial ownership, block 

ownership, CEO tenure and duality are some of extremely significant factors 

considered in agency theory. Within the framework of agency theory, the 

characteristics of managers and shareholders should support wealth of shareholders.  

The major limitation which prior research faced will be covered under this 

study. This limitation is data relevance as the performance measures utilized in past 

studies might have been maneuvered by the managers for portraying an improved 

performance of their firms (Tilden, 2012; Isa, 2011). Few organizations may wish to 

maneuver the data correlated with performance measures which are used in almost all 

the evaluations for the firms. This study will use values for capital cost instead of 

performance measures for overcoming this shortcoming. Though capital cost may not 

denote firms’ performance but it can be utilized for assessing firms’ conditions 

(Exley, 2006). Utilization of capital cost will keep this research away from 

manipulated dataset as there are lesser chances for manipulation of cost data. Hence, 

an improved picture regarding governance practices would be offered in this study. 

The countries implemented new regulations for improving governance 

mechanisms. The US implemented new rules in SOA (2002) concerning special 

characteristics of governance practices. Other economies like UK, New Zealand, 

Australia, Canada and Asian countries also utilized same rules and regulations related 

to governance. These countries expect that firms which employ these rules and 

regulations have a certain governance mechanism which assists them in enhancing 

efficiency. Currently, the governance practices and codes which highlight conformity 

and accountability have expanded all over the world (Edwards, 2005). 

The weaker governance systems and bad performance of businesses made 

domestic and foreign investors believe that lack of better governance practices led 

firms to face recent financial crisis. The other studies also have the similar opinion 

about the function of governance practices. Johnson et al., (2000) has indicated that 

behavior of businesses in emerging economies during crisis of 1997 is more 

reasonable when factors of governance practices are used and the behavior of 

organizations can be anticipated through the assessment of governance factors. The 

crisis in Asian countries and failure of larger firms acted as a signal for Asian 

economies to support the market efficiency through employing better governance 

mechanisms. 

There is a gap in existing literature for effect of governance practices on 

business performance. Certainly, there are various analyses which discover influence 

of governance practices on organizational performance by focusing on equity cost, but 

there are very limited studies which focus on debt cost and WACC. This gap is more 

obvious if we notice that the prior studies have used just few characteristics of 

governance practices (like ratio of external auditors, board independence, etc.), 
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instead of utilizing a governance score. Moreover, majority of the analyses focused on 

developed economies and the analysis for Asian economies have been ignored. 

Additionally, there is no study which has determined relationship of governance 

practices with capital cost for multinational companies in general and for Asian 

multinational companies in particular. Furthermore, there is no study which 

considered correlation of governance with corporate performance for Asian 

Multinational companies. These gaps in existing literature offer strong motivations to 

conduct this study as outcomes of this research will bridge these gaps in empirical 

literature. 

This study will investigate whether the governance quality could result in 

decreased cost of equity, debt, WACC and corporate performance utilizing a sample 

of top multinational firms in 24 Asian countries from Year 2006 to Year 2015. This 

study aimed to perform panel data analysis to study relationship between company’s 

governance practices and their debt cost, equity cost and WACC. This research 

conducted analyses for top Asian multinational firms, relating governance 

characteristics with the cost of equity, debt and WACC along with controlling other 

factors such as level of leverage, firm size, ROA, sales growth and volatility of the 

firm. 

Outcomes of this study become more significant as very limited empirical 

studies are performed for analyzing relation of governance practices with 

organizations’ WACC, cost of equity and debt for the Asian countries in general and 

Asian multinational firms in particular. To the best of author’s knowledge, there are 

very few studies in Asia which determined relationship of governance with cost of 

equity, whereas, there is no study which analyzed impact of governance on debt cost, 

equity cost and WACC for Asian multinational firms. 
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2.1 Introduction: 

For last few decades, researchers concentrated on relationship of firm value 

and governance practices. Adam Smith indicated his reservations regarding separated 

control and ownership in 1977. According to Adam Smith, it is ineffective to have 

separate managers and owners. He indicated that in case of having separate owners 

and management, the professional managers will not be concerned with operating 

firm efficiently. He also indicated that firms’ owners should exercise control 

mechanisms for tracking managers’ behavior to ensure their performance.  

Berle and Means (1932) also examined separation of ownership and control. 

They believed that dispersed ownership structures in large and modern companies 

permit managers to gain control of firms. Every stockholder in large firms owns a 

comparatively smaller ratio of the firm’s value. Therefore, they don’t have sufficient 

stimulus for monitoring the managers effectively due to different reasons. Smaller 

shareholders ignore their monitoring role due to monitoring costs and transfer that 

role to larger stockholders and get benefits resulting from monitoring of larger 

stockholders. Consequently, this kind of attitude results in uncontrolled managers 

which permit the managers to concentrate on their own benefits. 

These researchers indicated that separation of managers and owners make 

companies lesser sustainable. Hence, the major problem for firms is to search 

mechanisms that permit owners to monitor performance of the managers. These 

mechanisms are essential for maintaining value maximizing behavior by the 

companies. Different approaches are available for finding the most appropriate 

control mechanism to deal with separate managers and owners. The two significant 

approaches are as follows: 1) Few researchers consider that tight regulations direct 

managers to be increasingly responsible (Ruder, 1965; Cary, 1974). 2) The new 

classical economists depend on competition and consider that it addresses market 

shortcomings. They are of the view that competitive market does not require any 

competition; therefore, no further action is needed by authorities.  

But there are few deficiencies which prevent firms from attaining equilibrium 

of wealth maximization. Various attributes of competitive market to control managers 

for reminding them to protect interests of owners were underlined by existing 

literature as follow: (1) competition in product market (Stigler, 1958);(2) corporate 

control market (Manne, 1965); and (3) pressure from labor market (Fama, 1980). The 

markets have shortcomings like asymmetric information and principal-agent 

problems. These kinds of shortcomings are extremely significant in Asian countries as 

these decreases available mechanisms to control managers. Berle and Means (1932) 

were of the view that those managers’ opportunistic behavior results in decrease of 

shareholders’ wealth which may occur in response to product, capital and factor 

deficiencies.  

The researchers indicated that competition itself cannot resolve difficulties of 

modern firms with regard to performance of managers, corporate control and 

financing (Berle and Means, 1932 and Williamson, 1970). Practitioners and 

academicians attempt to examine market failure as a result of competitiveness through 

implementation of some degree of firm regulations and corporate control practices. 
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Shleifer and Vishny (1997) stated that stronger legal and regulatory environment 

enhances competitiveness of the market, therefore, other researchers concentrated on 

implementation of some other mechanisms for controlling behavior managers. The 

studies based on agency theory recognized different external and internal procedures 

for controlling managers like governance systems. The Stockholders can control 

agency costs and behavior of managers with the help of these mechanisms and tools 

(Heifer & Vishnu, 1997; Brecht et. al., 2002). The topic of governance incorporates 

all firm related problems. There are several factors like regulations, laws, the 

constitution of the company itself, company owners and the people who are being 

served by organization; affect frameworks and principles of governance (Cadbury, 

2003). The governance mechanisms vary significantly from country to country and 

region to region.  

The literature review has been presented in three parts: the first part describes 

the literature related to governance practices, the second part discusses the studies 

related to debt cost, equity and WACC, the third part presents the research work in 

which relationship of governance with equity cost, debt cost and WACC has been 

discussed, whereas, the fourth part presents studies related to association of 

governance with corporate profitability.  

2.2 Models of Corporate Governance: 

According to Hawley and Williams (1996), there are four different models of 

governance which are as follows: 1) Simple Finance Model 2) Stewardship Model3) 

Stakeholder Model and 4) Political Model. The Stewardship Model presumes that the 

organizational managers are responsible and trustworthy; therefore, outsiders just 

need to give access to valuable information and resources and also to assist inter-

organizational commitment. The Stakeholder Model was proposed by Clarkson 

(1994), this model states that purpose of organization is to generate value or wealth 

for the stakeholders through transforming their stakes into services and goods.  

The Political Model states that distribution of business profits, benefits and 

power among managers, owners and other stakeholders are controlled through how 

governments support their several constituencies. The capability of organizational 

stakeholders to affect distributions between them at micro level is based on macro 

structure, which is based on business sector influence. Actually, Simple Finance 

Model is a subdivision of Political Model.  

The major theoretical concepts to examine governance are based on agency 

theory under Simple Finance Model. Shleifer and Vishny (1997) defined governance 

as the means through which the finance suppliers to businesses ensure them of 

obtaining return on their investments. The scope of this study is focused to Simple 

Finance Model under the agency theory hypothesis. 

2.3 Agency Theory: 

The agency theory was originated from study of Berle and Means (1932) 

related with separating ownership and control in large companies. Jensen and 

Meckling (1976) described that organization can be considered as a network or nexus 

of contracts, implicitly and explicitly, among different stakeholders or parties, for 

example shareholders, employees, bondholders and society at large.  
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The stakeholders interests are not always associated which results in agency 

problem. The agency problems arise when interests of principals are not aligned with 

those of agents. Based on parties being related to conflicts, the agency problems can 

be classified as follows: managerial agency problem (between managers and 

shareholders); debt agency problem (between bondholders and shareholders); social 

agency problem (between public and private sectors) and political agency problem 

(between public sector agents and taxpayers and rest of society). Jensen & Meckling 

(1976) described that stockholders are the residual claimants on firm assets after all 

the other parties, and therefore, they have the weakest rights. Accordingly, the major 

purpose of governance practices to promote and protect shareholders interests. This 

study will focus on managerial agency problem between managers and stockholders. 

Jensen and Meckling (1976) depicted how stockholders in public limited 

companies bear costs to monitor and bond managers to act in best interest of 

stockholders. The authors explained that agency costs are the sum of monitoring costs 

of management (agents); bond agents to principals and residual losses. Just like all 

other costs, the agency costs will also be considered by the financial markets and will 

be revealed in stock prices of the firm. The governance practices can be considered as 

a set of procedures to decrease agency costs for assuring finance suppliers regarding 

their ROI. The purpose of governance practices is to inspire managers to take similar 

decisions that shareholders would have taken themselves, like investing in projects 

with positive NPV. 

By separating owners and managers, actual activities of businesses are 

operated by managers whose interests are different from those of owners. There are 

four major causes of conflicts which are as follows: 1) moral hazards 2) earning 

retentions 3) time horizons and 4) risk aversions. 

According to Jensen and Meckling (1976), incentives of the managers for 

consuming private incentives and perquisites rise as their ownership in firms 

decreases and it is also depicted through deficiencies in managerial efforts. Shleifer 

and Vishny (1989) argued that the managers choose to make investment which is 

more suitable for their personal abilities, increases both their value for organization 

and replacement cost of them. Additionally, Grenadier & Wang (2005) depicted that 

moral hazards along with adverse selection problems causes inefficiency of 

investment. Moreover, Jensen (1986) stated that the free cash flows exacerbate the 

problem of moral hazards. 

In the presence of moral hazards or information asymmetry problems, the 

static contracting models in Hermalin (2005) and Almazan and Suarez (2003) 

recommend that substitution of the managers in lower quality projects is effective. In 

contrast, the model of real options in Hori & Osano (2006) suggests otherwise. Few 

authors suggested that the use of incentive packages leads to decrease in moral 

hazards problems; like, Margiotta and Miller (2000) found that provision of additional 

compensation to managers would result in reduction of huge losses by ignoring the 

moral hazards, and hence enhance performance of the managers. According to Choe 

& Yin (2004), both stock based contracts and option based contracts are valuable 

techniques for reducing moral hazards problem. 

If available free cash flows are distributed in shape of dividends, then 

managers may not invest in those projects which will have negative NPVs. Brennan 



31 
 

(1995) expressed his concerns that the desire of the managers for gaining 

organizational power may results in losses to larger stockholders, e.g., they may 

concentrate on expanding the business size instead of raising the company value as 

the managerial compensation is mostly attached with business size instead of 

stockholder returns. According to Jensen (1986, 1993), the managers desire earnings 

retention and they may make investment for the purpose of diversification. The 

earnings retention would also reduce probability of monitoring by external capital 

markets (Easterbrook, 1984). 

With regard to cash flows timing, the stockholders are concerned with future 

cash flows for a longer time period, whereas, managers may prefer the cash flows 

within their employment periods only which leads to biasness in favor of shorter 

period higher performing projects as compared to longer time period positive NPV 

projects (Stein, 1988; Nagarajan et al., 1995). Dechow & Sloan (1992) found that 

investment in fixed capital and R&D projects is lowered in final year of CEOs. Florou 

& Conyon (2004) depicted that discretionary decreases in capital outlay during final 

year of the CEO are moderated in businesses either through the stronger presence of 

executive directors, or through greater stock compensation for outsider board 

members.  

As the human capital of the managers is attached with the company, they 

cannot diversify their investment at lower cost. Consequently, Jensen (1986) stated 

that managers might prefer to diversify higher risk investments and also suggested 

debt as a tool for reducing agency problems. But according to Brennan & McCafferty 

(1997), the risk-averse managers may favor equity capital to debt capital for reducing 

risk of default and bankruptcy. 

2.4 Corporate Governance:  

The managers are responsible to make decisions for protecting interests of the 

society and also the organizational interest. This kind of behavior is indispensable for 

firms also, though some researchers are of the view that the matter of social 

responsibility should not be considered in decision making process. But, several 

institutional investors consider corporate social behavior which affects the value of 

company's stock. The governance practices have been gradually more focused both in 

academic research and practice (e.g., Bebchuk and Cohen 2009, Sarbanes-Oxley 

2002, Ramsay Report 2001 and Blue Ribbon Committee Report 1999). It is being 

highlighted because of occurrence of extremely publicized financial reporting frauds 

such as WorldCom, Enron, Parmalat and Aldelphia; an exceptional quantity of 

restatement of earnings (Larcker, et. al., 2004; Wu, et. al., 2002; Palmrose & Scholz, 

2002) and claims regarding manipulation of earnings by organizational management 

(Krugman, 2002).  

Furthermore, academic researchers have explored a correlation of poor 

governance practices and weaker financial reporting’s quality, manipulation of 

earnings, frauds in financial statements and poor internal control systems (Dechow et 

al., 1996). Because of these circumstances, there is stress on improving governance 

mechanism for process of financial reporting (Levitt 2000, 1999, 1998), the reforms 

for improving the usefulness of audit committees (SOA 2002; Blue Ribbon 

Committee 1999) and to held management and directors more accountable in order to 
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ensure integrity of financial statements (The Business Roundtable 2002, SEC 2002,) 

and also to extensively increase governance research.  

The practices of governance can be ascertained by considering nature and 

scope of agency related problems (agency characteristics) of organizations, i.e., the 

requirement for attracting external funds or difficulties of monitoring the 

organizations by the external investors. For instance, La Porta et. al., (1998) stated 

that better governance practices are required for accessing the external finance at 

lesser cost. It reveals that businesses who required more external funds, like fast 

growing businesses, have a motivation for improving their governance practices. 

Additionally, Himmelberg, Hubbard, and Palia (1999) described that organizations 

having greater information asymmetries as a result of other organizational 

characteristics may indicate their intention for protecting investors in a better way 

through implementing improved governance policies. It may be the situation for 

larger organizations, younger companies, or businesses with comparatively larger 

amount of intangible assets.  

2.4.1 Measuring Corporate Governance Practices:  

In empirical literature, different researchers have utilized different criterion for 

measuring effectiveness of governance mechanisms. Some of the researchers used 

score boards, while others researchers directly identified governance variables and 

analyzed associations which they intended to measure, whereas some researchers 

have utilized both methods in their studies. Black et. al., (2003) selected 42 items 

among 123 survey questions and excluded the questions in which views of 

management were asked, those unrelated with governance practices, those which were 

vague as whether they signify good or poor governance mechanisms, and those for 

which responses have little variation for firms. Then they categorize the 42 items into 

four groups with each having an equivalent share of 0.25 namely: (i) board directors, 

(ii) shareholder rights, (iii) transparency & disclosure and (iv) outside directors. 

Klapper & Love (2002) utilized a survey which comprised of 57 questions with yes 

and no responses and segregated it into seven groups which are as follows: (i) 

transparency, (ii) discipline, (iii) responsibility, (iv) independence, (v) accountability, 

(vi) social awareness and (vii) fairness. Every group has share of 0.15, but the last 

item the weight is 0.10.  

Chaochharia et. al., (2009) measured governance practices by utilizing four 

factors: (i) engagement of insiders in related party dealings, (ii) establishment of well 

operating internal control systems, (iii) engagement of insiders in fraudulent activities, 

and (iv) observance of directors of the board with requirements of independence. 

Chen (2004) included 57 items which were classified in seven classes: (i) 

accountability, (ii) independence, (iii) managerial discipline, (iv) transparency, (v) 

responsibility, (vi) social awareness and (vii) fairness. The surveys of Opinion for 

professional investors can present some direction on the formation of scores for 

governance. In survey of McKinsey & Company (2002), the respondents described 

that for organizations, timely and wide disclosure is being considered most important, 

followed by effective board practices, independent boards and compensation of 

management and directors based on performance.  

A survey conducted by an Indonesian organization and Jakarta Stock 

Exchange (2002) revealed that institutional investors of Indonesia consider related 
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party disclosure dealings and governance mechanisms as most important items. The 

prevalence of business ethics and governance codes and also external auditors’ 

independence and quality, and audit committees are also crucial variables. Klapper & 

Love (2002) discovered that influence of governance practices on organizational 

performance may be different based on investors’ protection level in specific 

countries. In particular, organizations having comparatively better governance 

mechanisms may be valued higher by investors in countries having poor protection of 

investors. Broaden this rationale, it can also be expected that the market may assess 

similar governance practices in a different way based on organizations’ control and 

ownership structure. For example, if market expects that controlling shareholders can 

increase their interests at cost of other shareholders, but governance practices of the 

organization appear better, in this case the market may discount value of governance 

practices.  

2.4.2 Internal Corporate Governance Mechanisms: 

Governance practices results in mitigating the agency problems that may occur 

because of separation of ownership & management. Improved monitoring 

mechanisms mitigate risk of expropriation by management e.g. board of directors. 

The shareholders hire directors for serving their interest and maximizing their value 

(Aguilera, 2005). The board of directors hires and monitors the management in 

performing the everyday activities of the business. Nevertheless, the final findings 

were not constantly significant as found Empirically (Soh, 2011).  

Consequently, some additional governance practices such as size and 

composition are being involved within directors’ board which intends to decrease risk 

of system breakdown. Independent directors should be included in the board which 

may decrease the risk of interference of personal interests with organization’s best 

interests. It is also being believed that independent directors can monitor and assess 

management in an impartial behavior. Bednar (2012) criticized notion of formal 

independence of board and suggested that board may not be independent because of 

some social aspects. The concept is that some other factors like informal relations and 

demographic similarity may intervene with board independence. 

The board size decreases the risk that one director may act dominantly (Ramly 

and Rashid, 2010). Moreover, board may also comprise of audit, nomination and 

remuneration committees which would be accountable to ensure fair and appropriate 

managerial compensation, the independent and quality results of the audit and 

directors’ recruitment (Tricker, 2012). The particular features of the rules and 

regulations of the committees may vary with respect to different countries. Though, 

the primary task is to protect against expropriation in different manners. The 

remuneration committee ought to include independent members also so that the 

compensation should be fair and based on performance (Cliford & Evans, 1996). The 

effective systems of compensation would provide incentives for performance and 

doesn’t generate harmful and opportunistic behavior (Ramly & Rashid, 2010). 

Similarly, audit committee independence is dominant for ensuring correctness and 

quality of audit activities. Finally, nomination committee would attempt to make 

nominations of directors and management a respectable procedure (Tricker, 2012). 

The company’s ownership structure is an effective governance mechanism. 

Owners having large stake, i.e. family owners and institutional shareholders can easily 
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affect management and direction of firm. Since block holders are usually more 

concerned with company’s longer term success, therefore, they can decrease risk 

associated with managerial short term decisions. Consequently, there are more 

chances for increased association of managers and owners interest. But in this case, 

the agency problem may move from conflict between owners and managers to interest 

of majority and minority stockholders (Ramly and Rashid, 2010). Board 

independence is particularly significant in this case. On the whole, governance 

practices are lesser effective within family owned businesses (Palmberg, 2012). 

2.4.3 External Corporate Governance Mechanisms: 

Legal system of a country is among most significant and useful systems of 

governance because it controls organizational behavior and ensures protection of 

investors (Babatunde & Olaniran, 2009). The quality regarding enforcement and rules 

vary around the world. The countries having weaker judicial systems, the governance 

practices are especially significant in these countries. The other kind of external 

mechanisms which can affect organizations are gatekeepers including analysts, media 

etc. Cofee (2005) suggested that different gatekeepers have greater value within 

different legal regimes and economies. In general, gatekeeper performs in a better 

way within dispersed regimes, where block holders are few who observe 

management, although it may cause other kind of expropriation, as already mentioned 

above. For instance, the independence of auditors is influenced within a structure of 

concentrated ownership because auditors provide reports to the top management 

which comprises of large owners. The auditors may find it difficult to manage control 

of groups which they are assumed to monitor. 

2.4.4 Board Structure / Board Independence 

The major function of corporate boards is monitoring. Empirical literature 

indicated that level of effective monitoring is related directly to the level of board 

independence (John & Senbet, 1998). Therefore, board independence develops into 

extremely vital and the percentage of independent directors performs a key role in 

performance of boards (Zahra, 1989). The independent directors have adequate 

motivation for monitoring the managers as their own reputes are based on it and to 

also develop their human capital. Prevost, Rao & Hossain (2002b) depicted a negative 

relation for ratio of independent board members and capital expenditures (a growth 

proxy). The researchers have also depicted a positive relation for ratio of independent 

board members, board size with firm performance.  

Wan & Ong (2005) indicated that independent directors are expected to 

perform independent duties and roles. They indicated that independent directors are 

ready to increase efforts on the board as they want to display better board functioning. 

A higher ratio of independent board directors assumed to be more beneficial for 

mission, strategies and goals of the firm. Furthermore, they believed that independent 

directors provide better knowledge and skills to the business as they hold different 

backgrounds from different firms and are unfamiliar with procedures and unaware 

with inside directors. Mak & Roush (2000) found a positive connection of 

independent directors with organization growth prospects. 

Several researchers investigated the role of independent board directors on 

capital cost and business performance. The results of these researchers indicated 
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inconclusive and mixed findings regarding relation between independent directors, 

capital cost and company performance. For instance, Hermalin & Weisbach (1991) 

argued that it is not possible to obtain an association between independent board 

directors and business performance when outsider and insider directors have optimal 

weights or if they are able to decrease agency problems up to the same level. Several 

analyses supported existence of independent directors in different viewpoints for 

example removal of CEO in firms having poor performance (Weisbach, 1988), 

replacement of takeover constraints (Brickley, 1987), in tendering bidding conditions 

(Byrd, 1992) and in situations of management buyout (Lee et. al., 1992). 

Ashbaugh et al., (2004) reported a negative association among equity cost and 

board independence, ratio of board who have stock ownership, the ratio of managerial 

ownership by the directors and managerial power to represent the level of 

shareholders’ rights. According to Fama and Jensen (1983b), the board should 

comprise both outside and inside directors as the inside directors will have technical 

skills and better organizational knowledge, outsider directors will take part in strategic 

decision making of the business and may increase value addition through providing 

related additional knowledge.  

Weisbach (1988) also reported that independent directors in US companies 

perform a more significant part to monitor managers as compared to insider directors. 

Accordingly, Borokhovich, Parrino & Trapani (1996) examined that independent 

CEOs improves the benefit of shareholders, but replacement of them with insider 

CEOs results in decrease of stockholders’ wealth. Consequently, a common opinion is 

that board would be more effective to monitor the managers in presence of greater 

ratio of outsider board directors (Fitchratings, 2004). 

In support to this, Dahya et al., (2008) reported a positive and significant 

correlation between ratio of independent directors and business performance. Wintoki 

et al., (2010) reported a significantly positive association of past firm performance 

with structure of board, whereas the researchers found insignificant correlation 

between current business performance and board structure. Phan (2000) demonstrated 

that independent directors perform a crucial part in Singapore’s firms and a greater 

ratio of independent directors can make the working of the firm more efficient. Fox 

(1995) suggested that higher ratio of independent directors would result in improved 

financial results in New Zealand companies. In difference to previous studies, 

Hermalin & Weisbach (1991) found no association of company performance and 

composition of boards and demonstrated that an optimal ratio exist between outside 

and inside directors based on the specific condition of each business and thus there is 

no association of business performance with board’s composition.  

Baysinger & Butler (1985) also demonstrated a weaker correlation between 

independent directors and ROE. Additionally, Agrawal & Knoeber (1996) found 

through applying simultaneous estimation that portion of independent directors are 

negatively related with company performance. The authors explained that board 

directors may increase due to separate motives, for instance, political motives; 

therefore, such boards will not essentially increase firm value. According to Franks 

(1999), same scenarios also occur within UK economy as independent directors in 

UK have lesser responsibilities in contrast to the US. The directors mainly perform an 

advisory role, thus no relationship is discovered between independent directors and 

company performance. 
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Lawrence and Stapledon (1999) also stated that there is no consistent support 

that outside directors increase or lessen company value in Australia. Moreover, few 

researchers indicated that company-specific expertise and knowledge are not available 

to independent directors; hence, insider directors who possess this expertise and 

knowledge enhance the company performance and have positive influence on the 

business (Hoskisson, 1994).  

Other researchers demonstrated mixed opinions regarding independent 

directors, e.g., Wagner, Stimpert and Fubrara (1998) observed a significant relation of 

independent board directors with business performance but the researchers also found 

a positive correlation between business performance and inside directors. They 

concluded that high ratio of either independent or insider directors’ results in 

improved performance.  

Dalton et. al. (1998) depicted little support of any correlation of business 

performance with board composition. Hermalin & Weisbach (1988) investigated 

causes for joining and leaving a board and indicated that when a CEO reaches near 

retirement, higher number of insider directors join the board, perhaps to develop a 

broader range of options for the selection of new CEO. The researchers also 

concluded that after appointment of the CEO, inside directors with smaller tenures 

disappear from board and independent directors are expected to enter the board after 

the poor performs of the companies. 

We can conclude from the literature that there are different opinions 

concerning association of capital cost with board composition, therefore, 

indecisiveness of the literature regarding this correlation leads this research to 

investigate this issue.  

2.4.5 Ownership Structure / Managerial Ownership 

The behavior of the managers will be different when they own larger stocks of 

a firm. In this situation, the whole firm, managers and stockholders have same 

interests (Gugler, 2008). The companies which have broadly dispersed ownership, no 

outside stockholders have stronger motive for monitoring the managers. Similar issue 

occurs if managers don’t have ownership of larger ratio of the firm as the managers 

do not follow the similar goals as of stockholders.  

Jensen and Meckling (1976) indicated a mechanism for mitigating the agency 

problems due to ownership and control separation. The authors suggested that 

integrated interests of managers and stockholders can decrease the agency problems. 

They also proposed that provision of incentives for managers will unite managers and 

stockholders’ interests. In other sense, the researchers stated providing shares to 

managers will make their interests similar to those of stockholders. They described a 

linear correlation between financial performance of the company and managerial 

ownership.  

Mehran (1995) obtained a positive and linear relationship between business 

performance and managerial ownership in US economy. Several studies around the 

world supported a linear association of company performance with managerial 

ownership, e.g., Welch (2003) and Oswald and Jahera, Jr. (1991) also explored a 

positive and linear association between business performance and managerial 
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ownership. Bhagat & Bolton (2008) depicted positive correlation between firm 

performance and present value of managers stocks holdings.  

Hossain et al., (2001) stated that a linear positive relation exist between 

financial performance and ratio of managerial ownership for New Zealand. Gelb 

(2000) also found a positive relationship between business performance and 

managerial ownership. Demsetz & Villalonga (1983) reported that there is a negative 

association between financial performance of the firms and managerial ownership and 

explained that it is the result of managers ‘opportunistic behavior (referred to as 

entrenchment effect). Ang et al., (2000) also documented a negative relation between 

ratio of managerial ownership and financial performance of the firms for the US 

economy. Reddy et al., (2008a) found negative association between managerial 

ownership and firm performance for small cap firms in New Zealand. 

Some researchers have also reported a non-linear relationship, for example, 

Morck, Shleifer and Vishny (1988) explored two contradictory effects for managerial 

ownership: entrenchment effects and alignment effects. The alignment effects 

indicated that interests of the managers and company are aligned which depicted a 

positive correlation between managerial ownership and company performance. The 

entrenchment effects presents probability of replacement through a takeover or proxy 

fight and depicted that more managerial ownership offers incentives to managers for 

pursuing their own interests. According to entrenchment effect, the alignment of 

interest for shareholders and managers is not possible due to expropriation of minority 

stockholders (Shleifer & Vishny, 1997; Johnson, et. al., 2000). 

Few researchers depicted negative relation of managerial ownership with 

company performance as a result of entrenchment effects (Fama, 1983b; Demsetz, 

1983). These authors indicated that due to entrenchment effect; the opportunistic 

behavior of managers can increase at cost of external investors. Though some 

researchers indicated the existence of linear correlation between firm performance and 

managerial ownership (Jensen, 1976; Demsetz, 1983), other researchers have different 

opinions.  

Few empirical studies demonstrated a quadratic relationship between company 

performance and managerial ownership (McConnell, 1990; Han & Suk, 1998). The 

results of these studies have shown that interests of stockholders and managers are 

aligned at primary levels of managerial ownership; so the managers with lower degree 

of ownership are not attracted to engage in non-maximizing projects (the alignment 

effect). Consequently, lower level of managerial ownership has positive influence on 

business performance, but at higher levels of insider ownership, the managers would 

be more concerned with gathering private allowances and entrench these benefits at 

the expense of investors expense (the entrenchment effect). At a high level of 

managerial ownership, entrenchment effect obstructs the alignment of benefits 

between stockholders and managers and the company performance will decline 

(Griffith, 1999; Chen, 1993).  

McConnell & Servaes (1990) supported this observation in their research by 

reporting a curvilinear correlation between managerial ownership and company 

performance. The authors documented that company performance rises with increase 

of managerial ownership rise upto 40–50 percent (alignment effect) but when insider 

ownership increases from more than 40–50 percent, the company performance begins 
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to decline as a result of entrenchment effect. But, Hossain et. al., (2001) obtained no 

support for curvilinear connection of managerial ownership with company 

performance in New Zealand. 

The prior literature has described a cubic correlation between managerial 

ownership and company performance (Short & Keasey, 1999; De Miguel, et. al., 

2004). The results of studies described that increase in managerial ownership at initial 

level will converge interests of stockholders and managers which results in increase of 

company performance (the alignment effect). This positive correlation lasts until the 

entrenchment effect mitigates the performance of managers and the interests of 

owners and managers started to be deviating at this level and subsequently the 

company performance declines. At upper stages of managerial ownership, interests of 

stockholders and managers realign and it overwhelms the entrenchment effects and 

consequently the business performance increases. Hence, the managers will have 

positive influence on company performance when they have higher ownership of a 

company. 

Based on agency theory, the businesses having lower level of insider 

ownership that function on behalf of outside stockholders may experience the 

problems of principals and agents (Eisenhardt, 1989). The lower level of managerial 

ownership offers managers the motivation to take decisions for maximizing their own 

interests at the cost of shareholders (Jensen, 1976). The managers would be 

encouraged to reduce the wealth of stockholders due to two causes: to engaging in 

short run cost supplementing actions to for reaching non salary revenue and the 

benefits for responding to their own requirements, e.g., prestige and power through 

maximization the business growth and size instead of profits (Gedajlovic and Shapiro, 

2002). 

Brailsford et al., (2002) demonstrated that high amount of debt is taken at 

lower level of insider ownership due to agency problems but a low amount of debt is 

taken at high level of insider ownership due to entrenchment effects. Thus, leverage 

and insider ownership has a nonlinear correlation between them. Contrarily, Anderson 

& Reeb (2003) depicted no association of leverage and managerial ownership, 

whereas, King & Santor (2008) reported that family businesses and businesses which 

are operated by financial institutions employed a high amounts of debt. 

We can see from the literature that there is no certain correlation depicted in 

prior research regarding managerial ownership, capital cost and business 

performance. Therefore, the inconclusiveness of the literature regarding relationship 

of managerial ownership with capital cost provides a motivation for this study.  

2.4.6 Ownership Concentration 

The investors having larger ownership claims have stronger motivations for 

maximizing the firm value and they would be able to gather information and 

supervise managers which would assist to overwhelm the problems of principals and 

agents (Jensen & Meckling, 1976). The larger stockholders also have stronger 

motivations to pressurize managers or even to oust the managers by means of 

takeover or proxy fight. The larger stockholders thus tackle the agency problems as 

they have common interest in maximization of profit and also sufficient control on 

firm’s assets to protect their interests.  
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Shleifer & Vishny (1997) reported that larger investors may protect only their 

interests which may not integrate with interests of other shareholder in business or 

with managers interests and all institutional monitoring is not positively correlated 

with company value because as few institutional investors like administration of 

public pension funds might concentrate on social or political factors other than the 

performance of the business. Accordingly, all the stockholders may not get benefits 

from managerial monitoring of institutional shareholders.  

Johnson et. al., (2000) revealed that ownership concentration is problematic as 

larger stockholders become the managers and generate severe agency problems to 

minority stockholders. La porta et al., (1999 & 2002) observed ownership 

concentration being the extensive agency problems in those economies where legal 

protection is weaker. Morck et al., (2000) given immense significance to ownership 

concentration and stated that majority stockholders may pursue different goals as 

compared to minority stockholders.  

Demsetz & Lehn (1985) observed no relation of ownership concentration with 

company value, whereas, Himmelberg et al., (1999) also described the similar results. 

Contrarily, Gunasekarage et. al., (2006) estimated that balanced structure of 

ownership expands the business performance and reported that concentrated 

ownership has detrimental influence.  

2.4.7 Audit Committee Independence 

On basis of agency theory, independent audit committee provides a further 

monitoring procedure which ensures that stockholders’ interests are being protected 

secured (Ahmed & Gábor, 2012). According to Samaha & Abdallah (2012), the audit 

committee procedure enhances the monitoring of managers and the communication 

system between board and external auditors. The audit committee performs a 

significant part in enhancing business value and performance by implementation of 

governance practices, although Nuryanah and Islam (2011) depicted a negative 

correlation between performance of the company and audit committee independent in 

case committee’s members belong to finance and accounting field. This result is 

contradictory with suggestion of the better practices for sound governance (Nuryanah 

& Islam, 2011; Cohen et al., 2014). 

The principles of independence demand that audit committee should perform 

independently and perform its responsibilities and duties in professional manner (Gill 

and Obradovich, 2012). The independent committee lets their members to question 

policies of the executives owing to lesser personal relationship with managers of the 

company (Darus and Mohamed, 2011). Independent audit committee also assists in 

alleviating the agency issues by monitoring procedures which will enhance the flows 

of informational quality between managers and stockholders of the business (Gill & 

Obradovich, 2012). Though, the researchers have shown mixed findings for relation 

of independent audit committee with internal control and reliability of financial 

information.  

Few studies concluded that audit committee’s independence has a positive 

correlation reliability of financial reporting; while few other studies depicted that 

independence of audit committee did not enhances the financial information reliability 

(Rouf, 2011; Rambo, 2013 and Maztoul, 2014). Other studies found positive affect of 
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audit committee’s independence on rigorous internal control mechanism. The audit 

committee financial expert enhances the probability of revealing material 

misstatements and modified timely and releases additional information in comparison 

to the companies without independence of audit committees (Gill & Obradovich, 

2012; Darus & Mohamed, 2011). 

2.4.8 Board Size 

The past studies demonstrated that quantity of board directors is a significant 

factor of governance (Lipton, 1992; Jensen, 1993; Reddy et al., 2008a), whereas few 

studies rejected the association between company performance and board size (Juran, 

1966). Though it is hard to obtain an optimum board size for each firm, Jensen (1983) 

suggested that around eight board members is optimal size for every board. 

Lipton and Lorsch (1992) believed that bigger size of board reduces the firms’ 

productivity as agreement with CEO becomes further complex with larger boards. 

Hackman (1990) and Forbes & Milliken (1999) supported Lipton & Lorsch through 

of the fact that that larger board is complex in coordinating and free riding is quite 

common in these boards. The researchers also stated that larger boards have 

difficulties in taking value maximization decisions. Yermack (1996) asserted the 

earlier studies by describing a negative association between company performance 

and board size. Eisenberg et al., (1998) supported the findings of Yermack in their 

research on Finnish companies.  

In comparison to this, few studies proposed that bigger board size will 

improve business performance. The advocates of larger boards consider that these 

boards will be more proficient in observing the performance of the top management 

as it will be more complex for CEO to control more number of directors (Zahra, 

1989).  

The supporters of large boards employed the theory of resource dependency in 

their arguments which stats that large boards organize a superior pool of 

environmental linkages and expertise which the firm needs for growth purposes 

(Hillman et al., 2000; Dalton et. al., 1999). Zahra and Pearce (1989) also 

demonstrated that larger boards would be able to monitor the management more 

efficiently and the CEO would not be able to control larger board straightforwardly. 

Fox (1996) also examined that the board’s size positively affects company 

performance in New Zealand and indicated that large boards displayed improved 

financial performance. Berger et al., (1997) believed that businesses having more 

members on the board have lower leverage and stated that large board size put more 

pressure from the board to force the managers in pursuing low leverage for increasing 

business performance. Wen et. al., (2002) also showed that capital structure has 

positive connection with board’s size. Anderson et al., (2004) depicted that cost of 

debit will be lower in companies having large boards these companies have effective 

monitors for the financial practices. 

In comparison to followers of larger boards, few researchers depicted that 

smaller boards have the capability to take strategic decisions on time (Judge & 

Zeithaml, 1992). Goodstein et al., (1994) demonstrated that performance of board’s 

size is measureable with two perceptions; first perception is resource dependency, 

whereas second is making strategic decisions. Their findings indicated that large 
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boards obtain benefit with perspective of resource dependence, whereas they are 

inefficient in taking strategic decisions perspective. Therefore, they suggested that 

smaller board is more efficient as compared to larger board. Hossain et. al., (2001) 

supported past studies and stated that business performance has negative correlation 

with board’s size in New Zealand. Eisenberg et. al., (1998) disclosed same findings 

for smaller and medium sized businesses in Finland. 

2.4.9 CEO / Board Chair Duality 

The CEO duality implies that same person is the CEO of the firm and also the 

board chairman, whereas, non-duality signifies that different persons occupy these 

positions. Some researchers indicated that the boards will not be able to achieve its 

real governance role in case the board is being controlled by the CEO (Molz, 1988; 

Dalton, 1985). Some researchers indicated altered associations between company 

performance and duality, therefore, there is absence of consensus in this field. 

Mallette and Fowler (1992) found that businesses having different chairman and CEO 

operate in a better way within US economy. Past studies pointed that companies with 

more agency conflict will employ higher number of outside directors, larger boards 

and dual leadership (Judge, 1992; Goodstein, 1994; Mak, 2000). Contrarily, Kesner et 

al., (1986) depicted no effect of duality of leadership on commission of illegal acts 

based on the companies listed in Fortune 500. 

In comparison, the researchers supporting duality argued that the company 

will perform better as a result of duality of CEO. Baliga et. al., (1996) reported four 

positive results for duality of CEO as follows: (1) the non-duality reduces the power 

of CEO to effectively manage the business and enlarge the difference in decisions and 

actions of board and management; (2) the duality prohibits the development of 

competition between board chairman and CEO; (3) in case of non-duality, the 

companies would suffer two public spokespersons; (4) if the CEO believes that 

company board will constantly criticize his decisions, it may restrain entrepreneurship 

and innovation. 

The lack of agreement may be due to the reason that the measurement of 

performance would be different in studies, for example, Rechner & Dalton (1991) and 

Pi & Timme (1993) employed accounting ratios for measuring the performance like 

return on equity and ROI and depicted a positive relationship with non-duality. 

Changati et al., (1985) employed bankruptcy of the company as performance measure 

and found a positive relationship of duality with company performance. No researcher 

has controlled the industry forces and other compensating governance variables which 

may be the other reason for obtaining mixed findings.   

Many studies argued that separate chairperson and CEO can enhance the 

performance of the company through clarification of the CEO behavior. Fama & 

Jensen (1983b) depicted that CEO has authority to originate and execute new projects 

for expenditures of the company’s resources, whereas, the chairman has the authority 

to monitor and confirm those projects. The prohibition an insider from having the 

authority of CEO and chairman for the similar project will results in a mechanism of 

checks and balances within the organization. This mechanism will make it more 

complex for the insider managers to involve in any kind of opportunistic behavior. 

The boards should not be control by CEO as board is supreme level of authority in a 
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company. Because the chairperson has the utmost effect on the actions of the board, 

separation of two authorities is compromised when the CEO is also board chairman.  

Fama & Jensen (1983a) demonstrated that splitting the control and 

management in the process of decision making decreases agency costs. The 

management denotes to commencement and execution of the decisions whereas 

control signifies to sanction and observing the decisions. Fosberg (2004) analyzed that 

companies having separate chairman and CEO may intend to engage in optimal debt 

amount in capital structure as compared to those firms which have the same 

chairperson and CEO. 

Wan and Ong (2005) stated that by having the one individual with excessive 

control on managers and board generates multiple complications like lesser efforts, 

lesser conflicts and lesser utilization of skills and knowledge in management and on 

board. The challengers of board duality consider that: (1) board duality have negative 

influence on board independence and inhibits board from establishment of governance 

roles and monitoring (Millstein, 1992; Fizel and Louie, 1990); (2) the survival in a 

competitive market demands separating CEO and board’s chairman (Fama, 1983b); 

(3) board duality result in longer term organizational drift by influencing morality of 

directors to evaluate business performance (Carver, 1990). 

Contrarily, the supporters of board duality argued it results in improved 

company performance as it allows clear-out leadership for reasons of strategy 

origination and execution (Anderson and Anthony, 1986). There are few other studies 

which indicated that company performance has no relationship with duality of CEO. 

Kesner et. al., (1986) showed no relation of business performance with CEO duality. 

The evidence from a research on short term company performance in US economy 

also depicted that these companies are indifferent to variations in status of duality of 

boards (Baliga, 1996). Chen et al., (2008) also supported this opinion by depicting 

that the firms might alter their structure of leadership but it will not improve the 

performance of the business. Iyengar and Zampelli (2009) examined also duality of 

CEO is not related with optimizing the company performance.   

2.5 Cost of Capital: 

Capital cost performs a key part in company decisions. The academicians and 

practitioners tried to develop complete picture regarding capital cost as it results in 

improved understanding of the companies. The survival of all businesses is attached 

with calculating capital cost but majority of the existing literature focused on the 

European and US economies and investigated the influence of various variables on 

capital cost in these economies. Every business’s financial sector comprises of two 

subsets, equity and debt, therefore, in calculation of capital cost two components 

should be considered, equity cost and debt cost. The debt cost comprises of interest 

that must be paid by the firms against borrowed amount, and equity cost comprises of 

dividend payments that needs to be disbursed to stockholders. 

2.5.1 Weighted Average Cost of Capital (WACC): 

Accurate assessment of economic life and investments costs for any 

investment is the major prerequisite of any firm because acceptance or rejection of 

any investment is made on the basis of computation of NPV by utilizing capital cost 
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or discount rate of the company. The value of NPV has an impact on all decisions; if 

NPV is greater 0 then project is accepted otherwise is will be rejected. Inaccurate 

capital cost results in improper values for profit, NPV and EVA. 

The businesses having different types of financial sources needs to calculate 

WACC for estimation of capital cost (Farber et al., 2006). In this situation, the after 

tax capital cost every funding source is computed by considering the weight of every 

source in overall financing structure (Ross, 2005; Baker, 2005). WACC was proposed 

by Modigliani and Miller (1963), Miles and Ezzell (1980) which is perhaps most 

popular technique for calculation of capital cost in real world (Ross, 1996). 

In spite of the extensive application of WACC method in past studies, some 

researchers have shown their concerns regarding the impractical assumptions of 

WACC, e.g., constant leverage ratio assumption. Miles & Ezzell (1980) depicted that 

WACC technique have the assumption that proportions of capital structure constant, 

so, when values of future assets would be uncertain, the tax shield of future debt 

would also be uncertain. Lewellen and Emery (1986) argued that variation in 

estimating the capital cost rises due to different characteristics of debt management 

policy of the organization. The authors concluded that the most appropriate way for 

responding to new information regarding anticipated operating future cash flows is to 

presume a periodical rebalancing strategy for firm’s debt levels. The other 

shortcoming is the requirement of having exact estimation of the value of tax shield as 

this value is based on debt policy of the organization.  

2.5.2 Cost of Equity Capital:  

The different researchers have explained cost of equity capital differently in 

empirical literature. Some researchers have utilized ex-ante equity capital cost 

whereas others are tended to utilize ex-post equity cost. Majority of recent studies 

have focused on using ex-ante method to measure equity cost. The researchers have 

applied different models for calculating equity capital cost. Ohlson & Nauroth (2005) 

used the model of EPS and EPS growth rate. The researchers established a model 

which related per share price of the firm with expected EPS for the next year, and 

shorter term growth of EPS with longer term growth of EPS.  

The other model which Claus and Thomas (2001) employed is established on 

valuation approach of residual income. The model is same as of dividend discount 

model; major variation is that this model utilizes expected EPS with shorter term and 

longer term growth rates.  

Gebhardt et. al., (2001) used a model which was same as used by Claus and 

Thomas, it was also established on valuation approach of residual income and it was 

referred to as GLS model. There was only one major variation in this model that the 

growth was extended to 12 years instead of 5 years.  

Easton (2004) developed a model based on an abnormal growth by using 

forecasts of actual revenues of two years, current price and dividend payout ratio and 

manually calculated equity capital cost (K) which balances the both sides of the 

equation. This model was referred as ES.  



44 
 

The models which have been discussed above are comparatively new, but the 

foundation for developing the models for calculation of equity capital cost was laid by 

Tobin (1958) and Markowitz (1952), after that different models have been developed 

for this purpose.  

The (CAPM) model which would be employed within this research was 

introduced by Lintner (1965) and Sharpe (1964). This model correlates the individual 

security’s equity capital cost to its systematic risk represented by Beta. The empirical 

studies based on CAPM e.g. Douglas (1969) and Lintner (1965) were primarily 

focused on returns of individual securities. Some statistical complexities occurred 

while calculating returns based on individual securities as recognized by Miller & 

Scholes (1972) while evaluating the CAPM validity. Later empirical research 

removed that problem through utilizing portfolio return. Black (1972) utilized spread 

of all NYSE stocks for a specific time horizon; they develop portfolios and reported 

linear correlation of beta and average excessive return of portfolios. Fama & MacBeth 

(1973) expanded the research and offered verification (i) for a greater intercept term 

and compared to risk free rate, (ii) linear correlation of beta and average return, and 

(iii) that linear correlation holds better when data is spread for a longer time frame.  

The second method for calculation of equity cost is ex-post method which is 

most supported technique by the empirical literature but it also has some deficiencies. 

Recently, the researchers have found that this technique is an inadequate proxy for 

equity cost (Guay et al., 2011; Elton, 1999) with respect to the frequent utilization of 

this technique in empirical literature (Grandes, 2010; Da et. al., 2012). The CAPM 

and Three Factor model are prevailing techniques in this method which will be 

presented in subsequent sections (Fama and French, 1993). 

2.5.2.1 Capital Asset Pricing Model (CAPM): 

The literature associated with CAPM was introduced by Sharpe (1964); 

Lintner (1965) and Black (1972). The studies of these authors introduced the CAPM 

which turn out as most prominent technique and the basis for further research. This 

technique supposes that a complete explanatory power exist in the market and 

fluctuations in the market returns can exhibit the behavior of organizations’ returns. 

The fluctuations in the market are deemed as risk factors and they influence expected 

return. In this technique, variations in expected market returns demonstrate the 

expected returns. The CAPM formula is as follows: 

𝐸(𝑅𝑖) =  𝑅𝑓 +  [𝐸 (𝑅𝑚)𝑅𝑓]𝐵𝑖𝑚 ……………………….(2.1) 

Where E(Ri) represents the asset i expected return, Rf denotes the risk free 

rate, E(Rm) describes market’s anticipated return, [E (Rm) – Rf] shows the risk 

premium in the market and βim is risk percentage for every invested dollar in asset i 

which has contribute in market’s portfolio. 

The regression model of this technique is as follows: 

𝑅𝑖𝑡 −  𝑅𝑓𝑡 = 𝛼𝑖 +  𝛽𝑖𝑀 (𝑅𝑀𝑡 − 𝑅𝑓𝑡) +  𝜀𝑖𝑡 …………….(2.2) 

Where αi is stock’s alpha (abnormal return) of stock i, βiM is equity beta 

coefficient of stock i and εit is an idiosyncratic or diversifiable risk (Fama and French, 
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2004). The variable alpha is a risk adjusted portion of supposed active return for the 

investment and denotes excess return against the compensation of risk assumed and it 

is generally applied for assessing the performances of active managers. 

The returns of the index (market returns) and a list of share returns is needed 

for estimating beta. The required returns can be daily returns, weekly returns or 

returns for any other period. The number of years used in any research can be one, 

two, five or more. An extremely significant segment of this technique is beta value 

which explains the correlation of market returns with portfolio returns (Levinson, 

2006). An accurate approximation of firm specific beta value is critical in all 

applications of the modern theory of finance which includes asset pricing, risk 

management and calculation of company’s capital cost. Campbell et. al., (2011) stated 

that business specific betas are hard to calculate and may be volatile over time. Many 

of the researchers concluded that values of betas vary across companies and also over 

time (Ang, 2009; Sunder, 1980). Furthermore, Ferson & Locke (1998) found that 

estimation of beta values have a considerable amount of time variation and this 

mistake only have a smaller contribution in total estimation errors for capital cost. 

In spite of these limitations in beta calculations; two approaches are available 

for estimation of beta values: the first approach categories stocks in different 

portfolios on the basis of characteristics for reducing measurement inaccuracies. This 

approach presumes that all shares in a specific portfolio have the similar value of beta 

(Fama & MacBeth, 1973). But, if shares in a specific portfolio are exposed to other 

risk factors instead of features on which the portfolios are categorized may exhibit 

serious mistakes. The second approach for beta calculation comprises of estimation of 

a different time series for every company to find individual beta values (Brennan et 

al., 1998). But this approach can result in severe drawbacks if either the time period 

very short or the quantity of observations is very small. 

There are some potential estimation problems over times which are critical in 

estimation of capital cost. Ferson & Locke (1998) indicated that security analysts 

generally used historical average returns for estimating the risk premium of a market 

index and value of beta in CAPM. The researchers described that accuracy of capital 

cost calculation will increase if expected premium will be measured in a better way 

even if CAPM is an incorrect technique. The authors believed that improvement in 

estimating the market premium is extremely vital than concerns regarding utilization 

of wrong beta values when mistakes in capital cost over time are the concern. They 

also reported that the lowest overall mistakes were obtained in case regression 

technique is used and the huge mistakes arise in case historical average values were 

used. Few considerations for calculation of beta values can provide better outcomes, 

for example, Theil (1971) noted more observations were required for reliable 

estimation of beta values. Cosemans (2009) observed that limited observations will 

result in poor of beta. Consequently, more observations like more than 300 

observations were recommended by prior studies (Sunder, 1980 and Theil, 1971).  

Some recent studies have shown that about 50 to 100 observations would be 

sufficient (Jin et al., 2006). The other problem in calculation of capital cost is data 

period because if the data period is too short, it allows the beta calculation to be 

affected with recent market behavior (Hoberg, 2007) and hence results to higher 

standard errors in calculations. Though a longer period decreases some errors, it may 
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also results in some other mistakes like difficulty in data collection or having more 

assumptions like estimation of tax positions for investors.  

The empirical research has also suggested an alternate beta technique termed 

as Arbitrage Pricing Theory (APT). Conner & Korajczky (1988) documented that 

APT is a superior technique for detection of factors affecting asset returns.  Ferson & 

Korajcyk (1995) indicated that greater portion of predictability for could be captured 

by the APT technique. Though past studies suggested that APT technique is a better 

approach than CAPM, still there are some problems related with APT model. Firstly, 

underlying variables and their required number are not specified in this theory. 

Secondly, systematic and pervasive effects on asset prices are uncertain.  

Cheng (1995) classified three economic factors which describe the UK stock 

exchange namely1) market indices; 2) longer-leading variables, lagging indicators, 

interest rate, money supply and unemployment rate; 3) output variables like GDP 

growth, industrial production, consumer expenses on durable commodities and 

shorter-leading indicators.  

The CAPM model suggests that variances in market’s beta will fully describe 

variations in expected returns for securities and portfolios. Various articles attempt to 

revise initial CAPM version and increase explanatory power through expansion of 

included factors. The followers of failure of this CAPM form are categorized in 

following two units:  first unit is behaviorists. They believed that empirical literature 

demonstrates that shares having lower B/M value related with growth companies, and 

stocks having higher B/M value related with companies’ persistent poor periods 

(Fama & Franch, 1995). Second unit believed that various unrealistic and simple 

CAPM assumptions results in empirical disagreements.  

The CAPM model forecasts that equity cost is positively correlated with 

market’s beta and irrespective of empirical criticisms; it is yet the most famous 

technique for calculation of equity cost (Da et al., 2012). Few studies described that 

about 75% of practitioners and academicians still believed that CAPM has reasonable 

calculation (Welch, 2008; Graham, 2001). 

2.5.3 Cost of Debt: 

The debt cost can be explained as cost which firms bear against external 

financing obtained from debt providers or lenders. The general proxy for debt cost 

adopted in past research is yield spread (e.g. Klock et. al., 2005; Anderson et. al., 

2004) which is measured as maturity yield of weighted average debt in addition to 

duration equal to treasury yield. The past research had also used maturity yield for 

first issue of debt for year t+1 as a proxy of debt cost (Blom and Schauten (2006); 

Sengupta (1998)); it denotes effective interest rate which equates present value for 

principal amount and interest payments by lender. The other methods of debt cost 

comprise of average interest on debt of business and amount of total interest to 

organization on the first debt issue for year t+1 (Piot and Missonier-Piera, 2007; 

Sengupta, 1998). 

Various researchers tried to determine correlation of debt cost with 

governance practices and established the models which depicted a negative 

correlation between these variables, i.e., if governance practices would be better in an 
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organization, the debt cost will lower. Though various researchers have shown 

support for an impact of governance practices on use of debt and financing decisions 

of business, but these researchers have not determined governance influence on debt 

cost.  

Harford et al., (2008) also investigated relationship between corporate board 

and leverage decisions of the firm. The researchers constructed a board governance 

quality index on basis of ten characteristics of board and found that using data for 

board features and through control of other characteristics of governance for the 

business, the stronger corporate board lead the company to hold larger amount of 

debt. 

Nonetheless, various researchers influence of debt cost on governance 

mechanisms, for example, Sengupta (1998) found that companies with higher ratings 

of disclosure’s quality by financial experts have a lesser effective interest cost. 

Similarly, Anderson et al., (2004) showed that companies with stronger governance 

practices obtained benefits of lower debt cost. Specifically, Anderson et. al., (2004) 

examined the company level data during 1993 to 1998 for S&P 500 companies and 

concluded that monitoring of audit and board committees significantly influence the 

debt cost financing. Their findings indicated that companies having larger 

independent audit and boards committees have lesser debt financing cost. From 

another angle, Asbaugh-Skaife et al., (2006) examined impact of governance practices 

on credit ratings of business by utilizing the data from the database of Board Analyst, 

Compustat and Center for Research within Security Prices. They developed an index 

of governance practices and documented those governance practices of firms 

influenced their credit ratings and weaker governance mechanisms can result in 

greater debt costs for the organizations. 

Pittman & Fortin (2004) conducted a research and showed that if a business 

chooses a Big-Six (Now Big Four) Audit company, it can decrease debt costs by 

improving credibility of financial reports. The authors utilized a sample of US firms 

which became public between 1977 and 1988 and emphasized the description of three 

primary variables: interest rates of companies, auditor choices and ages.  

In a related research, Mansi et al., (2004) observed impact of auditor 

characteristics (tenure & quality) and the debt cost by utilizing a sample of 8525 

number of observations during1974-1998 and found that characteristics of auditors 

have negative and significant relationship with debt cost. Cremers et al., (2007) 

investigated impact of governance systems by the stockholders on bondholders and 

depicted that influence of stockholders control on credit risk of the firm is based on 

takeover exposure and the covenants of event risk decrease the credit risk related with 

stronger governance by the stockholders. Ortiz-Molina (2006) examined impact of 

managerial ownership on bond’s yield spread and found that managerial ownership 

has a positive relationship with debt cost and this relationship is weak at high 

ownership level. 

Majority of past studies documented that better governance practices has a 

positive influence on debt cost, i.e., improved governance mechanisms results in 

lesser debt cost. But there are some other researchers who demonstrated that the 

influence of governance on debt cost is not straightforward. Bhojraj & Sengupta 

(2003) completed a research to present confirmation of relationship between 



48 
 

governance practices, yields and bond ratings for period of 1991 to 1996. They 

implemented two common techniques: the ratio of outsiders in company’s board and 

institutional ownership. The authors found that governance practices can decrease 

bond yields and contribute to high ratings for issues of new bonds. Aslan and Kumar 

(2012) stated that increase in managerial ownership results in increase of debt cost at 

lower levels but reduce the debt cost at high levels. They also found that ownership 

concentration can raise or reduce debt cost.  

Frantz & Instefjord (2012) evaluated connections of governance with 

borrowing cost for understanding that improving the governance practices of an 

organization causes and increase or decrease in debt cost. The researchers developed a 

dynamic technique where governance is a determinant for default and found that 

developments in governance decreases the probability of default but may increase or 

decrease debt cost. The direction of relationship between debt cost and governance is 

based on restructuring cost in default for the business. 

We can see from the literature that there is a limited research for influence of 

governance practices on organizations’ debt cost. We can conclude from the literature 

that there are few studies which depicted a positive effect of governance practices on 

debt cost, whereas, some other studies revealed that governance practices may or may 

not reduce debt cost. This study will determine the effect of governance practices on 

debt cost. 

2.6 Corporate Governance, Cost of Debt, Cost of Equity and WACC:  

Many researchers have analyzed association between governance, debt cost, 

equity cost and WACC e.g. Baganini et al., (1994) found that increased managerial 

ownership results in increasing debt cost at lower levels but reduces debt cost at 

higher levels. By utilizing disclosure scores being proxy of information asymmetry in 

market, Sengupta (1998) revealed that businesses having higher rating of disclosure 

quality by financial analysts enjoyed a lesser interest cost for issuance of debt; 

organizations with more informative and timely disclosures are considered to have a 

reduced likelihood of concealing bad information. Therefore, they are anticipated to 

be required a decreased risk premium by debt holders. 

Fan and Wong (2002) used ownership structure of 977 firms in seven East 

Asian countries and depicted that concentrated ownership results in lower 

informativeness of earnings as concentrated ownership prohibits disclosure of 

organization’s proprietary information for protecting their activities. Bhojraj & 

Sengupta (2003) argued that better management monitoring influences bond ratings 

and yields by impacting firm default risk. Particularly, businesses with higher 

institutional ownership and better outside controls of board causes decreased bond 

yields and superior ratings for their bond issues.  

Anderson et al., (2003b) examined correlation of weaker shareholder rights 

like establishing family ownership or several antitakeover provisions with debt cost. 

The findings indicated that establishing family ownership or stronger antitakeover 

provisions caused decreased debt financing. It implies that establishing family 

ownership or stronger antitakeover provisions may not be beneficial for shareholders 

but they are considered favorable by bond market. Gompers et al., (2003) argued that 



49 
 

governance practices of firm influences credit ratings and also that weaker 

governance practices may result in higher debt cost for the business.  

Bhojraj & Sengupta (2003) carried a study for providing regarding impact of 

governance practices on yields and ratings of bonds by utilizing the data for the period 

of 1991 to 96. To examine the relationship of bond ratings and yields with governance 

practices, the researchers employed two commonly utilized measures: ratio of 

outsiders in board and institutional ownership. For testing impact of governance 

practices on bond ratings, the authors utilized a model in which they define bond 

rating as function of governance practices and some other control variables. The 

researchers argued that governance practices, through impacting organization default 

risk, may decrease bond yields and also result in improved ratings for new bond 

issues. The study highlighted two areas where governance practices can assist 

creditors for assessing organization’s default likelihood. The first risk is agency risk 

which denotes that managers may operate for their own interest which can result in 

divergence from maximizing value and minimizing risk. In case governance practices 

can decrease such risks, businesses with better governance practices may have higher 

bond rating and lesser yields. The second risk is information risk which denotes to 

risk that managers may conceal private information which may unfavorably influence 

loan default risk. Governance practices may discipline organizations by forcing for 

disclosure of timely information which will lessen information risk. On the other 

hand, concentrated institutional ownership unfavorably influences ratings and yields. 

Pittman & Fortin (2004) conducted a research and provided evidence that 

selecting an audit firm out of Big Six firms (Currently Big Four), the businesses can 

decrease debt cost financing by improving financial statements credibility. The 

authors utilized a sample of those US firms went public from 1977 to 1988. The study 

employed methodology which stresses measurement of three factors of interest 

namely: organizations’ interest rates, auditor choices and ages. The researchers also 

included control variables which represented other prospective determinants of debt 

cost and business specific characteristics. 

Mansi et. al., (2004) also examined in a similar study the relationship between 

characteristics of auditors (tenure and quality) and debt financing cost. They used a 

sample of 8525 observations during 1974 to 1998 and found characteristics of 

auditors have negative and significant relationship with debt cost. Anderson et 

al.,(2004) presumes that controlling quality of financial reports by directors is most 

significant item, as debt holders consider covenants based on accounting for their loan 

agreements. The researchers confirmed negative relation between audit committees, 

independent boards and debt cost.  

Ashbaugh et. al., (2004) also stated that as the purpose of governance practices 

is decreasing agency costs, they may have an important impact on equity capital cost 

of the firm; the researchers also described that better quality of company’s financial 

information have negative correlation with equity cost of the business. For emerging 

economies, Chen et. al., (2004) evaluated influence of disclosure at company level 

and governance practices on equity capital cost and discovered that disclosure can 

decrease equity capital cost significantly in emerging economies. They also found that 

this effect would be valid for only those countries where protection of investors is 

relatively better. Therefore, disclosure at firm level and legal protection at country 

level complement each other to reduce cost of equity for an organization. 



50 
 

Additionally, their results also showed that governance practices always have 

negative and significant correlation with equity cost under different regression 

models. Moreover, this association is important only in those economies where 

investors’ legal protection is relatively poor.  

Klock et. al., (2005) examined the relationship of debt financing cost with 

governance index which includes several shareholder protection and antitakeover 

provisions. The researchers utilized sample of 1877 observations for 678 

organizations from different data sources. The governance was measured through a 

governance index calculated by utilizing Gompers et. al., (2003), whereas, debt cost 

was calculated through yield spread. They also used control variables related to 

characteristics of the firm to analyze the relationship. The results indicated that 

stronger antitakeover provisions cause lesser debt financing cost, whereas, weaker 

antitakeover provisions cause larger debt financing cost.  

Francis et. al., (2005) provided direct evaluation regarding incentives related 

to disclosure and impact on organizations capital cost. The authors argued that 

businesses in industries which require more external finance have more voluntary 

disclosure in order to differentiate themselves for obtaining external financing at a 

lower cost. The researchers found that an extended disclosure policies for these 

corporations results in lowering cost of equity and debt both. 

Ortiz Molina (2006) examined managerial ownership and corporate bonds 

yield spreads. The researchers found a positive relationship of managerial ownership 

and debt cost and this kind of relationship is comparatively weaker at greater level of 

ownership. Majority of empirical studies documented that better governance practices 

have positive influence on debt cost i.e. the improved governance practices results in 

lowering debt cost. Other researchers demonstrated that effect of governance practices 

on the debt cost is not as linear as depicted by Baganini et al., (1994), Bhojraj and 

Sengupta (2003); Aslan and Kumar (2012). 

Ashbaugh - Skaife et al., (2006) also found that firm credit ratings have 

positive relationship with board independence, expertise of board to monitor 

management and board stock ownership. It specifies that better governance processes 

and board structure results in increased management monitoring which results in 

restricting managerial opportunism. Besides, financial transparency like quality of 

accruals and earnings timeliness has positive association with credit ratings. On the 

other hand, businesses having stronger shareholder rights face inferior credit ratings 

and increased debt financing cost as shareholders can influence transfer of wealth 

from bondholders through substitution of assets or exposure to takeovers. Guedhami 

& Mishra (2006) observed that implied equity cost rises with excessive controls.  

For analyzing the impact of governance on debt cost, Blom and Schauten 

(2006) tested the notion that better governance practices should involve lesser debt 

cost because debt holders may consider governance practices while measuring default 

risk. The researchers used Deminor Ratings for the period of 2000 to 2004 as a proxy 

of governance variables. This rating comprises of four major groups; disclosures, 

shareholder rights, board structure and range for takeover defenses. The results of the 

study have shown that businesses with better governance also achieve a lesser debt 

cost.  
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Cremers et. al., (2007) provided more support for impact of antitakeover 

provisions on debt cost. They stated that shareholders control is linked with lower 

(higher) bonds yield if business is protected from (or exposed to) takeovers. The 

researchers further argued the results are obtained from divergence of interest 

between bondholders and shareholders and bond covenants have a significant role in 

decreasing conflict of debt holders and shareholders. 

Piot & Piera (2007) investigated the relationship of governance and quality of 

audit with debt cost for the French market. The reason provided is that risk of debt 

holders derives from information risk and agency risk. The first risk is related to 

financial reporting quality whereas, latter relates to fact that managers may attempt 

for transferring wealth at the cost of creditors. The research found that all the three 

governance variables namely involvement of board to monitor governance practices, 

monitoring rights provided to institutional investors; and board independence 

significantly reduces the borrowing cost. 

Chen et al., (2007) analyzed impact of governance practices on liquidity of 

equity and described that the organizations with weaker disclosure practices and 

information transparency have to bear a more cost for liquidity of equity. Byun (2007) 

examined the relationship of debt cost with governance policies for the period of 2001 

to 2004 in Korea. The researchers investigated whether better governance policies 

decrease agency costs, default risk and debt cost for a business. The results indicated 

that governance mechanisms are negatively related with debt cost after controlling for 

control variables and this correlation is more prominent in companies that which have 

total assets of greater than 2 trillion won (almost US$2 billion). So, findings strongly 

suggested that better governance mechanisms work positively for lowering debt cost. 

Hope et al., (2007) analyzed effect of higher remuneration of auditors with 

equity cost and indicated that equity cost becomes higher if remuneration of auditors 

is higher within economies where investors’ protection is stronger. The effectiveness 

of governance practices have been tested empirically in performance based analysis; 

where extensive empirical literature has described that governance affects 

organizational value and performance positively (Soh, 2011; Ramly & Rashid, 2010 

and Zhu, 2014).  

Shah & Butt (2009) analyzed the impact of governance practices on equity 

cost in Pakistan for 2003 to 2007 114 companies listed at KSE. The authors used 

correlation matrix, OLS and fixed effect model for testing the panel data. The results 

have shown that board size and managerial ownership have a significant and negative 

impact on cost of equity, whereas, audit committee independence, board 

independence and governance have positive impact on cost of equity in Pakistan.   

Hassan & Butt (2009) explored the relationship of governance and ownership 

structure with capital structure of Pakistani organizations listed at KSE for 2002 to 

2005. The authors collected company level data for 58 non-financial selected firms 

listed at KSE and employed multivariate regression analysis and fixed effect model 

technique. The dependent variable was debt to equity ratio, whereas, independent 

variables were board size, board composition, CEO duality, institutional 

shareholdings and managerial shareholdings. The impact of control variables like size 

and ROA of firms has also been included among independent variables. The results of 

study have depicted that managerial shareholdings and board size have a significant 
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and positive affect on debt to equity ratio, whereas, board structure and CEO duality 

have insignificant relationship with debt to equity ratio. Furthermore, the findings 

have also depicted that control variables i.e. size and return of assets (ROA) have 

significant influence on debt to equity ratio. 

Gupta et al., (2010) examined interactive effect of financial and legal 

developments at country level, and governance attributes at company level on equity 

cost by utilizing a broad sample of 7380 firm years taken from 22 advanced 

economies during 2003-2007. The authors demonstrated that governance attributes at 

firm level have an impact on the equity capital cost just in Common Law nations with 

higher degree of financial developments.  

Attiya and Robina (2010) determined the relationship of corporate valuation, 

governance, ownership structure and external financing needs in case of Pakistani 

firms for the period of 2003 to 2008. The sample consists of 60 non-financial firms 

listed at Karachi Stock Exchange (KSE). The findings confirmed the theoretical 

hypothesis that firms with larger size and having more investment opportunities opt 

for improved governance practices. The study also depicted that weaker legal 

protection results in more concentrated ownership for Pakistani firms. Moreover, the 

results have shown that better investment opportunities results in more concentrated 

ownership, whereas, concentrated ownership  decreases as the firm size increases. The 

authors argued that companies which need greater external financing adopts better 

governance practices, and also the firms having higher growth rate and larger size 

need more external financing. Finally, the findings of the research depicted that 

companies having better governance practices, concentrated ownership, having more 

external financing needs, better investment opportunities and having larger size are 

being valued higher.   

Furthermore, Amir et. al., (2010) stated that information quality is negatively 

correlated with capital cost. Because of the reason that auditors manipulate reported 

information, auditor independence has positive relationship with financial reporting. 

Moreover, the quantity and quality of information communicated by the organization 

results in increasing transparency and decreasing information asymmetry. Due to 

these reasons, the organization’s risk profile would decrease. Therefore, the investors 

and creditors will require a lower risk premium on equity and debt.  

Bozec & Bozec (2010) studied Canadian economy for period of 2002 to 2005 

and tested governance levels with corresponding WACC and discovered a strong 

association among the variables. They measured governance by report on business 

(ROB) index and suggested that improved governance practices results in decreasing 

WACC for Canadian businesses. The ROB index comprises large number of 

governance factors which are considered to be extremely important for the 

effectiveness of governance practices. It includes board composition, board 

independence assessment, and also three committees namely nomination, audit and 

remuneration.  

Guangming et. al., (2011) studied the Chinese economy and analyzed the 

association between governance indices and information disclosure. They also found 

the same results that the equity cost decreases as a result of better quality and 

transparent disclosures. Lorca et. al., (2011) examined whether the board directors 

affect debt financing cost for listed organizations in Spanish Stock Exchange from 
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2004 to 2007.  The findings suggested that two board characteristics – board activity 

and director ownership – seem to affect the risk assessment of debt holders due to 

their capability for reducing the information asymmetry and agency cost. The 

researchers also found a non-linear association between size of the board and debt 

cost which suggest beyond a certain level, the advantages of larger boards may be 

offset against cost of weaker communication and more time required for decision 

making. 

Ramly (2012) studied the relationship of governance practices with cost of 

equity capital for Malaysian listed organization for the period of 2003 to 2007. This 

research assessed the quality of governance practices by utilizing a broad index of 

governance practices which consist of six categories. This paper found that 

governance mechanisms have a decreasing impact on equity cost and the businesses 

which have better quality of governance practices appear to experience a lesser equity 

cost. These findings suggested that organizations in emerging economies which have 

improved quality governance practices bear lesser agency problems and informational 

risk, and also acquire substantial economic advantages. 

For the variable of board independence which is among the most examined 

variables, Palmberg (2015) and Lama (2012) reported that most of the studies failed 

in finding a significant connection with company performance. Pham et. al., (2012) 

analyzed the Australian economy for the period of 1994 to 2003 and reported that 

more insider ownership, smaller independent boards and presence of more 

institutional blockholders results in lowering overall capital cost. Other researchers 

focused on both the debt cost and equity. Aslan and Kumar (2012) conducted same 

kind of research and found that ownership concentration would result in increasing or 

decreasing the debt cost.  

Juniarti and Natalia (2012) examined the benefits of implementation of 

governance practices on debt cost for listed organizations in Indonesia during 2004 to 

2009. After considering for the relevant controlling variables, results disclosed that 

there are no benefits for the Indonesian companies in terms of lesser debt cost for 

implementation of governance practices. The researchers explained that lower degree 

of creditors’ belief on better governance mechanisms would be the major reason for 

this kind of relationship. 

Frantz & Instefjord (2012) examined association of governance and borrowing 

cost for understanding whether improving the governance quality of an organization 

results in increasing or decreasing debt cost. The researchers found that an 

improvement in governance practices results in reducing the chances of default but 

may cause a decrease in debt cost.  Keshtavar et. al., (2013) determined the 

association of governance practices with equity cost and financial decisions for 

businesses in Tehran during 2007-2011. The results depicted that the variables of 

governance practices significantly and positively affect debt cost, equity cost and 

WACC.  

Hajiha et al., (2013) investigated relation of features of board directors and 

debt cost for organization listed in Tehran stock market during the period of 2005-

2011. The findings reveal negative correlation of board size with debt cost. The 

results also depicted positive impact of independent board directors’ ratio and debt 

cost and there is no relationship between duality of board directors and debt cost. This 
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study only concentrated on equity cost and ignored debt cost and WACC which are 

also fundamental segments of financing cost for the companies, therefore, the finding 

of the study have limited scope. The researchers have also used only one dimension of 

governance practices (features of board directors) and ignored the other important 

dimensions of governance practices like managerial ownership, ownership 

concentration, audit committee independence, quality of governance, board size etc. 

Moreover, the researchers have used the data for only six years which is also lower 

for the generalization of the results. 

Zhu (2014) analyzed 22 countries data and suggested that governance 

practices at firm level can substitute for protection at country level. They also found 

that cost of equity has been lesser for organizations in countries having stronger legal 

systems. Generally, findings are same to past research that debt and equity cost are 

lesser for businesses having better governance practices. Bradley and Chen (2014) 

examined the relationship of board independence and debt cost for the period of 2002 

to 2006 and found that the board independence reduces the debt cost in presence of 

stronger credit situations or lower leverage, whereas, it raises the debt cost in presence 

of poor credit situations or higher leverage. The authors also documented that 

independent board directors set organizational policies which enhance business risk so 

the independent board directors perform in the better interest of stockholders and are 

more costly for the bondholders with increase of the agency conflicts between these 

two groups.  

Singhal (2014) examined the effect of governance systems on company 

performance and valuation in India by utilizing a sample of larger companies over 10 

years.  This study showed that more insider ownership, independent board directors 

and existence of institutional blockholders reduced the company’s perceived risk, thus 

directing the investors to require lesser return on invested capital. This study 

highlighted vital function of governance practices in producing value for stockholders 

by diminishing external financing cost.  

Adam et. al., (2015) analyzed the influence of better governance practices on 

debt cost for Indonesian businesses during 2010 to 2013. The outcomes of this paper 

portrayed that the factors of better governance practices (Audit Committee, Board of 

Commissioners, Institutional Ownership and Managerial Ownership) didn’t 

significantly affect the debt cost of Indonesian companies. This study only focused on 

debt cost and ignored the cost of equity and WACC variables which are also crucial 

portions of financing cost for the businesses, therefore, the results have limited scope. 

This research also used the data for a sample of 10 companies only which creates 

some problems regarding the generalization of the results due to lesser number of 

organizations incorporated in research. Moreover, researchers have used data for only 

four year which is also lower for the generalization of the results. 

Amrah et al., (2015) analyzed moderating influence of family ownership 

control on association of board directors’ efficiency and debt cost for firms in Muscat 

during 2005 to 2011. The results of this research indicated that the family ownership 

positively and significantly moderates correlation of board directors’ effectiveness 

with debt cost. This study only concentrated on debt cost and ignored the cost of 

equity and WACC variables which are also important parts of financing cost for the 

organizations, therefore, the results have limited scope. This research also used the 

data for a sample of 68 firms only which creates some problems regarding the 
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generalization of the results due to lesser sample in research. Moreover, researchers 

have used the data for only six year which is also lower for the generalization of the 

results.  Furthermore, the researchers have used only one dimension of governance 

practices (effectiveness of board directors) and ignored the other important 

dimensions of governance practices like managerial ownership, ownership 

concentration, audit committee independence, quality of governance, board size, CEO 

/ Board Chairman Duality etc. 

Nikkar and Azar (2015) investigated the relation of governance index and the 

capital cost for the 110 organizations in Tehran during 2009-2013 through 

multivariate regression model. To estimate effect of governance index with capital 

cost, the influence of other related variables have been controlled. The researchers 

have shown negative impact of governance index on equity cost, debt cost and capital 

cost.  

Teti et. al., (2016) investigated the degree to which governance (CG) 

mechanisms implemented by listed companies in Latin America influence their equity 

capital cost. A governance index was developed by considering the characteristics of 

every country and the suggestions provided by the corresponding governance 

institutions. Specifically to measure the level of governance quality, three sub-indexes 

were classified namely: “Disclosure”, “Shareholder Rights” and “Board Directors”, 

“Control Structure” and “Ownership”. The findings of research indicated a significant 

and negative correlation of governance quality and equity cost. Particularly, the 

“Disclosure” variable was most influential in affecting the equity capital cost. This 

study only concentrated on cost of equity and ignored the debt cost and WACC 

variables which are also integral elements of cost of financing for the companies, 

therefore, the results have limited scope. Moreover, the sample period of only year 

2011 to 2013 has been included in the study which consisted of only three years. 

Indeed, there may be some doubts regarding the generalizability of the results due to 

shorter time period.   

We can conclude from the above mentioned literature that very limited 

research has conducted on relationship of governance practices with corporation’s 

debt cost, cost of equity and WACC for the Asian countries in general and Asian 

multinational firms in particular. To the best of author’s knowledge, there are very 

few studies in Asia which determined relationship of governance with cost of equity, 

whereas, there is no study which investigated the relationship of governance with debt 

cost, cost of equity and WACC for Asian multinational firms.  

We can also see from the literature review that there are some studies which 

depicted a positive relationship of governance practices with debt cost and equity, 

whereas, some other studies depicted a negative relationship of governance practices 

with debt cost and equity. Thus, major objective of this research is to fill this research 

gap by investigating relationship of governance practices with debt cost, cost of 

equity and WACC for Asian multinational companies for the period of 2006 to 2015 

as regulatory authorities are trying to encourage better governance practices in 

organizations.  
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2.7 Corporate Governance practices and firm performance:  

The governance literature in developed and developing economies presented 

controversial results for correlation of governance with financial performance of 

organizations (Coskun & Sayilir, 2012). Several studies analyzed relationship of 

governance with business performance but findings are not conclusive (Chahine & 

Safieddine, 2011; Nuryanah & Islam, 2011; Vintila & Gherghina, 2012; Coskun & 

Sayilir, 2012; Ur Rehman & Mangla, 2012; Moradi et al., 2012; PelayoMaciel et. al., 

2012 and Nicolaescu,2012). 

Many researchers disclosed that governance is a key component of growth in 

company’s profitability and economic growth of country (e.g., Chahine & Safieddine, 

2011; Abels & Martelli, 2011; Lama, 2012; Ivashkovskaya & Stepanova,2011; 

Nicolaescu,2012; Moradi et al., 2012; Nuryanah & Islam, 2011 and Rambo, 2013). 

Some studies have provided positive results as governance practices performs critical 

part in improving business performance (Abels & Martelli, 2011; Ivashkovskaya & 

Stepanova ,2011; Chahine & Safieddine, 2011; Moradi et al., 2012; Lama, 2012; 

Nicolaescu,2012; Nuryanah & Islam, 2011 and Rambo, 2013). Nevertheless, few 

researchers have also depicted negative, neutral and mixed correlation (Bagchi, 2011; 

Ahmed and Gabor, 2011; Mangunyi, 2011; Peni & Vahamaa, 2012; Pandya, 2011 and 

Vintila & Gherghina, 2012).   

Most of studies have supported positive association of governance practices 

with financial performance of companies (Chahine & Safieddine, 2011; Abels & 

Martelli, 2011; Lama, 2012; Ivashkovskaya & Stepanova, 2011; Nicolaescu, 2012; 

Moradi, 2012; Nuryanah & Islam, 2011 and Rambo, 2013). Martani & Saputra (2009) 

utilized multiple regressions and mean equality test for examining impact of 

governance practices with business performance through Economic Value Added 

(EVA) and reported that governance practices significantly influence EVA. But index 

of governance is better in influencing ROE than EVA and ROA. 

Leung & Horwitz (2010) examined influence of managerial ownership along 

with other variables on performance of Hong Kong companies after Financial Crisis 

of 1997–98 in Asia. The findings depicted that business with higher ownership of 

nonexecutive directors along with CEO duality suffered with lesser decline in stock 

prices. Reddy & Locke (2010) observed association of governance with performance 

of larger public companies in New Zealand by utilizing data of top fifty firms from 

1999 to 2007 by employing 2SLS and OLS regression models. The results depicted 

positive correlation of business performance and governance recommendations and 

also between performance and remuneration committee. Ivashkovskaya & Stepanova 

(2011) observed effect of board’s activity, capital and ownership structure on business 

performance and outcomes revealed that composition of board and investors having 

substantial voting power have positive relationship with business performance.  

Nuryanah & Islam (2011) assessed association of governance practices with 

financial performance of companies in Indonesia and results disclosed that all internal 

governance mechanisms excluding board size, audit committee size and managerial 

ownership have significant impact on firms’ performance. Abels & Martelli (2011) 

explored status of compliance for largest 500 companies in US to identify existence of 

CEO duality. The findings depicted little evidence that two-tier system increases 

profitability, sales revenue, or shareholders returns. Chahine & Safieddine (2011) 
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inspected association of board’s composition and size with banks performance in 

Lebanon by utilizing data for 749 firm years from 1992 to 2006 through employing 

fixed effects model. The results showed that performance of banks is positively 

correlated with size and independence of boards. 

Ongore & Kobonyo (2011) inspected relationship among ownership, manager 

attributes, board and company performance by utilizing data of 54 firms in Nairobi 

through employing logistic regression, PPMC and stepwise regression models. The 

study obtained positive and significant association of business performance with 

insider, institutional, diverse and foreign ownership, whereas, business performance is 

negatively and significantly correlated with ownership concentration. Rachdi & Ines 

(2011) analyzed relationship of board’s attributes performance and reasons for taking 

risk by Tunisian commercial banks from 1997 to 2006. The findings depicted that 

board structure is determining factor of risk taking and performance of banks.  

Lama (2012) employed Pearson correlation for testing correlation of 

governance system with operating outcomes of firm by using data of Australian 

companies. The results depicted positive and significant association of operating 

performance with implementation of governance principles. Moradi et al., (2012) 

studied relationship of governance and financing activities with performance of 

businesses by utilizing data for 84 public firms on Tehran Stock Exchange for 2007-

2011. The authors found that capital structure, financing decisions and governance 

practices affect performance of businesses. Nicolaescu (2012) observed effect of 

governance practices on performance of Chinese companies during period of crisis 

and stated that governance practices, ownership structure and corporate boards 

influence business performance. Nuryaman (2012) evaluated influence of governance 

on financial performance of organizations by utilizing data for 43 Indonesian public 

listed firms from period of 2007-2009 by employing multiple linear regressions 

model. The author described that governance practices positively affect financial and 

stock performance of companies.  

Additionally, Shah et. al., (2012) assessed link among governance practices, 

business performance, risk taking attitude and ownership structure of firm. The results 

demonstrated that improvement in governance practices has positive impact on 

financial performance and risk level of firm, whereas, governance practices has 

negative correlation with ownership concentration. Syriopoulos & Tsatsaronis (2012) 

determined correlation of CEO duality with financial performance of listed shipping 

companies by utilizing data for 43 organizations in US stock markets. The authors 

found positive relation between separation of CEO and financial performance of 

companies. Pelayo-Maciel et al., (2012) analyzed influence of governance structures 

on performance for Colombian companies and found that governance structures 

positively influence firm performance. Chou & Hardin (2012) explored whether 

businesses having stronger governance produce better returns and also observed 

relation between governance preferences and performance of mutual funds for 1990 

to 2008. The results depicted a positive impact of governance structures on firm 

performance. 

Ergin (2012) explored whether investors consider governance ranking while 

assessing share price for period of 2006-2010. The accounting and financial 

performance were discovered to have positive association with governance ranking. 
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The governance factors which have significant and positive connection with financial 

performance include public disclosure, stakeholders and transparency. 

Reyna (2012) analyzed association of ownership structure with performance 

of 90 listed firms in Mexico for period of 2005 to 2009. The results depicted that 

concentrated ownership has significant influence on business performance. Tin-yan 

and Shu-kam (2012) explored association of board committees with performance of 

companies and moderating effects of family ownership for Hong Kong’s public firms 

for period of 2001 to 2003. The study obtained significant correlation of remuneration 

and nomination committees with firm performance based on independence of these 

committees. 

Doğan et. al., (2013) checked influence of CEO duality on organizational 

performance by utilizing sample of 204 firms in Istanbul from 2009 to 2010. The 

results found negative relation of CEO duality with firm performance. The 

stockholders will get higher return in businesses which have separate chairman and 

CEO. Vintila & Gherghina (2012) observed relationship of governance rating and 

business performance. The authors obtained negative association of business 

performance with global rating for governance. The results also depicted negative 

relation of business performance with sub-indices of governance. 

Many researchers have discovered neutral correlation of governance practices 

with financial performance of the companies e.g. Ghazali (2010) estimated influence 

of enforcement of new rules on business performance for Malaysian companies by 

using data for 87 listed firms for the years of 2001. The researcher concluded that 

none of governance factors was significant in affecting business performance. Pandya 

(2011) inspected influence of governance systems on firm performance for twelve 

Indian banks for years of 2005-2006 and 2008-2009. The author found insignificant 

relationship of governance systems financial performance of banks. Coskun & Sayilir 

(2012) explored relationship of governance with profitability and value of Turkish 

firms and found insignificant association of governance with financial performance.  

Stanwick & Stanwick (2010) observed whether better governance provides 

higher performance as compared to weaker governance by using data of 25 top and 

worst board of directors for Canadian companies in year 2007. The authors found that 

impact of board directors on organizational performance are mixed and obtained 

positive relation of board directors having higher level of accountability with 

company performance, but obtained negative correlation of board independence with 

business performance. The study depicted that better governance supports in 

improving financial performance of companies. 

Abels & Martelli (2012) studied relationship between independence of 

Chairmen and CEO, with firm performance by using data for top 500 US firms. The 

researchers concluded that CEO duality has insignificant correlation with business 

performance. The study also depicted that age of CEO significantly affects business 

performance. Hassan (2012) examined influence of governance on performance and 

financial distress of national banks in UAE. The researcher discovered positive and 

significant relation of financial distress with governance systems insignificant relation 

of governance practices with performance level.  
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Demsetz & Villalonga (1983); Demsetz and Lehn (1985); Shleifer and Vishny 

(1986) stated that company’s abnormal returns are positively correlated with outside 

board directors of company. Gompers et. al., (2003) developed an index of 

governance by utilizing 24 proxies and obtained significant correlation of governance 

index with stock returns. Black (2001) also conducted similar research and obtained 

similar correlation for Russia companies. The researcher stated that firm having 

higher score of governance index also has increased market value as compared to 

other companies. 

Mehdi (2007) performed research for Tunisian companies for checking 

relationship of governance practices with business performance and obtained 

significant correlation between these variables. The researcher also recognized that 

governance in Tunisian economy is continuously influenced by family controlled 

firms. Farooque et. al., (2007) analyzed relationship of ownership with company 

performance in Bangladesh by using single equation model along with simultaneous 

equations model and considering ownership as exogenous as well as endogenous 

variable at same time within emerging economies. The researchers concluded that that 

there is linear and non-linear association between company performance and board 

ownership. Fama and Jensen (1983) establish negative relation of ownership with 

performance and presented entrenchment hypothesis. Stulz (1988) showed through 

formal model that managerial ownership has non-linear association with business 

performance and different ownership types present different findings. Lichtenberg and 

Pushner (1994) obtained positive relation of board ownership with business 

performance and stated that other ownership types provide mixed findings. Some 

studies provided evidence for non-existence of any relation between ownership and 

business performance, e.g., Demsetz and Lehn (1985) found insignificant relation of 

ownership with performance. Himmelberg et al., (1999) also described in their 

research that ownership has insignificant relationship with performance. 

Core et. al., (1999) tested influence of governance practices with company 

performance and CEO compensation and depicted that CEO obtain higher 

compensation when governance systems are ineffective. The researchers also 

described that poor governance systems results in agency problem and companies 

which have agency problem did not have better performance. Coles et. al., (2001) 

(2001) found correlation of governance systems with performance of companies and 

concluded that governance systems significantly affect firm performance.  

Some researchers have also investigated influence of governance practices 

with firms’ productivity, e.g., Lin et al., (2009) analyzed relationship of governance 

with efficiency of firm’s productivity for 461 Chinese manufacturing companies. The 

researchers used various proxies for measuring governance including insider 

ownership, state ownership, concentrated ownership and board independence. The 

results depicted that variable of state ownership have negative relation with firms’ 

efficiency, whereas, insider ownership has positive impact on efficiency of firms. 

Moreover, results also indicated that relationship of ownership concentration with 

firm’s efficiency was u-shaped. The researchers concluded that in order to improve 

productivity of firms, governance systems should be developed in China. Bhagat & 

Bolton (2008) analyzed association of governance practices and business 

performance. The researchers determined performance of companies with different 



60 
 

approaches like Tobin Q, stock returns and ROE. The research found a significant 

relationship between business performance and governance practices. 

Many studies have also found that governance practices are important factors 

in determining company value. Majority of studies depicted positive connection 

between governance practices and company value as governance practices perform 

significant role for improving firm value. Berthelot et. al., (2010) observed whether 

rankings of governance practices were revealed in values of firms which are accorded 

by investors by using sample of 289 companies for 2002-2005. The study employed a 

price model which relate stock price to current earnings after taxes and book value of 

stock and disclosed significant correlation of rankings for governance practices and 

firm’s accounting results and market value 

Zerni et. al., (2010) explored efficiency of two major mechanisms of 

governance namely board of directors and auditing in lessening equity discounts 

resulting from potential entrenchment problems existing between insider stockholders 

(managers) and outsider stockholders. The study used data for 1,171 observations for 

year 2000 to 2006 and found that better quality of boards and auditors with equity 

incentives has positive relationship with firm valuation. 

Shin-Ping & Hui-Ju (2011) studied association of CEO ownership, CEO 

compensation and company value by using data for Taiwanese public firms for period 

of 1995 to 2004. The researchers found that CEO ownership, CEO compensation and 

company value are correlated. Yang (2011) observed effect of governance practices 

on company value in Canada and concluded that link between governance practices 

and company value is sensitive to methodology used. The results depicted that better 

governance systems would enhance company value. Kumar & Singh (2012) 

determined whether monitoring by independent directors influence business 

performance and examined association of outsider directors with boards’ efficacy of 

157 non-financial firms in India for year 2008. The findings disclosed that grey 

directors have marginally declined influence on business value, whereas, independent 

directors have insignificant effect on company’s market value. Gill & Obradovich 

(2012) assessed influence of governance and financial leverage on value of American 

firms by utilizing data of 333 public companies during 2009 to 2011 and depicted that 

variables of insider ownership, duality, audit committee, firm size, financial leverage 

and ROA have positive influence on firms’ value, whereas, larger size of boards have 

negative impact on firms’ value in US.  

Garcia-Meca & Juan Pedro (2011) observed relationship of Tobin's Q and 

various attributes of ownership structure which include bank ownership, ownership 

concentration and insider ownership in Spain by using data for listed firms Madrid 

Stock Market from 1999 to 2002. The authors establish positive correlation of 

ownership concentration with company value but higher degrees of larger 

shareholders ownership have negative impact on market value. Coskun & Sayilir 

(2012) inspected association of governance practices with value of Turkish companies 

by utilizing regression model and showed insignificant relation of governance 

practices with firm value.  

Healy (2003) demonstrated that institutional ownership is around 76 % within 

New Zealand which is very high as compared to US or UK which is around 40 % and 

61 % respectively. The higher amount of ownership concentration within economy of 
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New Zealand can act as alternative of weaker legal protections for investors and 

underdeveloped capital markets (Shleifer & Vishny, 1997; Mikkelson & Partch, 

1997). Higher ownership concentration would enhance alignment of incentives for 

larger stockholders and managers which would minimize agency issues and result in 

better business performance. Higher amount of ownership concentration can result in 

“entrenchment effects” which would have negative impact on valuation and 

performance of firms (Morck et al., 1988). Klein et. al., (2004, 2005) provided 

negative correlation of performance with existence of independent board directors for 

Canadian firms with higher concentrated ownership, whereas, various other 

researchers have depicted positive relationship for companies e.g., European countries 

(Krivogorsky, 2006); New Zealand (Hossain et al., 2001) and Chile (Lefort & Urzua, 

2008). 

The other possible reasons of mixed findings regarding relationship of 

independent board directors with business performance might be selection of 

performance proxy. Majority of past studies utilized measure of Tobin’s Q to 

determine business performance. The measure of Tobin’s Q does not always reveal 

business performance as it may also indicate growth prospects related to external 

environments instead of managerial decisions (Pham et al., 2007). As consequences of 

independent board directors on business performance can vary based on performance 

measure, therefore, different measures for business performance might present 

different findings (Lawrence & Stapledon, 1999 and Krivogorsky, 2006).  

Empirical literature regarding association of board composition with business 

performance usually recognizes two theories: stewardship theory and agency theory 

(Nicholson and Kiel, 2007). Agency theory dominates empirical literature regarding 

governance and it is based on separation of management and ownership with 

conflicting interests. Therefore, it needs control on management by board directors 

functioning as agents of shareholders. External board directors are anticipated to be 

independent of any pressure by management of the firm which permits them to 

complete their assigned responsibilities more efficiently and offer higher value in 

comparison to internal board directors. Better supervision by independent board 

directors is supposed to decrease agency costs and improve business performance 

(Jensen & Meckling, 1976; Fama, 1980; Baysinger & Butler, 1985 and Lefort & 

Urzua 2008). Hence, this theory implies that independence of board should have 

positive relationship with business performance.  

The theory of stewardship contradicts with concept of self-interested managers 

and claim that non-independent board directors and managers are right stewards of 

resources assigned to them and they can be entrusted to maximize firms’ value. The 

managers are urged by non-financial objectives such as need for recognition and 

achievement, satisfaction for better performance and a stronger work ethics (Muth & 

Donaldson, 1998 and Donaldson & Davis, 1991).   

For evaluating performance of firms, it is mandatory to identify elements of 

better performance by utilizing performance indicators. A performance measure 

would be considered useful if it is relevant, measurable and significant for 

organizational performance, and cost of acquiring information must be lesser than its 

value (Oakland, 1989). Following are the measures of business performance: financial 

measures of business performance utilized in past literature regarding governance 

systems falls in both accounting and market based measures (Kiel & Nicholson, 
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2003). The common accounting based methods include ROE (Baysinger and Butler, 

1985); ROA (Kiel and Nicholson, 2003) and EPS. The common market based 

methods include ratios of market to book value and Tobin’s Q (Barnhart et al., 1994). 

The accounting based performance measures are being criticized because the 

management can manipulate these measures easily by changing accounting accruals 

or methods and it is harder to compare across different industries. Moreover, these 

measures are historical in nature and provide backward focus regarding historical 

success (Kiel and Nicholson, 2003); exclude investment requirements and associated 

risks; and time value of money (Rappaport, 1986). The market based techniques are 

established on values of firms’ equity stock and usually influenced by factors which 

are outside the control of organizational management. These measures reveal risk-

adjusted performance and do not unfavorably influenced by multinational contexts 

(Daily & Dalton, 1998). Both performance explanations have been utilized in 

analyzing relation of governance and business performance. Haniffa and Hudaib 

(2006) indicated that significant correlation exists between accounting-based 

performance measures and leadership structure. Daily & Dalton (1998) discovered no 

systematic relation of board composition with company performance regardless of 

form of performance measures employed. 

The market based technique of Tobin’s Q being proxy for business 

performance is a widely employed measure in governance empirical literature 

(Agrawal and Knoeber, 1996 and Gomper et. al., 2003). This measure is explained as 

ratio of assets market value to assets replacement value (Bhagat and Jefferis, 2002) 

which depicts firm’s financial strength. Agrawal & Knoeber (1996) obtained negative 

correlation of boards dominated by outside directors with business performance 

measured through Tobin’s Q. Hermalin & Weisbach (1991) in US economy and Weir 

et al., (2002) in UK used Tobin’s Q ratio but showed insignificant relation of 

percentage of nonexecutive directors with firm performance. 

The ROA measure is also commonly employed in governance literature 

(Finkelstein & D'Aveni, 1994; Weir and Laing, 2001; Kiel and Nicholson, 2003). 

This measure evaluates efficiency of employed assets (Bonn et. al., 2004) and 

indicates to investors the revenues generated by business from investment in capital 

assets (Epps and Cereola, 2008). Efficient utilization of assets is best indicated by rate 

of return on investment in of firm. The measure of ROA is indicator of shorter term 

performance calculated as net income of firm divided by total assets (Finkelstein and 

D'Aveni, 1994). As managers are answerable for business operations and use of 

company’s assets, measure of ROA permits users in assessing usefulness of 

governance mechanisms regarding managerial efficiency (Epps and Cereola, 2008). 

Another significant measure of business performance is ROE (Baysinger and 

Butler, 1985 and Dehaene et. al., 2001). The major objective of business activities is 

to produce revenues for providing benefits to investors. Thus, ROE is a measure 

which shows to investors the amount of profits produced from investment by 

stockholders (Epps and Cereola, 2008). It is explained as net income divided by stock 

equity.  

Empirical literature related with board structure concerned with board 

composition, claimed that board structure can affect various organizational results 

(Donaldson & Davis, 1991; Daily & Dalton, 1994, 1995; Laing and Weir, 1999). 

Weir and Lang (2001) concluded that firms which observed governance systems 
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suggested by Cadbury Committee didn’t have any association accounting based 

performance measure of ROA in UK.  

The past literature shows mixed findings regarding leadership structure and 

business performance. It was claimed by researchers (Fama and Jensen, 1983) and 

regulatory authorities (Cadbury, 1992 and Higgs Report, 2003), that separating 

Chairman and CEO roles is a significant factor of board effectiveness. The advocates 

of agency theory claim that if one person holds both positions of chairman and CEO 

simultaneously; it will decrease efficiency of board monitoring, while the claim 

presented by followers of stewardship theory is that if same individual has both 

positions it may enhance business performance (Finkelstein and D'Aveni, 1994). 

Daily & Dalton (1992) reported insignificant correlation of leadership structure with 

performance measures. 

The declaration regarding separating CEO and Chairman Positions have 

positive influence on stock prices (Dahya et. al., 1996). Empirical evidence also 

denotes that when two roles are separated, businesses are valued favorably by market 

as market considers that CEO monitoring by board Chairman will improve 

organizations’ internal control systems (Yarmack 1996; Petra 2007). 

Empirical literature describes mixed findings for percentage of non-executive 

board directors and business performance. Rosentein & Wyatt (1990) found that 

appointment of outsider board director result in positive impact on share prices. The 

businesses dominated by nonexecutive board directors have more chances for 

removing CEO in case of poor firm performance (Boeker, 1992); and they may 

initiate restructuring process if performance deteriorates (Perry and Shivadasani, 

2001). Pfeffer & Salancik (1978); Hillman and Dalziel (2003) and Yoshikawa & 

McGuire (2008) reported that knowledge and expertise of nonexecutive directors 

permits them to offer resources and advice which results in better organizational 

performance. Peng (2004) also concluded that outsider director have positive affect on 

business performance. 

The empirical literature also offers claims against usefulness of outside 

directors like lack of suitable skills and time of outsider directors (Zahra and Pearce, 

1989) and fear of opposing tough decisions taken by management of company 

(Lorsch and MacIver, 1989) does not result in better business performance. Managers 

turn into risk averse owing to performance appraisal by outsider directors which 

results in focusing on shorter term investments instead of strategic longer run 

investments (Gunasekerage and Reed, 2008). Baysinger and Hoskisson (1990) also 

reported that boards controlled by outsider directors have limited capacity to 

contribute in strategic decisions. Abdullah (2004) described that outsider directors 

may have negative effect on board performance due to lack of relevant knowledge 

and information regarding the company. Haniffa & Hudaib (2006) specified that 

performance measures of Tobin’s Q or ROA have insignificant relationship with 

board composition. However, Hermalin & Weisbach (1991) along with Weir et al., 

(2002) backed market based performance measures, whereas, Mehran (1995) and 

Klein (1998) backed accounting based performance measures.  

The empirical literature regarding association of board committees with 

business performance is limited (Dalton et. al., 1998). Though, a research on board’s 

sub-committees and company performance by Klein (1998) disclosed that 
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remuneration committee has positive relationship with business performance but 

relation was not stronger. Weir et al., (2002) stated that audit committee had no 

influence on business performance. 

Ho (2005) asserted that assessment of governance practices on basis of one 

feature or element might not describe complete effect of governance on business 

performance. Additionally, few researchers have claimed that examination of a 

specific characteristic of governance may not reveal influence of governance; 

therefore, they attempted to assess overall association of governance practices and 

business performance (Odegaard and Bøhren, 2003 and Bauer et al., 2008). Few 

researchers attempted to examine relationship of overall governance practices as an 

index with company performance during last decade. For example, Black (2001) 

constructed an index of governance as proxy for governance quality in Russian firms 

and found positive correlation of governance behavior and market value. Klapper & 

Love (2004) used governance index and revealed positive relationship with market 

value and ROA. Gompers et. al., (2003) investigated correlation of governance 

practices with firm performance by utilizing a governance index for 1,500 companies. 

The results described that governance index has positive impact on stock returns.  

Brown and Caylor (2004) considered 51 elements in eight different categories: 

board’s directors, audit, charter / by-laws, directors’ education, director and executive 

compensation, ownership and progressive practices using data for 2,327 US 

companies. The findings indicated that firms with better governance are relatively 

more valuable and profitable. De Toledo (2007) constructed governance index by 

utilizing data for 97 Spanish public firms and determined association of governance 

practices with business performance. The findings depicted significant association of 

governance with company performance. Carvalhal-da-Silva & Leal (2005) utilized 

broader governance index for Brazilian public companies categorized in four groups: 

board composition, disclosure, ownership structure and shareholders rights. The 

results depicted that firms having better governance practices also have better 

valuation (value of Tobin’s Q) and also better performance (ROA). Black et. al., 

(2006) created governance index by using data for 515 Korean listed firms and 

offered verification that governance index has positive relation with stock prices in 

emerging economies. 

Bauer et. al., (2008) examined relationship of governance practices with 

business performance by utilizing six categories of governance and found governance 

practices which deal with stockholder rights; financial disclosure and remuneration 

influence stock prices. Lamport et. al., (2011) examined relation of governance 

quality with company performance by utilizing data for top 100 Mauritian firms. The 

authors found insignificant relationship of governance quality with business 

performance. Kiel & Nicholson (2003) investigated correlation of board structure 

with company performance for 348 Australian largest public firms. The results 

depicted positive association of business performance with board size. 

However, Aljifri & Moustafa (2007) studied influence of external and internal 

governance systems on organizational performance (Tobin’s Q) by using data for 51 

companies in year 2004. The results indicated that variable of board size has 

insignificant influence on business performance. Chaghadari (2011) examined 

significance of one factor related to governance namely board size of Malaysian 

public listed companies by employing linear multiple regressions model. The author 
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found insignificant correlation of board size with business performance. This finding 

is reinforced by Kajola (2008) who studied association of governance practices with 

company performance by using dataset for 20 Nigerian public companies from 2000 

to 2006. The author found insignificant relation of board size with business 

performance.  

Various studies examined correlation of CEO duality company performance 

but there is lack of consistency, e.g., Jackling & Johl (2009) investigated relation of 

internal governance systems with performance of Indian firms. The authors found that 

combined position of chairman and CEO has negative influence with business 

performance. Ujunwa (2012) also found that duality negatively affect financial 

performance of Nigerian firms.  

Rechner & Dalton (1991) conducted a research by using data of Fortune 500 

firms and found that duality strongly influence performance of companies as it boosts 

decision making process which leads to greater financial performance of firms. 

Haniffa & Hudaib (2006) studied association of governance system with performance 

of 347 Malaysian businesses during 1996-2000 and found that separate leadership 

mechanism has insignificant correlation with business value measured through 

Tobin’s Q. Chen et. al., (2008) also depicted insignificant relation of CEO duality 

with business performance. 

Khan & Awan (2012) found positive relation of nonexecutive directors with 

company performance measured through ROE and ROA by utilizing data for 91 

Pakistani listed companies. Heenetigala & Armstrong (2011) examined association of 

board structure with business for sample of 37 firms chosen from top 50 public firms 

in Lanka Monthly Digest for period of 2003 to 2007. The researchers found positive 

relationship of nonexecutive board directors and Tobin’s Q. Rashid et al., (2010) 

investigated association of board independence with business performance for 

Bangladeshi companies and detected independent board directors improve firm value 

and performance. Similarly, Mashayekhi & Bazaz (2008) and Uadiale (2010) found 

significant and positive relationship of board independence with business 

performance. 

Contrarily, Kajola (2008) described insignificant correlation of board 

composition with organizational performance for 20 Nigerian organizations. Kiel & 

Nicholson (2003) depicted negative relation of board composition with business 

performance for 348 Australian companies. Yusoff & Alhaji (2012) also disclosed 

same association of governance practices with business performance for dataset of 

813 Malaysian public organizations from 2009-2011. Kumar & Singh (2012) 

investigated effectiveness of outside board directors for a sample of 157 Indian firms 

during year of 2008 and depicted that  independent directors has insignificant 

influence on business value. 

The audit committee is also a critical governance system in companies for 

protecting interest of shareholders (Mallin, 2007). Chan & Li (2008) obtained positive 

connection between independent audit committees and Tobin’s Q. Hamdan et. al., 

(2013) examined relation of independent audit committees with organizational 

performance for 106 financial listed companies in Amman for period of 2008-2009 

and concluded that independent audit committees have significant effect on company 

performance. Triki & Bouaziz (2012) investigated influence of audit committees’ 
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attributes on business performance by using ROE and ROA for 26 Tunisian listed 

organizations from 2007-2010. The findings depicted crucial function of audit 

committees to protect interests of stockholders and also its impact on business 

performance in Tunisian economy. Correspondingly, Tornyeva & Wereko (2012) 

investigated correlation of governance practices with performance of insurance firms 

during 2005-2009 for Ghana. The results showed that independent audit committees 

have positive association with performance of insurance businesses in Ghana. 

However, Al-Matari et al., (2012) argued that though a positive relation of 

independent audit committees with business performance is anticipated and 

independent audit committees can decrease agency issues but there is no correlation 

of independent audit committees with market performance. Kajola (2008) found 

insignificant relationship audit committees with company performance for Nigerian 

companies. The results further demonstrated that presence of more independent 

directors in audit committees have insignificant impact on business performance. 

Ghabayen (2012) investigated relation of audit committee’s composition with 

business performance by using data for 102 Saudi listed companies in year 2011. The 

findings revealed that audit committees’ composition has no impact on business 

performance in Saudi Arabia. This finding is reinforced by Klein (1998) who failed to 

discover any significant association of independent directors in audit committees and 

business performance.  

Employing OECD principles of Governance supports in effectual monitoring, 

attracting investment, gather finances at lower capital cost, generate longer term 

business value and improve business performance (Sengur, 2011). Past studies have 

used components of OECD Principles for examining relationship of governance 

practices with company performance. For example, Cheung et. al., (2011) examined 

association of variations in governance quality with variations in future valuations of 

Hong Kong’s largest companies for period of 2002-2005. The authors constructed an 

index of governance for evaluating governance quality based on OECD Governance 

Principles. The authors depicted significant and positive relation of governance 

quality with subsequent market valuation. 

Dao (2008) focused on two allied characteristics of governance practices 

related to management of 183 Vietnam’s public firms. Firstly, the study examined 

present condition of governance systems in Vietnam’s firms; secondly, the researcher 

investigated correlation of governance systems business performance for identifying 

the functioning of governance practices in Vietnam. The findings indicated that a 

significant correlation exist for governance practices and business performance. 

Cheung et al., (2010) assessed improvement of governance reforms for 100 largest 

Chinese public companies by utilizing OECD Governance Principles and impact of 

these principles on company’s market valuation. The findings showed positive 

correlation of market valuation with governance systems. 

Likewise, Sunityo & Siregar (2007) studied relationship of OECD Governance 

Principles with company performance for 192 Indonesian public firms. The findings 

depicted positive influence of governance practices on business performance in 

Indonesia. Kalezić (2012) assessed governance quality based on OECD Governance 

Principles and influence of these principles on company performance in Montenegro. 

The author showed that governance quality positively affects firm performance. Li & 

Tang (2007) investigated connection of governance practices with business 
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performance for Chinese listed firms for 2003. The findings depicted a positive 

relationship of governance with value and business performance. 

Berghe & Levrau (2004) provided strong verification regarding positive 

relationship of governance practices with business performance by utilizing data from 

emerging economies. The authors argued that currently firms cannot overlook 

pressures of investor’s community regarding governance systems. Daines (2001) 

presented confirmation regarding impact of government’s corporate law on firm value 

for sample of 4,481 companies for 1981 to 1986. The data was acquired from 

Compustate database for 47,001 firm years’ observations. The author found that 

government corporate law enhances financial value for public firms based on Tobin’s 

Q value. The correlation of governance practices and financial performance of 

companies was investigated by Brown & Caylor (2004). The authors revealed that 

based on governance index, the companies which have better governance have more 

economic value, more profit margins, higher returns on equity (ROE), payment of 

increased cash dividends and higher repurchase of shares. 

Dunev & Kim (2003) conducted a study for 859 companies in 27 emerging 

countries. The research found that superior governance rating results in better firm 

performance. The researchers stated that incentive for companies to improve 

governance systems is external capital requirements and increased growth prospects. 

The researchers suggested that businesses situated at weaker legal systems try to have 

stronger governance structure as compared to required structure to overcome 

deficiencies of law and get better investment prospects. The empirical literature 

provided evidence that governance practices at firm level have more importance in 

countries which have weaker legal structures (Berghe & Levrau, 2003). Klapper & 

Love (2002) found that better governance practices are linked with better business 

performance measured through ROA and Tobin Q.  

It can be concluded from the above mentioned literature review that empirical 

research has successfully discovered correlations instead of causal relation of 

governance practices and financial performance. This shortcoming may be due to 

endogeneity or dynamic nature of relationships which are being addressed 

improperly. The empirical studies conducted in relatively same circumstances offer 

relatively same results but without any sign of specific direction of causality.  

To the best of author’s knowledge, there are very few studies in Asia which 

determined the relationship of governance with sales growth and ROA for Asian 

multinational firms. We can also see from the literature review that there are some 

studies which depicted a positive relationship of governance practices with firm 

performance, whereas, some other studies depicted a negative association of 

governance practices with business performance. Therefore, the major purpose of this 

study is to fill this research gap by investigating the relationship of governance 

practices with sales growth and ROA for Asian multinational companies for the 

period of 2006 to 2015 as regulatory authorities are trying to encourage better 

governance practices in organizations.  

2.8 Summary of the Chapter: 

For the last few decades, researchers concentrated on relationship of firm 

value and governance practices. Adam Smith, the father of modern economics, 
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indicated his reservations regarding separated control and ownership in 1977. Berle & 

Means (1932) also examined separating the ownership and control. They believed that 

dispersed ownership structures in large and modern companies permit managers to 

gain control of firms. Every shareholder in large firms owns a comparatively smaller 

ratio of the firm’s value. Therefore, they don’t have sufficient stimulus for monitoring 

the managers effectively due to different reasons. Smaller shareholders ignore their 

monitoring role due to monitoring costs and transfer that role to larger shareholders 

and get the benefits resulting from monitoring of larger shareholders. Consequently, 

this kind of attitude results in uncontrolled managers which permit the managers to 

concentrate on their own benefits (Berle, 1932). They indicated that separation of 

managers and owners make companies lesser sustainable. Hence, the major problem 

for firms is to search mechanisms that permit owners to monitor performance of the 

managers. 

But there are few deficiencies which prevent firms from attaining equilibrium 

of wealth maximization. Various attributes of competitive market to control managers 

for reminding them to protect interests of owners were underlined by existing 

literature. The researchers indicated that competition itself cannot resolve difficulties 

of modern firms with regard to performance of managers, corporate control and 

financing (Berle and Means, 1932 and Williamson, 1970). Practitioners and 

academicians attempt to examine market failure as a result of competitiveness through 

implementation of some degree of firm regulations and corporate control practices. 

Shleifer and Vishny (1997) stated that stronger legal and regulatory environment 

enhances competitiveness of the market, therefore, other researchers concentrated on 

implementation of some other mechanisms for controlling behavior managers. The 

studies based on agency theory recognized different external and internal procedures 

for controlling managers such as governance. The Stockholders can control agency 

costs and behavior of managers with the help of these mechanisms and tools. Hawley 

& Williams (1996) stated that there are four models of corporate governance.  

The agency theory was originated from the study of Berle & Means (1932) 

related to separating control and ownership in large companies. Jensen & Meckling 

(1976) described that organization is a network or nexus of contracts, implicitly and 

explicitly, among different stakeholders or parties, for example stockholders, 

employees, bondholders and society at large.  The stakeholders interests are not 

always associated which results in agency problem. The agency problems arise when 

interests of principals are not aligned with those of agents. Based on parties being 

related to conflicts, the agency problems can be classified in different categories. With 

the separation of owners and managers, actual activities of companies are operated by 

managers whose interests are different from those of owners. There are four major 

causes of conflicts. As the human capital of the managers is attached with the 

company, they cannot diversify their investment at lower cost. Consequently, Jensen 

(1986) stated that managers might prefer to diversify higher risk investments and also 

suggested debt as a tool for reducing agency problems. But according to Brennan & 

McCafferty (1997), the risk-averse managers may favor equity capital to debt capital 

for reducing risk of default and bankruptcy. 

The managers are responsible to make decisions for protecting interests of the 

society and also the organizational interest. This kind of behavior is indispensable for 

firms also, though some researchers are of the view that the matter of social 
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responsibility should not be considered in decision making process. But, several 

institutional investors consider corporate social behavior which affects the value of 

company's stock. The governance practices have been gradually more focused both in 

academic research and practice (e.g., Bebchuk and Cohen 2009, Sarbanes-Oxley 

2002, Ramsay Report 2001 and Blue Ribbon Committee Report 1999). It is being 

highlighted because of occurrence of extremely publicized financial reporting frauds 

such as WorldCom, Enron, Parmalat and Aldelphia; an exceptional quantity of 

restatement of earnings (Larcker, et. al., 2004; Wu, et. al., 2002; Palmrose & Scholz, 

2002) and claims regarding manipulation of earnings by organizational management 

(Krugman, 2002).  

In empirical literature, different researchers have utilized different criterion for 

measuring effectiveness of governance mechanisms. Some of the researchers used 

score boards, while others researchers directly identified governance variables and 

analyzed associations which they intended to measure, whereas some researchers 

have utilized both methods in their studies. Governance practices results in mitigating 

the agency problems that may occur because of separation of ownership & 

management. Improved monitoring mechanisms mitigate risk of expropriation by 

management e.g. board of directors. The shareholders hire directors for serving their 

interest and maximizing their value (Aguilera, 2005). The board of directors hires and 

monitors the management in performing the everyday activities of the business. 

Nevertheless, the final findings were not constantly significant as found Empirically 

(Soh, 2011).  

Consequently, some additional governance practices such as size and 

composition are being involved within directors’ board which intends to decrease risk 

of system breakdown. Independent directors should be included in the board which 

may decrease the risk of interference of personal interests with organization’s best 

interests. It is also being believed that independent directors can monitor and assess 

management in an impartial behavior. 

Legal system of a country is among the most significant and useful systems of 

governance because it controls organizational behavior and ensures protection of 

investors (Babatunde & Olaniran, 2009). The quality regarding enforcement and rules 

vary around the world. The countries having weaker judicial systems, the governance 

practices are especially significant in these countries. The other kind of external 

mechanisms which can affect organizations are gatekeepers including analysts, media 

etc. Cofee (2005) suggested that different gatekeepers have greater value within 

different legal regimes and economies. In general, gatekeeper performs in a better 

way within dispersed regimes, where block holders are few who observe 

management, although it may cause other kind of expropriation, as already mentioned 

above. For instance, the independence of auditors is influenced within a structure of 

concentrated ownership because auditors provide reports to the top management 

which comprises of large owners. The auditors may find it difficult to manage control 

of groups which they are assumed to monitor. 

Capital cost performs a key part in company decisions. The academicians and 

practitioners tried to develop complete picture regarding capital cost as it results in 

improved understanding of the companies. The survival of all businesses is attached 

with calculating capital cost but majority of the existing literature focused on the 

European and US economies and investigated the influence of various variables on 
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capital cost in these economies. Every business’s financial sector comprises of two 

subsets, equity and debt, therefore, in calculation of capital cost two components 

should be considered, equity cost and debt cost. The debt cost comprises of interest 

that must be paid by the firms against borrowed amount, and equity cost comprises of 

dividend payments that needs to be disbursed to stockholders. 

We can conclude from the above mentioned literature that very limited 

empirical research has been conducted on relationship of governance practices with 

organizations debt cost, cost of equity, WACC, sales growth and ROA for the Asian 

countries in general and Asian multinational firms in particular. To the best of 

author’s knowledge, there are very few studies in Asia which determined the 

relationship of governance with cost of equity, whereas, there is no study which 

investigated the relationship of governance with debt cost, cost of equity and WACC 

for Asian multinational firms.  

We can also see from the literature review that there are some studies which 

depicted a positive relationship of governance practices with capital cost and firm 

performance, whereas, some other studies depicted a negative relationship of 

governance practices with capital cost and firm performance. Therefore, the major 

purpose of this study is to fill this research gap by investigating the relationship of 

governance practices with debt cost, cost of equity, WACC, sales growth and ROA 

for Asian multinational companies for the period of 2006 to 2015 as regulatory 

authorities are trying to encourage better governance practices in organizations. 
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3.1 Introduction: 

This section presents development of hypothesis and framework for this 

research. It also provides empirical models of this study. The methodology to 

investigate the relationship of governance practices with capital cost for large 

multinational firms in Asian countries has also discussed. 

3.2 Hypotheses Development: 

This section describes development of three different hypotheses in order to 

measure the relationship of governance variables and control variables with cost of 

equity, debt cost and WACC. 

The positive correlation of governance practices with firm’s value can also be 

described through lesser expected investment rate of return for the firms having better 

governance practices. The investors may perceive that the businesses with better 

governance practices may have lesser risk and they may demand a smaller rate of 

investment return which consequently results in increased valuation for the business. 

Lombardo & Pagano (2000b) stated that expected rate of return can be expressed 

through a risk factor related with governance risk which influences expected auditing 

and monitoring costs along with some other costs. The theoretical investigations of 

Verrecchia, (2001); Easley and O’Hara, (2002); Leuz and Verrecchia, (2004) propose 

that rise in information disclosure decreases information asymmetries which results in 

lowers capital cost for the companies. 

The empirical study by Chen et al., (2004) demonstrates that levels of 

information disclosure, governance practices at firm level and investors’ protection at 

country level have a significant effect on cost of equity for nine Asian economies. 

Another empirical study by Ashbaugh et al., (2004a) discovers that capital cost for the 

companies having better governance practices is 88 basis points lesser on average 

than the companies having weaker governance practices. Likewise, Hail & Leuz 

(2006) describe that the firms have smaller cost of equity capital in those countries 

where legal institutions are stronger. Huang (2004) also obtains same findings of 

negative correlation of capital cost and the degree of stockholder rights. Moreover, the 

author describes that the changes in stockholder rights are negatively correlated with 

changes in capital cost. The findings of study present direct verification that the 

market of a country reacts to the variations in governance practices by changing the 

required rate of return. 

The governance practices seek to moderate the agency costs through 

decreasing the possibilities of opportunistic behavior by the management. Through 

the establishment of independent committees and boards which have a decreasing 

impact on individuals’ expropriation, cost of equity capital should be lesser for 

organizations which have more independent boards and committees, i.e. governance 

practices. It is also the common results of studies e.g. Shah and Butt (2009) along 

with some other researchers. 

As the investors consider that the firms with improved governance practices 

have lesser risk, so they will perceive that investment in those companies would be 

exposed to decreased risk. Therefore, the investors will lower the rate of return 

required by the investors for these organizations. This study anticipates a negative 
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correlation of changes in governance practices with cost of equity capital for the 

firms. Consequently, the first hypothesis is as follows: 

H1: Better Corporate Governance Practices Results in Lowering the Cost of Equity. 

The similar reason, as described above, can also be applied on debt cost. The 

risk that will be rewarded with risk premium is lesser through governance practices. 

The prior studies have also established a negative and significant correlation e.g. 

Blom and Schauten, (2006); Klock et al., (2005); Piot & Piera, (2007). Nevertheless, 

the debt holders have other method also through which they can enforce covenants for 

restricting management. The factors which are considered to be more risky can be 

settled through a contract. Hence, creditors may not perhaps depend heavily on 

enforcement and regulations for protecting their interest. Still, general anticipation is 

that governance practices will have a decreasing impact on debt cost. So, the second 

hypothesis is as follows: 

H2: Better Corporate Governance Practices Results in Lowering the Cost of Debt. 

The governance practices increases overall confidence and also supply of 

capital. Theoretically, it means that poor governance practices would result in 

lowering overall confidence and lesser supply of capital, which would cause increased 

capital cost. As described already in previous sections, most of studies which 

analyzed relationship between observance of governance practices and capital cost 

have obtained significant results. In effect, empirical studies in Europe found an 

extremely significant effect. The studies in North America are, though, a little more 

ambiguous. The Swedish studies also depicted a strong relationship of governance 

practices with capital cost as depicted by Bozec and Bozec (2010) within an emerging 

market. Nevertheless, corresponding to results of prior research and in combination 

with statements regarding framework of governance practices, the anticipation is to 

obtain a significant relationship of governance variables with WACC as it may 

decreases firm risk profile. Hence, the third hypothesis is as follows: 

H3: Better Corporate Governance Practices Results in Lowering the Weighted 

Average Cost of Capital. 

For determining validity and examining robustness of finding for association 

of governance practices and cost of capital; the relationship of business profitability 

with governance practices will be also determined. The fundamental attribute 

essential for considering an entity as a business is its objective to earn profit. The 

companies put in their best efforts for earning the maximum profit. For the 

effectiveness of governance systems, the stockholders must be prudent and active in 

using of their ownership rights. Therefore, the stockholders should operate as owners 

and should use available rights to shareholders. Benjamin & David described in 

1930’s that selection of stock is a single action but its ownership is an ongoing 

process. Undoubtedly sale degree of care and judgment is required to become a 

shareholder as is required for becoming an owner. Majority of past research have 

depicted a strong association of better governance practices and stronger profitability. 

For instance, a joint research of ISS depicted that firms with better governance 

practices have mean ROI and ROE that were 18.7 % and 23.8 %, respectively, which 

are superior to the companies having poor governance practices during the year 

reviewed. Based on this study, it is being expected that investors offer more rewards 
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to the companies which have better governance practices with higher valuations. Paul 

Gompers of Harvard University claimed that portfolios of firms having stronger 

shareholders’ rights protection practices have outperformed the portfolios of firms 

with weaker protections by 8.5 % per annum in US. A same research in Europe 

depicted annual differences of 3.0 %. Another research testing and establishing the 

governance rating systems in Germany for 1998-2002 depicted that a portfolio which 

consist of best governed firms have outperformed a portfolio consisting of worst 

governed firms by a statistically significant average of 2.33 % per month. Thus, the 

fourth hypothesis is as follows: 

H4: Better Corporate Governance Practices Results in Increasing the Sales Growth. 

The similar reason, as described above, can also be applied on ROA. Majority 

of the studies published in recent past have depicted a strong association of better 

governance practices and stronger profitability. It is being expected that investors 

offer more rewards to the companies which have better governance practices with 

higher valuations. Thus, the fifth hypothesis is as follows: 

H5: Better Corporate Governance Practices Results in Increasing the Return on 

Assets (ROA). 

3.3 Research Framework: 

Improvement in accountability and transparency for managerial decisions 

making is intensely linked with better governance systems in firms. This notion is 

supported both in prior theoretical and practical studies (Ingley, 2007 and Psaros, 

2009). However, research regarding relationship of governance systems with business 

performance exhibits indecisive findings, whereas, the analysis on association of 

governance procedures with capital cost in firms is unexplored. 

Various aspects of governance practices were used in prior studies for 

evaluating relation of governance practices, business performance and capital cost. 

Determining correlation of governance practices, business performance and capital 

cost is more complex when particular attributes are used in analysis (Bauer, 2008).  

The capital cost performs a critical part for decision making in firms. 

Therefore, indicating the prospective role of governance systems in capital cost can 

assist both practitioners and academicians. This research investigates whether the 

governance practices of large firms in Asian countries influence cost of capital and 

corporate profitability for these firms. The large multinational companies of 24 Asian 

countries included in list of World’s Largest Public Companies by “Forbes Global 

2000” are used to determine relationship of governance practices and capital cost for 

these firms. 

3.4 Conceptual Framework of this study: 

The Figure 3.1 presents conceptual framework of this research. The variables 

for governance practices which past studies and regulators in Asian countries 

specified as significant principles are recorded on left hand side. These variables 

include: Board Independence, Ownership Concentration, Audit Committee 

Independence, Quality of Governance, Board Size and CEO Duality. The proxies for 
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organizations’ capital cost are specified on right hand side. These variables are: Cost 

of Equity, Cost of Debt and WACC. The equity cost has been calculated through 

CAPM, whereas, debt cost has been measured as interest expense for the year divided 

by long term debt for the year. Furthermore, the overall capital cost has been 

estimated through the WACC equation.  The effects of control variables on capital 

cost have also controlled in the model and these variables include: Firm Leverage, 

Firm Size, ROA, Sales Growth and Firm’s Systematic Risk are employed as the 

influencing factors in determining association of governance practices with capital 

cost for Asian multinationals. Moreover, the corporate profitability has been 

represented through Sales Growth and ROA. The theoretical and empirical linkages of 

governance systems and capital cost for the companies have been discussed in 

following section. 

3.5 Governance Mechanisms: 

The major purpose of this research is to comprehend potential association of 

governance mechanisms and capital cost. For evaluating impact of governance factors 

on capital cost, this research uses various governance factors which are categorized in 

Figure 3.1. The Procedures for each of these factors are considered and relationship of 

these variables with capital cost is established in this section. 

Figure 3.1: Possible Relationship of attributes for Corporate Governance 

Practices and Cost of Capital & Firm’s Profitability

 

3.5.1 Board Structure / Board Independence (BS) 

The Risk Metrics explains a board director as independent if that director is 

not an existing employee of organization and does not any affiliation with the 

organization. This definition is slightly strict (Chhaochharia and Grinstein, 2009). 

NASDAQ and NYSE consider a director as independent director even though he was 

former employee of business, provided that his employment was ended at least three 

years before directorship. Furthermore, these exchanges also categorize an affiliated 

director as independent director if his transactions with company are irrelevant. 
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Whereas, a director is categorizes as being dependent director by the Risk Metrics if 

he has worked ever for the organization or if he has any past business transaction with 

the company. 

According to Fama & Jensen (1983b), more independent boards monitor the 

managers effectively as compared to lesser independent boards. The outsider directors 

can take more independent decisions and are better decision makers over longer 

periods. Cadbury (1992) proposes that independence of managers will enhance 

vigilance of organizational boards. 

Financial independence of the independent board directors is a stronger point 

which assists them in monitoring the firm more effectively and controls any 

opportunistic behavior of the managers. Several reforms have been implemented for 

improving the governance systems regarding board’s independence. These reforms 

consist of: reducing the managerial control on appointment of board directors and 

committee members; employment of more independent board directors; 

implementation of standards in order to determine the independent members and 

encouraging performance reviews for board and every board member separately 

(Gani, 2006). Most of the Asian countries highlight the importance and necessity in 

their governance guidelines and recommendations for the employment of more 

independent board directors in Asian companies.  

Some empirical studies provide contradictory finding like Baysinger and 

Hoskisson (1990) consider that the independent directors work on multiple 

organizational boards, even if they may not be able to understand a business 

effectively. Gunasekarage et. al., (2006) and Hutchinson (2002) find the negative 

relationship of board independence with company’s performance. There are some 

other studies which do not favor board independence in firms (Prevost, 2002b; Chin, 

2003; Young, 2003). Chahine (2004) describes that businesses with higher value 

favor the employment of more independent directors as compared to businesses with 

lower value. The author assumes a reverse U-shaped association of independent board 

directors with business performance. 

The absence of decisive outcomes regarding influence of board independence 

provide a motive for this research to examine relation of independent board directors 

with capital cost for large multinational firms in Asian countries. 

3.5.2 Ownership Structure / Managerial Ownership: 

The studies of Berle and Means (1932); Jensen and Meckling (1976) discover 

that if top organizational managers (directors & officers) own a higher ratio of stocks, 

they will strive for the maximization of their own wealth. Therefore, they will take 

those decisions which would be consistent with shareholders wealth maximization 

since interests of insiders (directors & officers) and stockholders are better aligned. 

Morck et al., (1988) suggest that in spite of empirical support for positive 

relation of managerial ownership with value of business, this correlation is weak at 

higher levels of managerial ownership. Stulz (1988) claims that firm value will 

decline as managers have more dominance in ownership structure. These varying 

opinions for role of managerial ownership can be classified in three groups which are 

as follows: (1) the studies which provide a positive linear correlation of managerial 
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ownership with business performance; (2) the studies which offers a non-linear 

correlation of managerial ownership with business performance and (3) the studies 

describe no correlation of managerial ownership with business performance. 

The first category of analysis which describes a linear correlation of 

managerial ownership with capital cost and business performance involves the studies 

which assume the convergence of interests which happens as the interests of the 

managers and stockholders are aligned. These analyses specify that the agency costs 

can be reduced due to convergence of interests (Hossain, 2001; Welch, 2003). 

The second category of studies supports non-linear correlation which can be a 

cubic correlation or quadratic correlation (Chen, 1993; Griffith, 1999). The 

convergence of interests and also the entrenchment effect appear for managerial 

ownership. The results of these studies illustrate that managerial ownership has a 

positive influence on business performance (the convergence of interests) as managers 

possess not more than a certain ownership level. When managers possess ownership 

more than that particular level, there would be a negative correlation of managerial 

ownership with business performance (the entrenchment effect). 

This category contains two sub-categories. The first expects the quadratic 

correlation (Morck, 1988; Johnson, 2000), whereas, the second expects the cubic 

correlation (Short, 1999; De Miguel, 2004). The results of the studies which describe 

a quadratic correlation favor the hypothesis for convergence of interests (the 

alignment of interests) at lower levels of managerial ownership. These analyses also 

depict that the entrenchment effect occurs at increased levels of managerial 

ownership.  

McConnell & Servaes (1990) found that business performance in US rises 

while managerial ownership is growing upto 40 % - 50 % (the alignment effect), 

whereas, the business performance begins to decline as the managerial ownership 

exceeds 40 % - 50 % for a company due to entrenchment effect. The studies by 

Morck et al., (1988); Short and Keasey (1999) describe a cubic association of insider 

ownership and business performance. There are two limits for a cubic correlation and 

relationship of managerial ownership and business performance varies at these limits. 

These two limits for cubic correlation are 5 % and 25 % in US economy (Holderness, 

1999), whereas, UK economy has entirely different limits which are     12 % and 41 % 

(Short, 1999). 

The third category of researchers indicates there is no correlation between 

managerial ownership, capital cost and business performance (Demsetz, 1985 & 

2001). The authors argue that managerial ownership has no influence on capital cost 

and business performance claiming that managerial ownership cannot influence 

organizations as it is endogenously determined. These researchers were of the view 

that the competitive capital markets force the firms to select a value maximization 

ownership structure and it influences the managerial ownership through firms’ 

attributes which are not essentially the determinants for capital cost and performance 

of the companies. Furthermore, they identify that company’s attributes like firm size 

and ROA affect the ownership structures (Demsetz, 1985). 

The lack of consent regarding influence of managerial ownership on firm’s 

capital cost specifies that every firm required its own optimum capital structure for 
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maximizing its value. Therefore, the variation in results of prior studies provides a 

strong motivation for this research to determine relationship of insider/managerial 

ownership with capital cost for large multinational firms in Asian countries. 

3.5.3 Ownership Concentration: 

Different analyses suggest different measurement techniques for ownership 

concentration or block ownership. Few past studies have use the proportion of stocks 

hold by top five stockholders, whereas, others analyses utilize proportion of stocks 

hold by top 20 stockholders. Ownership of 5 % or above in a firm is alternative 

technique to consider block owners. There are some weaknesses in utilization of each 

of these measurement methods. The utilization of 5 % ownership or above causes a 

problem because in larger firms with highly defused ownership structure, it is difficult 

to find stockholders with 5 % of stocks or more.  

The proportion of stocks hold by top 20 stockholders to measure block 

shareholders is not a better proxy either as in most of the firms the proportion of 

stocks owned by second 10 stockholders will not high enough and these stockholders 

would not perform an effective role in organizations. The top five stockholders in 

majority of the firms are more efficient stockholders (Prevost, 2002b). This research 

will take percentage of stocks held by top five stockholders as ownership 

concentration.  

Several benefits and costs are related with ownership concentration, therefore, 

its influence on companies is yet imprecise (Bohren, 2003). The positive 

consequences of ownership concentration are result of the different attributes of block 

owners. These attributes are as follows: (1) Better monitoring function by the block 

owners (Shleifer, 1986), (2) More premiums for takeover (Burkart, 1995) and (3) 

Lesser free-riding by the scattered stockholders (Shleifer, 1986). These attributes have 

positive influence on business as Holderness (2003) depicts that the block owners 

have opportunity of monitoring and affecting the managerial decisions.  

There are some negative attributes of block ownership also which can reduce 

business performance and raise costs. These attributes are as follows: (1) Decreased 

liquidity of the market (Chordia, 2001); (2) The block owners are linked with lesser 

diversification advantages (Demsetz, 1985); (3) The block ownership decreases 

initiatives by the management (Burkart, 1997) and (4) The block owners can raise 

difference between majority and minority shareholders. Different viewpoints 

regarding the role of block ownership exist due to the vagueness related to the 

strength of these negative and positive effects. 

Accordingly, Morck et al., (1988) claim that when managers are also the block 

owners, various entrenchment difficulties may arise. The researchers consider that 

block ownership by the managers will improve the strength of internal constituency, 

whereas, few analyses present a nonlinear function of block owners. For instance, 

Chahine (2004) indicates that rise in firm’s ownership concentration first improves 

business value and then reduces firm value. The author suggests that investors with 

higher ownership of stocks are more concerned to monitor the business. These 

investors would not be indifferent regarding the company’s future; therefore, the 

organizational board should operate efficiently to improve its repute and satisfying the 

block owners of the firm (Shleifer, 1986). 
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While the block ownership is a significant variable in each firm and performs 

a major role in Asian economies, therefore, evaluating the role of block ownership 

turn out to be a key issue in this research. 

3.5.4 Audit Committee Independence:  

According to governance principles, board directors should establish an audit 

committee with some independent members. The fundamental obligation of audit 

committee is to examine control processes and internal accounting systems, along 

with having repeated consultations with external auditors to reevaluate financial 

statements (Samaha & Abdallah, 2012; Maztoul, 2014; Cohen et al., 2014). 

The audit committee independence offers an additional monitoring system 

which ensures that shareholders’ interests are safeguarded (Ahmed and Gábor, 2012). 

Consequently, audit committee system enhances monitoring of managerial activities 

and communication level between the board directors and external auditors (Samaha 

and Abdallah, 2012). The audit committee performs a crucial role for enhancing the 

company’s value and performance through implementation of the governance 

principles, though Nuryanah and Islam (2011) discovered a negative association for 

audit committee independence in case members have finance and accounting 

qualification. This result is contradictory with recommendations of best practices for 

governance system (Cohen et. al., 2014). 

The principles of independence force that audit committee should function 

independently and performs its responsibilities and duties with professionalism (Gill 

& Obradovich, 2012). The independent audit committee permits the members to 

confront decisions of the executives due to lack of personal relation with company’s 

managers (Darus & Mohamed, 2011). Audit committee facilitates in alleviating the 

agency problems by means of monitoring systems which enhance information flow 

quality between managers and shareholders of firm (Gill and Obradovich, 2012). 

Nevertheless, the past studies exposed mixed results regarding relationship of the 

independent audit committee with reliability of financial information and internal 

control. Various researchers discovered a positive correlation of financial information 

reliability and independence of audit committees; while few researchers established 

that audit committee independence did not enhance financial information reliability 

(Rouf, 201; Rambo, 2013; Maztoul, 2014). Some other studies obtained a positive 

relationship of reliable internal control system with independent audit committees. 

The financial expert in an audit committee improves the possibility that material 

misstatements in financial reports will be identified and rectified in a timely manner 

and reveals additional information as compared to the companies without 

independence of audit committees (Darus & Mohamed, 2011). 

3.5.5 Board Size: 

Board of directors in a company is the top most executive group of a company 

and has the responsibility to lay down the policies and strategies, and also to monitor 

the activities of the firm (Pandya, 2011; Maztoul, 2014). The board members are 

considered as a group with fiduciary obligations of leading and directing the business 

activities with major purpose of defending the interests for shareholders and 

stakeholders of company. The directors are delegated with three major tasks: Agency 
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theory tasks, resource dependence tasks and legal tasks (Pandya, 2011; Brédart, 

2014). 

With respect to agency tasks, the board is answerable to protect the interests of 

stakeholders by confirming that the decisions undertaken for benefit of firm, instead 

of protecting self-interests of managers, thus the board turns into the custodian for the 

interests of the shareholders. For resource dependence tasks, board is accountable for 

attaining resources for firms based on its affiliation with other firms. The legal tasks 

are fiduciary responsibilities; thus board satisfies a specific obligation to denote legal 

rights of the stakeholders. These fiduciary responsibilities involve appointing the 

CEO and also evaluation of the business performance (Stanwick and Stanwick, 2010). 

In Asian countries, the board of directors develops into a critical tool to complement 

the weaker and ineffective governance systems for mitigating the interest conflicts 

among different stakeholders of a company. 

The size of the board is a significant tool which can lessen the agency 

problems; it is regarded as a significant factor for the effectiveness of governance 

system (Shin-Ping and Hui-Ju, 2011). The board size influences level of monitoring, 

controlling, supervision and decision making for a business. The researchers have not 

agreed upon optimum size of the board directors. Various studies determined that the 

board size negatively affect value of the company. The smaller boards can facilitate in 

enhancing the business performance (Vintila and Gherghina, 2012). 

Various ideas exist regarding influence of the board size on business 

performance. Jensen (1993) believes on optimal board size as the larger boards can be 

easily controlled by the CEOs. In his regard, seven to eight members of the board are 

considered as efficient board’s size. Lipton and Lorsch (1992) supported that effective 

board size would be from eight to nine board members. Firstenberg & Malkiel (1994) 

reinforce the idea of Jensen (1993) regarding the usefulness of smaller boards. The 

authors determine that it is comparatively easy for smaller corporate boards to achieve 

consensus of the board members and to involve in genuine interactions and debates. 

Hackman (1990) recommends that large size of the boards reduces output and return 

of the business. 

With respect to agency problems, the smaller board is expected to permit 

board members in engaging genuine debates and interactions (Reddy and Locke, 

2010). The researchers also claimed that a larger board may negatively affect future 

return on investment (Tai, 2015). When board size becomes additionally larger, the 

boards turn out to be additionally symbolic, whereas, the smaller board alleviates the 

agency problems and becomes more efficient in management processes (Vintila and 

Gherghina, 2012).  

The increased cost of weak communication system may surpass benefits 

connected with larger boards. The problems in coordination and communication 

systems may rise with the increase in the board size. It results in increased costs and 

more agency problems (Sáenz González and García-meca, 2014; Habbash and 

Bajaher, 2014). Various researchers suggested that quantity of the board members 

should not exceed from seven eight members (Reddy and Locke, 2010). In case the 

number of board directors increases from eight board members, there are lesser 

chances for the board to have effective control system; it provide the opportunity to 

the CEO to exercise more control. 
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Conversely, few researchers supposed that large size of the board may offer 

better managerial supervision, accessibility to broader pool of resources and improved 

range of experiences (Reddy and Locke, 2010; Brédart, 2014). Accordingly, the 

dependence theory presumes that large size of the boards may result in more market 

value and profitability due to different knowledge, expertise and skills of the board 

members (Ghazali, 2010; Habbash and Bajaher, 2014). Though, effects of board size 

on market value and performance may vary for different forms of businesses 

(Nicolaescu, 2012; Habbash and Bajaher, 2014).  

Similarly, some researchers suppose that board size has a positive relation 

with business performance. Zahra and Pearce (1989) presume that the larger boards 

are more useful in monitoring the managers. Similarly, Goostein et al., (1994) and 

Psaros (2009) discuss that larger boards will provide benefits to the firms through: (1) 

Offering a bigger collection of expertise; (2) Taking better managerial overview and 

(3) granting accessibility to a broader variety of resources and contacts. 

However, Juran and Louden (1966) challenged this opinion and discuss that 

board size has no relationship with business performance. There are some other 

researchers also who believe that it is hard to manage and take value maximization 

decisions with larger boards (Yermack, 1996; Forbes & Milliken, 1999; Mak & 

Kusandi, 2005 and Yawson, 2006). 

The firms in Asian countries encounter different conditions regarding the 

board size. Therefore, variations in findings regarding optimal board size and its 

relationship with cost of capital in firms; provide a strong motivation for this study to 

examine association of board size with capital cost for large multinational firms in 

Asian countries. 

3.5.6 CEO / Board Chair Duality: 

The CEO duality implies that same individual occupies CEO position and also 

position of board chairperson, whereas, non-duality means that different individuals 

occupy each position. Separating decision control (chairperson) and decision 

management (CEO) in a business presents checks and balances system that prevents 

managers to engage in opportunistic behavior (Abor, 2007). The significance of 

separating the CEO and chairman in some economies guide these countries to legally 

prohibit the firms from allowing the CEO duality.  

Contrarily, some researchers argue that duality can facilitate firm to work 

more effectively as these firms don’t need to wait for board chairman and CEO to 

arrive at the similar decision. Peng et al., (2007) support a positive role of duality in 

Singapore. Although, few researchers recommend that duality does not have 

relationship with capital cost and business performance. Tan et. al., (2001) concludes 

that duality positively affect performance of the companies in Singapore for period of 

1995 to 1996. 

The inconclusiveness of findings in prior studies regarding association of 

duality with capital cost and business performance, and different conditions in Asian 

countries, guide this research to determine relationship of the CEO duality with 

capital cost large multinational firms in Asian countries.  
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3.6 Data and Research Methods: 

The following portion depicts the methods utilized for testing the research 

hypotheses and the research framework which are described above. The methods of 

data collection, measurement of variables along-with empirical techniques and models 

for exploring and analyzing the data are expressed in the subsequent section.  

3.6.1 Data and Selection of Sample: 

This research uses quantitative research technique, as the purpose is to find the 

relationship of certain factors of governance practices with capital cost for 

multinational firms in Asian countries. The hypotheses are developed based on 

conclusions of prior empirical studies in governance area. 

This study has used panel data for testing the association of governance 

practices with cost of capital for Asian multinationals as only panel data is more 

appropriate for conducting this type of analyses. The cross-sections of this study 

comprises of multinationals firms from Asian countries for which data has been used 

for analyses.   

The sample of this research is selected from 762 multinational firms in 24 

Asian countries listed in World’s Largest Public Companies by “Forbes Global 2000”. 

The data covers the period of Year 2006 to Year 2015 and it excludes financial firms 

(as the profits and capital structure of these firms are different in comparison to other 

firms), and the firms for which complete dataset is not available. There are 762 Asian 

multinational firms listed in “Forbes Global 2000”, out of which 486 firms are non-

financial and 276 firms are financial companies. As this study is concerned with non-

financial firms only, so the dataset for this study is selected from sample of 486 firms. 

The required data is collected from annual reports of companies, stock exchanges of 

concerned countries and organization’s web sites.  

This research covers the 10 years period from 2006 to 2015. Therefore, the 

multinational companies for which completed dataset coving the period of 2006 to 

2015 is not available; are excluded from sample. Accordingly, only those 

multinationals are included in final sample for which the complete dataset is available 

covering all the years and for all the variables. The multinational companies which are 

included in this research cover almost all sectors of the countries: consumer 

discretionary, consumer staples, energy, health care, industrials, information 

technology, materials, telecommunication services, utilities etc. The final sample 

excludes 123 non-financial multinational firms due to unavailability of complete data. 

The remaining 363 non-financial multinational companies (75 % of the sample) are 

included in dataset of this research as representatives of larger multinational 

companies in Asian countries. The table 3.1 presents the country wise large 

multinational companies included in this research for each year. 

 

 

 

 

 



83 
 

Table 3.1: The Number of Multinational Companies Included in Research for 

Each Year 

 
Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 Total 

Japan 126 126 126 126 126 126 126 126 126 126 1260 

China 51 51 51 51 51 51 51 51 51 51 510 

South Korea 37 37 37 37 37 37 37 37 37 37 370 

Taiwan 19 19 19 19 19 19 19 19 19 19 190 

Hong Kong 25 25 25 25 25 25 25 25 25 25 250 

India 25 25 25 25 25 25 25 25 25 25 250 

Thailand 10 10 10 10 10 10 10 10 10 10 100 

Malaysia 7 7 7 7 7 7 7 7 7 7 70 

Singapore 10 10 10 10 10 10 10 10 10 10 100 

Philippines 7 7 7 7 7 7 7 7 7 7 70 

Russia 20 20 20 20 20 20 20 20 20 20 200 

Saudi Arabia 10 10 10 10 10 10 10 10 10 10 100 

Pakistan 2 2 2 2 2 2 2 2 2 2 20 

Kazakhstan 1 1 1 1 1 1 1 1 1 1 10 

Vietnam 1 1 1 1 1 1 1 1 1 1 10 

Indonesia 3 3 3 3 3 3 3 3 3 3 30 

Israel 2 2 2 2 2 2 2 2 2 2 20 

Qatar 2 2 2 2 2 2 2 2 2 2 20 

UAE 4 4 4 4 4 4 4 4 4 4 40 

Kuwait 1 1 1 1 1 1 1 1 1 1 10 

Total 363 363 363 363 363 363 363 363 363 363 3630 

 

The information regarding the total number of multinational firms for Asian 

countries including both financial and non-financial firms reported in World’s Largest 

Public Companies by “Forbes Global 2000” has been provided in table 3.2. The table 

3.2 also provides the information regarding the number of multinational firms 

included in the final sample. 

The information regarding the total number of multinational firms for Asian 

countries including both financial and non-financial firms reported in World’s Largest 

Public Companies by “Forbes Global 2000” has been provided in table 3.2. The table 

3.2 also provides the information regarding the number of multinational firms 

included in the final sample. The list of multinational firms included in final sample is 

provided in Annexture III. 

3.6.2 Variables: 

Dependent and independent variables utilized in this research are explained in 

following portion.  
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Table 3.2: Multinational Firms of Asian Countries Reported in FORBES Global 2000 

Region Country Total 

Firms 

Financial 

Firms 

Non-Financial  

Firms 

Firms Included 

in Final Sample 

 

 

East Asia 

China 149 50 99 51 

Japan 226 70 156 126 

South Korea 61 15 46 37 

Taiwan 47 17 30 19 

Hong Kong 58 25 33 25 

South Asia India 54 22 32 25 

Pakistan 2 0 2 2 

Central 

Asia 

Kazakhstan 3 2 1 1 

ASEAN Thailand 17 7 10 10 

Vietnam 2 1 1 1 

Malaysia 17 6 11 7 

Singapore 17 6 11 10 

Indonesia 9 6 3 3 

Philippines 10 3 7 7 

Eurasia Russia 28 3 25 20 

Middle 

East 

Saudi Arabia 20 10 10 10 

Israel 10 8 2 2 

Qatar 8 6 2 2 

UAE 14 10 4 4 

Kuwait 4 3 1 1 

Jorden 1 1 0 0 

Bahrain 2 2 0 0 

Oman 1 1 0 0 

Lebanon 2 2 0 0 

Total 

Sample 

 762 276 486 363 

3.6.2.1 Dependent Variables: 

The famous technique for calculating the capital cost is WACC. This 

technique was first proposed by Modigliani & Miller (1958, 1963), Miles & Ezzell 

(1980). Ross et al., (1996) and other researchers maintain that WACC is most widely 

used technique for calculating capital cost in real world (Massari, 2007; Pierru, 2009). 

The fundamental definition for WACC comprises capital cost from both debt and 

equity. This advantage makes WACC one of basic models in corporate finance 

(Farber, 2006). The WACC equation for a company that uses both common stock 

(equity) financing and bond (debt) financing will be as follows: 

𝑾𝑨𝑪𝑪 = 𝒓 = 𝒘𝒅 . 𝒓𝒅 (𝟏 − 𝒕) + 𝒘𝒆 . 𝒓𝒆 ………………… (3.1) 

Where, ‘rd’ denotes the market rate on outstanding debt for the company as 

debt cost and ‘re’ signifies equity cost that is often estimated through the CAPM 

method. The ‘wd’ is weight for debt and ‘we’ is weight for equity. The weight for 

debt in an organization with both equity and debt is calculated as (value of debt / 

value of equity plus value of debt). The weight for equity in an organization with both 

equity and debt is calculated as (value of equity / value of equity plus value of debt). 

In equation 3.1, the weight of debt and weight of equity are equal to one i.e. (wd + we 

=1). Hence, equity and debt are the only financing sources in equation 3.1. In above 
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equation, t denotes the tax rate on business income. The usual treatment in WACC 

equation to reveal the deduction of interest amounts is (1 - t). This process will reduce 

the interest cost for debt.  

According to Miles & Ezzell (1980), WACC includes the organizations debt 

cost, cost of equity, tax rate, capital structure, amount of equity and debt as shown in 

balance sheet. The following equation can be formed to calculate WACC: 

𝑾𝑨𝑪𝑪 =  
𝑬𝒒𝒖𝒊𝒕𝒚

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔
 ∗ 𝑹𝒆 + 

𝑫𝒆𝒃𝒕

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔
∗ 𝑹 𝒅 ∗ (𝟏 − 𝑻𝒄)………(3.2) 

Where Re denotes equity cost and Rd signifies debt cost.  

The WACC is a discount rate that is extensively utilized in corporate finance. 

An accurate WACC involves appropriate computation for the tax shields which is 

based on debt policy of the firm. Massari et. al., (2007) depict that the WACC method 

is still extensively utilized around the globe especially in Europe, by financial analysts 

and banks. The important issue in using WACC is the process of estimating cost of 

equity capital. Among several techniques available for estimating the cost of equity, 

the Capital Asset Pricing Model (CAPM) is broadly used and accepted (Chen, 2009; 

Da, 2012).  

3.6.2.2 Cost of Debt: 

The methods for calculating the debt cost are much complex as compared to 

Equity cost. The debt cost represents the payments a business should pay as the debt 

costs amounts. The debt cost is calculated as rate on a risk free bond. The commonly 

used measure for debt cost is yield spread as indicated by the prior studies, which 

represents average debt yield to maturity above risk free rate (e.g. Bradley and Chen, 

2011; Soh, 2011; Blom and Shauten, 2008). The debt cost can also be measured as 

interest payments divided by total debt outstanding. This kind of methodology has 

been applied by Zhu (2014) and Francis et al., (2005). 

This research calculates the debt cost as the interest expense for the year 

divided by the interest-bearing debt.  

3.6.2.3 Cost of Equity: 

Calculating Equity cost or required rate of return by the investors can be 

carried out in many ways but there are most accepted methods which include CAPM 

(Treynor, 1962; Sharpe, 1964;Lintner, 1965), Fama and French (1993) Three Factor 

Model and Dividend Discount Model (DDM) (Soh, 2011). Though, there are some 

issues related to the models which may result in inaccurate outcomes. Firstly, utilizing 

the historical information to measure market risk premium within CAPM framework 

may result in higher standard errors. Second problem is concerned with unstable risk 

factors loading over time and across industries. This model calls for a stable loading 

in order to provide accurate findings. The last limitation is selecting the correct model 

because varying models provide varying findings (Fama and French, 2007). Even 

though it is yet indefinite about which technique is most effective to use (Soh, 2011), 

the common method which was utilized in previous studies is the CAPM (Bozec and 

Bozec, 2010). The model for CAPM can be described as follows: 
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𝑹𝒆 =  𝑹𝒇 +  𝜷(𝑹𝒎 −  𝑹𝒇) …………………….(3.3) 

Where Rf represents risk free rate, β represents beta, the variability of 

organization with respect to the overall market, and Rm represents market return. (Rm 

− Rf) represents market risk premium. The risk free rate will be calculated based on 10 

year Government Treasury bond which is supported by Sörensson (2011). The 

coefficient of beta will be measured manually on the basis of stock price returns and 

calculated as follows: 

𝑩𝒆𝒕𝒂 =  
𝑪𝑶𝑽 (𝑹𝒎 ; 𝑹𝒆)

𝑽𝒂𝒓 (𝑹𝒎)
 ……………………(3.4) 

Different researchers propose different weaknesses in risk proxies for the 

CAPM, the Momentum Model and Three Factor Model. This research employs the 

CAMPM model as it the most widely used method employed in the empirical 

research to calculate the Equity cost.  

3.6.2.4 Explanatory Variables: 

The independent variables used in this research are factors described as 

components of governance practices by past studies (table 4.3). These factors 

influence performance of the firm positively or negatively. Just like the measures of 

governance practices incorporated in previous research (Pham et al., 2012; Bozec & 

Bozec, 2011; Blom & Schauten, 2008; Ashbaugh et al., 2004; Bradley & Chen, 

2011), this study will also include the variables of Board Independence, Ownership 

Concentration, Audit Committee Independence, Quality of Governance, Board Size 

and CEO Duality. Specifically, most of the factors to be analyzed are variables of 

internal governance practices which were found to have a significant effect on capital 

cost as depicted by the previous research. The approaches by which these factors are 

estimated in this research are described as follows:  

Board Structure / Board Independence (BS) is the ratio of outside board 

directors (independent directors). An outside director is a board member who is not 

included in team of executive managers. These independent directors are not the 

employees of the firm and they don’t have any other affiliation with the organization. 

The outsider board directors are distinguished from insider directors who are currently 

serving or have previously served as the firm’s executive managers.  

Board’s independence is a significant concern in governance systems but 

identifying what establishes independence has its drawbacks. Some firms reveal the 

information regarding their boards as independent and dependent directors, whereas, 

some companies employs the definition of non-executive and executive directors in 

annual reports. The comparison of independence between firms appears to be a 

problem in empirical analyses. Several past studies used outside directors as an 

alternative to independent directors for differentiating the independent managers from 

others or just for considering the difference between non-executive and executive 

directors (Hossain, 2001).  

Some other researchers consider board independence as separation from 

company’s senior management (Anderson, 2004). Even though there is disagreement 

regarding the definition of independent or outside directors, this variable is yet the 
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most recommended factor for better governance practices. The businesses should 

attempt for improving the effectiveness of their boards through appointment of more 

independent directors on boards.  

With intention of having a standard technique that can be applicable to all 

companies, this research takes ordinary shares possessed by the insiders as managerial 

ownership. Managerial ownership is the fraction of shares owned by the board 

directors and also company officers who are members of the board as well, and then 

divide this value by the total outstanding shares. This research measures the value for 

Ownership Structure / Managerial ownership (OS) as the percentage of total shares 

owned by the executive directors divided by the total number of outstanding shares. 

The variable of ownership concentration (OWN) as considered in this research 

is the ratio of shares owned by the top five shareholders to total outstanding shares in 

a firm. The required data is gathered from the annual reports for each firm.  

An independent audit committee is also an important variable for better 

governance practices. The variable of Audit Committee Independent (AI) calculated 

as independent directors divided by total directors on audit committee. 

This research also employs an index for determining the quality of governance 

practices. In this study, following the work of Klapper & Love (2004) and Shah & Butt 

(2009), variable for Quality of Governance (QCG) will be calculated through the 

following equation:  

𝑸𝑪𝑮 = 𝒇(𝑩𝑺, 𝑶𝑺, 𝑨𝑰, 𝑫𝑼𝑨𝑳) ……………….. (3.5) 

Where BS = board structure, OS = ownership structure, AI = audit committee 

independence and  DUAL  =  CEO Duality.  

The above equation shows the theoretical framework for measurement of 

governance. These factors will be used independently as a proxy for governance 

practices and also collectively for calculating governance scores for each 

organization. The technique used to measure the Governance Score (CGS) is 

explained in Appendix 1. 

The board size is also a significant variable for governance practices in a firm 

and is represented as total directors on the firm’s board. The variable of Board Size 

(BSIZE) is calculated as total number of directors on the board for a company.  

Separation of board chairman and CEO is also an important element of 

governance practices in a firm and it has a major impact on the firm performance and 

capital cost. This research represents the separation of CEO and board chairman as 

CEO Duality (DUAL) and it takes value of one if the chairman and CEO is one 

person and value of zero if CEO and chairman are different persons.  

The control variables which are having predictive power regarding an 

organization’s capital cost as shown by the empirical literature are also included in the 

regression models for controlling their predictive influences. These variables include 

Size, Systematic Risk/Volatility, Leverage, Sales Growth and ROA. The 

measurement of these variables has been explained as follows:  
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The prior studies have shown that size variable of firms have an impact on 

capital cost of the firms as depicted by Ashbaugh et al., (2004); Bozec and Bozec, 

(2010); Zhu, (2014); Chen et al., (2004). So, variable of firm size (SIZE) is included 

in regression models measured as log of total assets. It is being expected that this 

variable will be negatively associated with capital cost, because of the reason that 

larger companies are assumed to be better diversified (Bozec and Bozec, 2010), have 

more transparency, and also bearing lesser risk of bankruptcy (Byun, 2007). It should 

result in lowering overall risk profile of the firm. 

Moreover, the variable of beta (VOLA) is incorporated for controlling the 

systematic risk (Byun, 2007; Ashbaugh et. al., 2010). This variable shows the 

volatility and included for controlling the firm’s specific risk (Pham et. al., 2012; Zhu, 

2014). The expectation is that this factor will have a positive impact on capital cost, 

because a riskier company would have higher capital cost, both for equity and debt 

portions. 

The leverage variable (LEV) (Zhu, 2014; Pham et al, 2012; Bozec and Bozec, 

2010), measured as total debt divided by equity, is included due to two causes. Firstly, 

organizations with more leverage are expected to have increased debt cost as 

compared to other companies. Secondly, this reason will also indicate higher risk of 

bankruptcy, which means that equity holders would demand greater rate of return 

against their capital. Therefore, leverage is anticipated to increase capital cost. 

Finally the variables of ROA and Sales Growth (SALESGROW) are also 

included in regression models as these variables have also been significant in 

measuring impact of governance practices on debt cost, equity cost and WACC as 

indicated by the empirical literature (Bradley and Chen, 2014). 

The explanation and measurement of dependent variables, independent 

variables and control variables has been provided in the table 3.3: 

Table 3.3: Explanation and Measurement of Variables 

Variables Measurement Technique 

Dependent  

COE Cost of Equity 

COD Cost of Debt 

WACC Weighted Average Cost of Capital 

Independent  

BS Board Structure (Board Independence) calculated as number of                               

independent directors divided by the total number of directors 

OWN Ratio of Common Shares held by five largest to total 

outstanding stocks 

AI Audit Committee Independence calculated as Number of  

independent directors on the committee divided by the total 

number of directors on the audit committee 

QCG Quality of Corporate Governance calculated as: QCG = f (BS, 

OS and AI) 

BSIZE Board Size calculated as total number of directors on the board 

DUAL The firms with the dual role of CEO are equal to one and zero, 

otherwise 
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SIZE Natural logarithm of the total assets of the company 

VOLA One-year volatility of the share price of the company 

LEV The ratio of total debt to total assets of the company 

SALESGROW The sales growth rate 

ROA The net income divided by the total assets 

3.6.3 Model Specification: 

For analyzing the stated hypotheses, this research will estimate different panel 

data regression equations. Firstly, all the regression models will be estimated with 

Pooled OLS, Fixed Effects and Random Effects Models; then the Hausman Test will 

be used to identify whether Fixed Effects or Random Effects Model would be 

applicable for a specific regression equation. In case test statistic will be rejected, it 

means that the fixed effects technique will fits the data better as compared to the 

random effects technique and therefore, fixed effects models should be preferred. 

Secondly, the regression diagnostics would be estimated for checking the problems of 

Auto Correlation / Serial Correlation and Heteroskedsticity. Thirdly, in case the 

problems of serial correlation or heteroskedasticity would be detected from the 

regression diagnostics then it implies that the Fixed Effect or Random Effects 

Regression Models would provide spurious regression results. Therefore, to overcome 

this problem, the Newey-West Standard Errors Model and Panels Corrected Standard 

Errors (PCSE) Regression Model would be employed to estimate the regression 

equations.  Fourthly, the Two Stage Least Squares (2SLS) Model would be employed 

to check the endogeneity problem of the independent variables. The independent 

variables in this case are the different variables related to governance practices and 

the control variables discussed in previous sections.  

The base regression models for testing the relationship of governance practices 

with Cost of Equity, Cost of Debt and WACC are stated below. Moreover for 

determining validity and examining robustness of results for cost of capital, the 

models for testing the relationship of governance practices with sales growth and 

ROA have also described below. 

Model 1:  

COEit = β0 + β1 BS + β2 OWN + β3 AI + β4 QCG + β5 BSIZE + β6 DUAL +         

β7 LEV + β8 SIZE + β9 ROA + β10 SALEGROW + β11 VOL + Ut1………… (3.6) 

Model 2:  

CODit = β0 + β1 BS + β2 OWN + β3 AI + β4 QCG + β5 BSIZE + β6 DUAL +          

β7 LEV + β8 SIZE + β9 ROA + β10 SALEGROW + β11 VOL + Ut2………… (3.7) 

Model 3:  

WACCit = β0 + β1 BS + β2 OWN + β3 AI + β4 QCG + β5 BSIZE + β6 DUAL +        

β7 LEV + β8 SIZE + β9 ROA + β10 SALEGROW + β11 VOL + Ut3………… (3.8) 
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Model 4:  

SALESGROWit = β0 + β1 BS + β2 OWN + β3 AI + β4 QCG + β5 BSIZE +             

β6 DUAL + β7 LEV + β8 SIZE + β9 ROA + β10 VOL + Ut4…………………. (3.9) 

Model 5:  

ROAit = β0 + β1 BS + β2 OWN + β3 AI + β4 QCG + β5 BSIZE + β6 DUAL +         

β7 LEV + β8 SIZE + β9 SALESGROW + β10 VOL + Ut5…………………….. (3.10) 

3.6.3.1 Pooled OLS / Fixed Effect & Random Effects Regression Models: 

For analyzing the stated hypotheses, this research will estimate different panel 

data regression equations. Firstly, all the regression models will be estimated with 

Pooled OLS, Fixed Effects and Random Effects Models; then the Hausman Test will 

be used to identify whether Fixed Effects or Random Effects Model would be 

applicable for the specific regression equation. In case test statistic will be rejected, it 

means that the fixed effects technique will fits the data better as compared to the 

random effects technique and therefore, fixed effects models should be preferred. 

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we deny the 

heterogeneity or individuality that may exist among 363 multinational firms. 

Therefore, the Fixed Effects or LSDV model would be estimated for the regression 

equation and results would be presented accordingly. After estimating the results of 

Fixed Effect Model, the Random Effects Model would also be estimated and results 

would be reported. 

The Hausman Test would applied to decide which model is more feasible for 

estimating the regression equation and the results would be used to test the following 

hypothesis: 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):     Fixed Effects Model is appropriate 

In case the results of Hausman Test would indicate that the probability value is 

0.0000 then it means that we can reject the null hypothesis that random effect model 

is appropriate against the alternative hypothesis that fixed effect model is appropriate.  

It means that fixed effects model would be more suitable. 

3.6.3.2 Regression Diagnostics Tests 

As the literature describes that most of the time the panel data suffers with the 

problems of autocorrelation / serial correlation and heteroskedasticity and in this case, 

the results of fixed effect or random effects regression models may provide spurious 

regression results. Therefore, the regression diagnostics tests would be employed to 

check the problems of heteroskedasticity and autocorrelation in panel dataset used in 

this study for the analysis. 
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The Wooldridge test of autocorrelation in panel data would be used for 

checking the presence of auto correlation / serial correlation in data used in this study 

and the following hypothesis would be tested: 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 

In order to verify the presence of heteroskedasticity, the Modified Wald Test 

for groupwise heteroskedasticity in fixed effects regression models would be utilized 

and the following hypothesis have been tested:  

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 

In case the results of diagnostics tests would indicate the problems of 

autocorrelation / serial correlation and heteroskedasticity, the fixed effects or random 

effects regression models may not be suitable as they may provide spurious regression 

results.  

3.6.3.3 Newey-West Standard Errors Model: 

If the panel data suffers with the problems of autocorrelation / serial 

correlation and heteroskedasticity, then the researchers suggested that such a 

regression model should be applied which can overcome and eliminate 

autocorrelation / serial correlation and heteroskedasticity problems of panel data and 

yield consistent  results. One of these approaches to obtain heteroskedasticity and 

auto-correlation (up to some lags) consistent standard errors was provided by Newey 

and West (1987). Their estimator of covariance matrix based on GMM is expansion to 

White estimator as the Newey-West model with zero lag length zero is similar to 

White’s estimator. Though Newey-West standard error has been firstly recommended 

for utilization with time series dataset only but now panel data types are also exist. 

The Stata software can employ Newey-West for panel data by selection option force 

of newey command. There is another approach we can adopt that is rather than trying 

to model the independence, we can try to estimate the variance of β^ directly.  

Let’s go back to think about estimating: 

𝑽𝒂𝒓 (
𝟏

𝑻
∑ (𝑿𝒕 − 𝑬𝒙)𝜺𝒕 | 𝑿𝑻

𝒕=𝟏 ) =  
𝟏

𝑻𝟐
∑ 𝑽𝒂𝒓 ((𝑿𝒕 − 𝑬𝒙)𝜺𝒕 | 𝑿𝑻

𝒕=𝟏 ) +

 
𝟏

𝑻𝟐 𝟐 ∑ ∑ 𝑪𝒐𝒗𝑻
𝒔=𝒕+𝟏 ((𝑿𝒕 − 𝑬𝒙)𝜺𝒕 , (𝑿𝒔 − 𝑬𝒙)𝜺𝒔| 𝑿𝑻

𝒕=𝟏 )  ……………………… (3.11) 

Therefore, based on the prior literature, the Newey-West Standard Errors 

Model would be employed to account for heterogeneity and cross sectional 

dependence. 
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3.6.3.4 The PCSE Regression Model: 

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 

biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. 

The problem of Cross sectional dependence has also got recent considerations 

(De Hoyos & Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that 

both problems may exist in several empirical analyses (Jönsson, 2005). It presents a 

problem as majority of general estimators for panel dataset are not able to control both 

of these problems at same time. 

The estimator of Parks’ Feasible Generalized Least Squares (FGLS) can 

handle both these problems (Parks, 1967). But, this method would be applicable only 

if quantity of time periods (T) is equal or greater than quantity of cross-sections (N). 

Another drawback of this method is that it underestimates standard errors in limited 

samples severely. Beck & Katz (1995) reported that two-step, revised form of 

‘inefficient’ OLS called as ‘Panel Corrected Standard Error’ (PCSE) estimation –

operates extensively better as compared to FGLS (Parks) technique in numerous 

conditions. So, based on the literature, the PCSE regression model would also be 

employed to determine the correlation of cost equity, debt cost, WACC, sales growth 

and ROA with governance variables along with control variables and the results of the 

PCSE regression model would be reported. 

3.6.3.5 Endogeneity Control and Instrumental Variable Method: 

The problem of endogeneity is a major challenge for social scientists in 

executing econometric analyses in management as this field is about considering 

people’s behavior. In these analyses it is unfeasible to develop a laboratory controlled 

environment as for natural sciences. Therefore, majority of analyses conducted within 

framework of social studies is biased as it is affected by endogeneity by creating 

biasness in results due to which researcher may have Type-I or Type-II error. The 

major reason of endogeneity is self-selection biasness or simultaneity which results 

when the conclusion of an explanatory variable is self-selected instead of random. 

Thus, it’s crucial to comprehend factors behind self-selection before examining 

influence of that selection on dependent variable. The second major cause of 

endogeneity is omitted variable or measurement error. For solving these issues, 

researchers need to find an instrumental variable and execute Instrumental Variable 

(IV) Regression, 2SLS model or a Generalized Method of Moments (GMM) as 

suitable. Current study has used board structure as most significant governance factor 

which affect capital cost. Many researchers have employed board structure as 

endogenous variable (e.g. Guo & Masulis, 2012; Chhaochharia & Grinstein, 2007; 

Duchin, Matsusaka & Ozbas, 2010; Nguyen & Nielsen 2010; Coles et al., 2008 and 

Knyazeva et al., 2013). Before supposing board structure variable as endogenous, this 

research has conducted Durbin-Wu-Hausman (DWH) augmented regression test of 

endogeneity which is a two-step regression for testing moment assumption of 

regression model. Prior to estimate the simultaneous equations, it is crucial to explore 

need of instrument.  

It is actually to check whether OLS estimates are consistent or not.  
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𝒀 =  𝜷𝟎 +  𝜷𝟏𝑿𝟏 +  𝜷𝟐𝑿𝟐 + 𝜺………………. (3.12) 

Consider X1 as endogenous variable, then 

𝒀 =  𝜷𝟎 +  𝜷𝟏𝒁𝟏 +  𝜷𝟐𝑿𝟐 + 𝜺……………….. (3.13) 

 

Davidson and MacKinnon (1993) suggested for augmented regression model, 

residual of every endogenous right-hand side variable is incorporated, as a function of 

all exogenous variables, in a regression of original model. Thus, equation 3.7 will be 

measured initially and residual will be taken as exogenous variable in 3.6. 

𝒀 =  𝜷𝟎 +  𝜷𝟏𝑿𝟏 +  𝜷𝟐𝑿𝟐 + 𝑩𝟑𝒁𝑹𝒆𝒔𝟑
+  𝜺 ……………….. (3.14) 

 

 If B3 coefficient is considerably different from zero, then OLS is not 

consistent and assessment requires considering instrumental variables using either 

2SLS or GMM models. This research has employed 2SLS estimation technique for 

solving endogeneity problem, if doubted, in research models. For understanding 

significance of applying advanced statistical models, it is imperative to comprehend 

OLS moment assumptions i.e.  

𝑬 (𝑿𝒕
′𝑼𝒕) = 𝟎 𝒘𝒊𝒕𝒉 𝑿𝒕

′ = (𝑺𝒕 , 𝑪𝒕
′  ) ……………………. (3.15) 

Where S is endogenous and C is vector of controls. The endogeneity of S 

implies that 

𝑬 (𝑿𝒕
′𝑼𝒕)  ≠ 𝟎 …………………………. (3.16) 

The solution to this problem is to introduce Z i.e. 

𝑬 (𝒁𝒕
′𝑼𝒕) = 𝟎 𝒘𝒊𝒕𝒉 𝒁𝒕

′ = (𝒛𝒕 , 𝑪𝒕
′  ) ………… (3.17) 

The common method for addressing issue because of violation of moment 

conditions is to employ GMM model. The other model is used by employing 

instrumental variable (IV) regression is 2SLS which is a two-step application of IV 

technique. Firstly; the doubted variable is estimated using exogenous determinants 

and secondly, the estimated values are used to instrument the doubted endogenous 

explanatory variable. The results of this model are discussed in following chapter. 

3.7 Summary of the Chapter: 

This section describes the development of hypotheses and research methods 

for measuring relationship of governance variables and control variables with equity 

cost, debt cost and WACC. 

The positive correlation of governance practices with firm’s value can also be 

described through lesser expected investment return for the firms having better 

governance practices. The investors may perceive that the businesses with better 

governance practices may have lesser risk and they may demand a smaller rate of 

investment return which consequently results in increased valuation for the business. 

The theoretical investigations of Verrecchia, (2001); Leuz & Verrecchia (2004) 
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propose that rise in information disclosure decreases information asymmetries which 

results in lowers capital cost for the companies. 

As the investors consider that the firms with improved governance practices 

have lesser risk, so they will perceive that investment in those companies would be 

exposed to decreased risk. Therefore, the investors will lower required return by 

investors for these organizations. This study anticipates a negative correlation of 

changes in governance practices with cost of equity capital for the firms. 

Consequently, the first hypothesis is as follows: 

H1: Better Corporate Governance Practices Results in Lowering the Cost of Equity. 

The similar reason, as described above, can also be applied on debt cost. The 

risk that will be rewarded with risk premium is lesser through governance practices. 

The prior studies have also established a negative and significant correlation e.g. 

Blom and Schauten (2006), Klock et al., (2005). General anticipation is that 

governance practices will have a decreasing impact on debt cost. So, the second 

hypothesis is as follows: 

H2: Better Corporate Governance Practices Results in Lowering the Cost of Debt. 

The governance practices increases overall confidence and also supply of 

capital. Theoretically, it means that poor governance practices would result in 

lowering overall confidence and lesser supply of capital, which would cause increased 

capital cost. , corresponding to the results of prior studies and in combination with 

statements regarding framework of governance practices, the anticipation is to obtain 

a significant relationship of governance variables with WACC as it may decreases 

firm risk profile. Hence, the third hypothesis is as follows: 

H3: Better Corporate Governance Practices Results in Lowering the Weighted 

Average Cost of Capital. 

The fundamental attribute essential for considering an entity as a business is 

its objective to earn profit. The companies put in their best efforts for earning the 

maximum profit. For the effectiveness of governance systems, the stockholders must 

be prudent and active in using of their ownership rights. Therefore, the stockholders 

must act like owners and should use the rights available to shareholders. Majority of 

the studies published in recent past have depicted a strong association of better 

governance practices and stronger profitability. Thus, the fourth hypothesis is as 

follows: 

H4: Better Corporate Governance Practices Results in Increasing the Sales Growth. 

The similar reason, as described above, can also be applied on ROA. It is 

being expected that investors offer more rewards to the companies which have better 

governance practices with higher valuations. Thus, the fifth hypothesis is as follows: 

H5: Better Corporate Governance Practices Results in Increasing the Return on 

Assets (ROA). 

Improvement in accountability and transparency for managerial decisions 

making is intensely linked with better governance systems in firms. This notion is 
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supported both in prior theoretical and practical research (Ingley, 2007; Psaros, 2009). 

However, research regarding the relationship of governance systems with business 

performance exhibits indecisive findings, whereas, the analysis on the association of 

governance procedures with capital cost in firms is unexplored. 

Various aspects of governance practices were used in prior studies for 

evaluating the relationship of governance practices, business performance and capital 

cost. Determining the correlation of governance practices, business performance and 

capital cost is more complex when particular attributes are used in analysis (Bauer, 

2008).  

The capital cost performs a critical part for decision making in firms. 

Therefore, indicating the prospective role of governance systems in capital cost can 

assist both practitioners and academicians. This research investigates whether the 

governance practices of large listed firms in Asian countries influence the capital cost 

and corporate profitability for these firms. The large multinational companies of 24 

Asian countries included in list of World’s Largest Public Companies by “Forbes 

Global 2000” are used to investigate association of governance practices and capital 

cost for these firms. 

The variables for governance practices which past studies and regulators in 

Asian countries specified as significant principles are recorded as independent 

variables which include: BS, OWN, AI, QCG, B SIZE and DUAL. The proxies for 

organizations’ capital cost are: Equity cost, Debt cost and WACC. The Equity cost 

has been calculated through CAPM, whereas, debt cost has been measured as annual 

interest expense divided by annual long-term debt. Furthermore, the overall capital 

cost has been estimated through the WACC equation.  The effects of control variables 

on capital cost have also controlled in the model and these variables include: Firm 

Leverage, Firm Size, ROA, Sales Growth and Firm’s Systematic Risk are employed 

as the influencing factors in the relationship of governance practices and capital cost 

for the companies. Moreover, the corporate profitability has been represented through 

Sales Growth and ROA. 

The sample of this research is selected from 762 multinational firms in 24 

Asian countries listed in World’s Largest Public Companies by “Forbes Global 2000”. 

The data covers the period of Year 2006 to Year 2015 and it excludes financial firms 

(as the profits and capital structure of these firms are different in comparison to other 

firms), and the firms for which complete dataset is not available. There are 762 Asian 

multinational firms listed in “Forbes Global 2000”, out of which 486 firms are non-

financial and 276 firms are financial companies. As this study is concerned with non-

financial firms only, so the dataset for this study is selected from sample of 486 firms. 

The required data is collected from annual reports of companies, stock exchanges of 

concerned countries, organization’s web sites and in specific circumstances direct 

communication with officials of the company.  

This research covers the 10 years period from 2006 to 2015. Therefore, the 

multinational companies for which completed dataset coving the period of 2006 to 

2015 is not available; are excluded from the sample. Accordingly, only those 

companies are included in the final sample for which the complete dataset is available 

covering all the years and for all the variables. The multinational companies which are 

included in this research cover almost all sectors of the countries. The final sample 
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excludes 123 non-financial multinational firms due to unavailability of complete data. 

The remaining 363 non-financial multinational companies (75 % of the sample) are 

included in dataset of this research as representatives of larger multinational 

companies in Asian countries.  

For analyzing the stated hypotheses, this research will estimate different panel 

data regression equations. Firstly, all the regression models will be estimated with 

Pooled OLS, Fixed Effects and Random Effects Models; then the Hausman Test will 

be used to identify whether Fixed Effects or Random Effects Model would be 

applicable for the specific regression equation. In case test statistic will be rejected, it 

means that the fixed effects technique will fits the data better as compared to the 

random effects technique and therefore, fixed effects models should be preferred. 

Secondly, the regression diagnostics would be estimated for checking the problems of 

Auto Correlation / Serial Correlation and Heteroskedsticity. Thirdly, in case the 

problems of serial correlation or heteroskedasticity would be detected from the 

regression diagnostics then it implies that the Fixed Effect or Random Effects 

Regression Models would provide spurious regression results. Therefore, to overcome 

this problem, the Newey-West Standard Errors Model and Panels Corrected Standard 

Errors (PCSE) Regression Model would be employed to estimate the regression 

equations.  Fourthly, the 2SLS Regression Model would be employed to check the 

endogeneity problem of the independent variables. The independent variables in this 

case are the different variables related to governance practices and the control 

variables discussed in previous sections.  

As the literature describes that most of the time the panel data suffers with the 

problems of autocorrelation and heteroskedasticity and in this case, the results of 

fixed effect or random effects regression models may provide spurious regression 

results. Therefore, the regression diagnostics tests would be employed to check the 

problems of heteroskedasticity and serial correlation in panel dataset used in this 

study for the analysis. 

In case the results of diagnostics tests would indicate the problems of 

autocorrelation / serial correlation and heteroskedasticity, the fixed effects or random 

effects regression models may not be suitable as they may provide spurious regression 

results.  

If the panel data suffers with the problems of autocorrelation / serial 

correlation and heteroskedasticity, then the researchers suggested that such a 

regression model should be applied which can overcome and eliminate 

autocorrelation / serial correlation and heteroskedasticity problems of panel data and 

yield consistent  results. One of these approaches was developed by Newey &West 

(1987). Therefore, based on the prior literature, the Newey-West Standard Errors 

Model would be employed to account for heterogeneity and cross sectional 

dependence. 

Then based on the literature, the PCSE regression model would also be 

employed to determine the correlation of equity cost, debt cost, WACC, sales growth 

and ROA with governance variables along with control variables and results would be 

reported. Finally, the present study has used 2SLS estimation techniques to resolve 

problem of endogeneity, if doubted, in research models. 
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4.1 Descriptive Results, Pearson Correlation and Unit Root Tests: 

The discussion regarding descriptive results, Pearson correlation and unit root 

tests is presented in this section.  

4.1.1 Introduction: 

This section provides the outcomes of data analysis and results in line with 

objectives of this research. The broader objective of this research is to investigate 

association of governance variables with cost of capital and firm profitability for 

World’s largest non-financial multinational companies of twenty four Asian countries 

reported as “Forbes Global 2000” in Forbes Global Magazine. This research has 

analyzed the data by using the “STATA Version 13.0” software through applying 

both descriptive statistics and inferential statistics. 

First of all, the descriptive statistics are measured for variables. Secondly, the 

correlations matrix has been also developed for the dependent and independent 

variables. Thirdly, different unit root test has been applied for checking the 

Stationarity of dependent and independent variables.  

4.1.2 Descriptive Results: 

The sample of the study comprised of 486 World’s largest non-financial 

multinational firms for twenty four Asian countries reported as “Forbes Global 2000” 

in Forbes Global Magazine during the period of 2006 to 2015. The multinational 

firms which do not provide the required data have been removed from the sample and 

a final sample of 363 multinational firms is remained in estimation. Therefore, final 

sample consist of 75% of the World’s largest non-financial multinational firms for 

twenty four Asian countries. The summary of results related to descriptive statistics 

for pooled data of world’s largest multinational companies of Asian countries 

comprising mean, median, maximum, minimum, standard deviation, skewness and 

kurtosis is presented in Table 4.1.  

Table 4.1: Descriptive Statistics 

 
Mean Median Maximum Minimum  Std Dev Skewness Kurtosis 

COE 8.15 7.53 57.07 0.01 4.89 2.16 14.66 

COD 6.82 3.02 50.68 0.00 10.04 2.60 9.81 

WACC 7.45 5.36 50.06 0.01 8.01 3.28 15.86 

BS 0.35 0.33 0.90 0.00 0.18 0.50 3.58 

OWN 0.59 0.63 0.99 0.02 0.29 -0.17 1.63 

AI 0.71 0.67 1.00 0.00 0.27 -0.41 3.10 

QCG 0.45 0.43 0.97 0.04 0.65 17.82 33.71 

BSIZE 11.1 11.00 34.00 3.00 3.82 1.57 8.17 

DUAL 0.22 0.00 1.00 0.00 0.41 1.38 2.89 

LEV 0.53 0.54 0.95 0.00 0.24 -0.12 2.31 

SIZE 12.8 13.18 23.98 3.26 2.58 -0.14 3.06 

ROA 7.66 4.71 89.23 -61.95 12.95 8.21 75.52 

SALES 

GROW 1.17 1.15 5.93 -3.46 0.78 0.37 6.73 

VOLA 0.85 0.83 7.60 -4.56 0.81 -8.57 80.61 
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The mean value for Equity cost (COE) is 8.15%, with a median value of 

7.53%. These two values reveal that the Equity cost for world’s largest multinationals 

is distributed normally around 7.50% to 8.25%. The maximum value for Equity cost 

is 57.07%, whereas, the minimum values is 0.01%. The Equity cost has a standard 

deviation of 4.89% which shows that the Equity cost can vary up to 4.89%. The value 

of skewness is 2.16% which depicts that Equity cost has a long right tail. The value of 

Kurtosis is 14.66% which indicates that the Equity cost has peaked distribution 

(leptokurtic). 

The mean value for debt cost (COD) is 6.82%, with a median value of 3.02%. 

These two values reveal that the debt cost for world’s largest multinationals is 

distributed around 3% to 7%.  The maximum value for debt cost is 50.68%, whereas, 

the minimum values is 0.00%. The debt cost has a standard deviation of 10.04% 

which shows that the debt cost can vary up to 10.04%. The value of skewness is 

2.60% which depicts that debt cost has a long right tail. The value of Kurtosis is 

9.81% which indicates that the debt cost has peaked distribution (leptokurtic). 

The mean value for the WACC is 7.45%, with a median value of 5.36%. 

These two values reveal that the WACC for world’s largest multinationals is 

distributed normally around 5.25% to 7.50%.  The maximum value for WACC is 

50.06%, whereas, the minimum values is 0.01%. The WACC has a standard deviation 

of 8.01% which shows that the WACC can vary up to 8.01%. The value of skewness 

is 3.28% which depicts that WACC has a long right tail. The value of Kurtosis is 

15.86% which indicates that the WACC has peaked distribution (leptokurtic). 

The mean value for board structure / board independence (BS) is 0.35, with a 

median value of 0.33. These two values reveal that the board structure / board 

independence for world’s largest multinationals is distributed normally around 33% to 

35%.  The maximum value for board structure / board independence is 0.90 whereas, 

the minimum values is 0.00. The board structure / board independence has a standard 

deviation of 0.18% which shows that the board structure / board independence can 

vary up to 0.18%. The value of skewness is 0.50% which depicts that board structure / 

board independence has a long right tail. The value of Kurtosis is 3.58% which 

indicates that the WACC has peaked distribution (leptokurtic). 

The mean value for ownership structure (OWN) is 0.59, with a median value 

of 0.63. These two values reveal that the ownership structure for world’s largest 

multinationals is distributed normally around 55% to 65%.  The maximum value for 

ownership structure is 0.99 whereas, the minimum values is 0.02. The ownership 

structure has a standard deviation of 0.29% which shows that the ownership structure 

can vary up to 0.29%. The value of skewness is -0.17% which depicts that ownership 

structure has a long left tail. The value of Kurtosis is 1.63% which indicates that the 

ownership structure has flat distribution (platykurtic). 

The mean value for variable of the audit committee independence (AI) is 0.71, 

with a median value of 0.67. These two values reveal that the audit committee 

independence for world’s largest multinationals is distributed normally around 65% to 

75%.  The maximum value for audit committee independence is 1.00 whereas, the 

minimum values is 0.00. The variable of AI has a standard deviation of 0.27% which 

shows that the audit committee independence can vary up to 0.27%. The value of 
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skewness is -0.41% which depicts that audit committee independence has a long left 

tail. The value of Kurtosis is 3.10% which indicates that variable of AI has normal 

distribution. 

The mean value for quality of governance (QCG) is 0.45, with a median value 

of 0.43. These two values reveal that the quality of governance for world’s largest 

multinationals is distributed normally around 40% to 45%.  The maximum value for 

quality of governance is 0.97 whereas, the minimum values is 0.04. The quality of 

governance has a standard deviation of 0.65% which shows that the quality of 

governance can vary up to 0.65%. The value of skewness is 17.82% which depicts 

that quality of governance has a long right tail. The value of Kurtosis is 33.71% which 

indicates that the quality of governance has peaked distribution (leptokurtic). 

The mean value for board size (BSIZE) is 11.12, with a median value of 11.0. 

These two values reveal that the board size for world’s largest multinationals is 

distributed normally around 11 to 12.  The maximum value for board size is 34 

whereas, the minimum values is 3. The board size has a standard deviation of 3.84 

which shows that the board size can vary up to 3.82. The value of skewness is 1.57% 

which depicts that board size has a long right tail. The value of Kurtosis is 8.17% 

which indicates that the board size has almost normal distribution. 

The mean value for CEO duality (DUAL) is 0.22, with a median value of 0. 

These two values reveal that the CEO duality (DUAL) for world’s largest 

multinationals is distributed normally around 0 to 0.22.  The maximum value for CEO 

duality (DUAL) is 1.0 whereas, the minimum values is 0.0. The CEO duality (DUAL) 

has a standard deviation of 0.41% which shows that the CEO duality (DUAL) can 

vary up to 0.41%. The value of skewness is 1.38% which depicts that CEO duality 

(DUAL) has a long right tail. The value of Kurtosis is 2.89% which depicts that 

variable of DUAL has thin distribution (platykurtic). 

The mean value for Leverage (LEV) is 0.53, with a median value of 0.54. 

These two values reveal that the ratio of total debt to total assets for world’s largest 

multinationals is distributed normally around 50% to 55%.  The maximum value for 

Leverage is 0.95 whereas, the minimum values is 0. The Leverage has a standard 

deviation of 0.24% which shows that it can vary up to 0.24%. The value of skewness 

is -0.12% which depicts that Leverage has a long left tail. The value of Kurtosis is 

2.31% which indicates that Leverage has thin distribution (platykurtic). 

The mean value for firm size (SIZE) is estimated by natural logarithm of total 

assets of the company is 12.83, with a median value of 13.18. These two values reveal 

that the firm size for world’s largest multinationals is distributed normally around 

12.50 to 13.25.  The maximum value for firm size is 23.98 whereas, the minimum 

values is 3.26. The firm size has a standard deviation of 2.58 which shows that the 

firm size can vary up to 2.58. The value of skewness is -0.14% which depicts that 

firm size has a long left tail. The value of Kurtosis is 3.06% which indicates that the 

firm size has normal distribution. 

The mean value for ROA is 7.66%, with a median value of 4.71%. These two 

values reveal that the ROA for world’s largest multinationals is distributed normally 

around 4.50% to 7.75%.  The maximum value for ROA is 89.23% whereas, the 

minimum values is -61.95%. The ROA has a standard deviation of 12.95% which 
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shows that the ROA can vary up to 12.95%. The value of skewness is 8.21% which 

depicts that ROA has a long right tail. The value of Kurtosis is 75.52% which 

indicates that the ROA has peaked distribution (leptokurtic). 

The mean value for ROA calculated as net income divided by the total assets 

is 7.66%, with a median value of 4.71%. These two values reveal that the ROA for 

world’s largest multinationals is distributed normally around 4.50% to 7.75%.  The 

maximum value for ROA is 89.23% whereas, the minimum values is -61.95%. The 

ROA has a standard deviation of 12.95% which shows that the ROA can vary up to 

12.95%. The value of skewness is 8.21% which depicts that ROA has a long right tail. 

The value of Kurtosis is 75.52% which indicates that the ROA has peaked distribution 

(leptokurtic). 

The mean value for sales growth rate (SALESGROW) measured as the log of 

sales growth rate is 1.17, with a median value of 1.15. These two values reveal that 

the sales growth rate for world’s largest multinationals is distributed normally around 

1.14 to 1.18.  The maximum value for sales growth rate is 5.93 whereas, the minimum 

values is -3.46. The variable of SALESGROW has a standard deviation of 0.78 which 

shows that the sales growth rate can vary up to 0.78. The value of skewness is 0.37% 

which depicts that sales growth rate has a long right tail. The value of Kurtosis is 

6.73% which indicates that the sales growth rate has peaked distribution (leptokurtic). 

The mean value for beta value / volatility of share prices (VOLA) measured as 

the One-year volatility of the share price of the company is 0.85, with a median value 

of 0.83. These two values reveal that the beta value / volatility of share prices for 

world’s largest multinationals is distributed normally around 0.82 to 0.86.  The 

maximum value for beta value / volatility of share prices is 7.60 whereas, the 

minimum values is -4.56. The beta value / volatility of share prices have a standard 

deviation of 0.81 which shows that the beta value / volatility of share prices can vary 

up to 0.81. The value of skewness is -8.57% which depicts that beta value / volatility 

of share prices have a long left tail. The value of Kurtosis is 80.61% which indicates 

that the beta value / volatility of share prices have peaked distribution (leptokurtic). 

The descriptive statistics depict some abnormality in Skewness and Kurtosis 

values. As the data is gathered from different Asian countries, therefore, the 

heterogeneity issue does exist in dataset of this study due to varying political 

environment, economic conditions, stock markets, financial conditions, government 

regulations and governance structures in Asian countries. Therefore, there is higher 

variation in minimum and maximum values for some of the variable and accordingly 

abnormal Skewness and Kurtosis values for some variables. As this study has 

employed 2SLS regression model and heterogeneity issue does not have significant 

impact on 2SLS results, therefore, the results of this study does not have any problem 

due to heterogeneity issue.   

4.1.3 Pearson Correlation between the Variables: 

The table 4.2 presents the correlation matrix for dependent, independent and 

control variables. The correlation matrix describes the pairwise correlation between 

the variable along with t-statistics and probability values.  
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The correlation matrix shows that there is only one high correlation between 

VOLATILITY and Equity cost (COE) at 0.59. It means that multinational firms 

which have higher beta value or volatility tend to bear higher Equity cost as well. This 

relationship is well supported by the theory and empirical literature as the beta value 

is being used as a factor in calculation of Equity cost through capital asset pricing 

model (CAPM) which has been employed in this study for determining the Equity 

cost for multinational firms. Moreover, this relationship is only applicable in 

regression model 1 where Equity cost (COE) has been taken as the dependent variable 

and volatility factor has been included in independent variables. 

The correlation matrix depict that there is no other high correlation between 

the variables. As the highest pairwise correlation between the variables is 0.59, a low 

likelihood of multicollinearity is being anticipated in regression models. 

Table 4.2: Pairwise Pearson Correlation Matrix for the Variables 
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4.1.4: Unit Root Tests and Stationarity Results: 

This section provides results regarding Unit Root tests and Stationarity results 

for dependent and independent variables. Four panel unit root tests have been used for 

determining the Stationarity of the dependent and independent variables. These tests 

include (i): Levin, Lin & Chu t*, (ii): Im, Pesaran & Shin W-stat, (iii): ADF - Fisher 

Chi-square and (iv): PP - Fisher Chi-square.  The summary of Unit Root tests for all 

the dependent and independent variables has been presented in table 4.3. 

The table 4.3 provides results of unit root tests for Cost of Equity (COE) 

which indicates the probability values of 0.0000 for all the four tests. It means that we 

can reject the null hypothesis that the Equity cost (COE) variable has a unit root (non-

stationarity). So, the alternative hypothesis that Equity cost (COE) does not have a 

unit root (stationarity) would be accepted. 

Table 4.3: Summary of Unit Root Tests and Stationarity Results for Variables 

Variable 
Levin, Lin & 

Chu t* 

Im, Pesaran 

and Shin W-

stat 

ADF - Fisher 

Chi-square 

PP - 

Fisher 

Chi-square 

Decision 

COE 0.0000*** 0.0000 0.0000 0.0000 
Stationary 

at Level 

COD 0.0000*** 0.0000 0.0000 0.0000 
Stationary 

at Level 

WACC 0.0000*** 0.0000 0.0000 0.0000 
Stationary 

at Level 

BS 0.0000*** 0.0000 0.0912 0.0000 
Stationary 

at Level 

OWN 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

AI 0.0000*** 0.0000*** 0.0000*** 0.0001*** 
Stationary 

at Level 

QCG 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

BSIZE 0.0000*** 0.0000*** 0.0000*** 0.3405 
Stationary 

at Level 

Dual 0.0001*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

LEV 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

SIZE 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

ROA 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

SALESGROW 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

VOLA 0.0000*** 0.0000*** 0.0000*** 0.0000*** 
Stationary 

at Level 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The results of unit root tests for debt cost (COD) depicts the probability values 

of 0.0000 for all the four tests. It means that we can reject the null hypothesis that the 

debt cost (COD) variable has a unit root (non-stationarity). So, the alternative 

hypothesis that debt cost (COD) does not have a unit root (stationarity) would be 

accepted.  

The results of unit root tests for WACC shows the probability values of 0.0000 

for all the four tests. It means that we can reject the null hypothesis that the WACC 

variable has a unit root (non-stationarity). So, the alternative hypothesis that WACC 

does not have a unit root (stationarity) would be accepted.  
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The results of unit root tests for Board Structure / Board Independence (BS) 

shows the probability values of 0.0000 for the four tests except for PP - Fisher Chi-

square which is 0.0912 which depicts that the variable of board structure has unit root 

problem at 1% and 5% significance level. It means that we can reject the null 

hypothesis that the Board Structure / Board Independence (BS) variable has a unit 

root (non-stationarity) as depicted by the majority of tests. So, the alternative 

hypothesis that Board Structure / Board Independence (BS) variable does not have a 

unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of ownership concentration 

(OWN) represents the sum of shareholdings of five largest shareholders which 

demonstrates the probability values of 0.0000 for all the four tests. It means that we 

can reject the null hypothesis that the ownership concentration (OWN) variable has a 

unit root (non-stationarity). So, the alternative hypothesis that ownership 

concentration (OWN) does not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of audit committee independence 

(AI) exhibits the probability values of 0.0000 for all tests except for PP - Fisher Chi-

square which is 0.0001. It means that we can reject the null hypothesis that the audit 

committee independence (AI) variable has a unit root (non-stationarity). So, the 

alternative hypothesis that audit committee independence (AI) does not have a unit 

root (stationarity) would be accepted.  

The results of unit root tests for the variable of quality of governance (QCG) 

presents the probability values of 0.0000 for all the four tests. It means that we can 

reject the null hypothesis that the quality of governance (QCG) variable has a unit 

root (non-stationarity). So, the alternative hypothesis that quality of governance 

(QCG) does not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of Board Size (BSIZE) presents 

the probability values of 0.0000 for all tests except for PP - Fisher Chi-square is 

0.3405 which is insignificant. It means that we can reject the null hypothesis that the 

Board Size (BSIZE) variable has a unit root (non-stationarity) as majority of the tests 

have significant values. So, the alternative hypothesis that Board Size (BSIZE) does 

not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of board chairman duality (Dual) 

reports the probability values of 0.0000 for all tests except for Levin, Lin & Chu t* 

test which is 0.0000. It means that we can reject the null hypothesis that the board 

chairman duality (Dual) variable has a unit root (non-stationarity) as all the tests have 

significant values. So, the alternative hypothesis that board chairman duality (Dual) 

does not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of Leverage (LEV) presents the 

probability values of 0.0000 for all tests. It means that we can reject the null 

hypothesis that the Leverage (LEV) variable has a unit root (non-stationarity) as all 

the tests have significant values. So, the alternative hypothesis that Leverage (LEV) 

does not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of Firm Size (SIZE) presents the 

probability values of 0.0000 for all the four tests. It means that we can reject the null 
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hypothesis that the Firm Size (SIZE) variable has a unit root (non-stationarity) as all 

the tests have significant values. So, the alternative hypothesis that Firm Size (SIZE) 

does not have a unit root (stationarity) would be accepted.  

The results of unit root tests for the variable of ROA presents the probability 

values of 0.0000 for all the four tests. It means that we can reject the null hypothesis 

that the ROA variable has a unit root (non-stationarity) as all the tests have significant 

values. So, the alternative hypothesis that ROA does not have a unit root (stationarity) 

would be accepted.  

The results of unit root tests for the variable of Sales Growth (SALESGROW) 

presents the probability values of 0.0000 for all the four tests. It means that we can 

reject the null hypothesis that the Sales Growth (SALESGROW) variable has a unit 

root (non-stationarity) as all the tests have significant values. So, the alternative 

hypothesis that Sales Growth (SALESGROW) does not have a unit root (stationarity) 

would be accepted.  

The results of unit root tests for the variable of Volatility / Beta (VOLA) 

which presents the probability values of 0.0000 for all the four tests. It means that we 

can reject the null hypothesis that the Volatility / Beta (VOLA) variable has a unit 

root (non-stationarity) as all the tests have significant values. So, the alternative 

hypothesis that Volatility / Beta (VOLA) do not have a unit root (stationarity) would 

be accepted.  

4.2 Cost of Capital and Corporate Governance: 

This section presents results regarding relationship of governance practices 

and cost of capital.  

4.2.1 Introduction: 

This section provides outcomes of data analysis and results in line with 

objectives of this Study. The broader objective of this study is to explore association 

of governance variables with capital cost for World’s largest non-financial 

multinational firms of twenty four Asian countries reported as “Forbes Global 2000” 

in Forbes Global Magazine. This research has analyzed the data by using the “STATA 

Version 13.0” software through applying both descriptive statistics and inferential 

statistics. 

This section tests the hypothesis of this study and provides results related to 

Cost of Equity (COE), Cost of Debt (COD) and WACC with governance variables 

and control variables. At the first stage, the results of Pooled OLS regression model 

have been reported and then the Hausman test has been used to decide whether Fixed 

Effects / LSDV regression model or Random Effects regression models would be 

applicable. In case the Hausman test provides significant probability value then it 

means that Fixed Effects regression model is applicable but in case of insignificant 

probability value of the Hausman test, the Random Effects regression model would be 

applicable.   

At the second stage, the regression diagnostics tests would be applied to check 

the problems of autocorrelation and heteroskedasticity as the panel data sometimes 
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suffers with these problems. In order to examine the problem of autocorrelation / 

serial correlation, the Wooldridge test for autocorrelation in panel data would be 

applied, whereas, for determining the existence of heteroskedasticity problem, the 

Modified Wald test would be used.  

At the third stage, if the results of Wooldridge test and Modified Wald test 

indicate the existence of autocorrelation and heteroskedasticity problems in data, then 

the Fixed Effects and Random Effects regression models would provide spurious 

regression results, therefore, those tests needs to be used which can remove the 

problems of serial correlation and heteroskedasticity and provide consistent and valid 

results. Accordingly, the Newey-West Standard Errors Model and Panels Corrected 

Standard Errors (PCSE) Regression Model would be applied for testing the regression 

equations as these models can remove the problems of serial correlation and 

heteroskedasticity and provide consistent and valid results. 

At the fourth stage, it would be examined whether the problem of endogeneity 

exist in the variable of board structure / board independence (BS). In case, the 

problem of endogeneity would be confirmed, then the Two Stage Least Squares 

(2SLS) regression model would be applied. 

4.2.2 Cost of Equity and Corporate Governance: 

This section presents results of Pooled OLS Regression Models by taking the 

Equity cost (COE) as dependent variable and variables of Board Structure / Board 

Independence (BS), Ownership Concentration (OWN), Audit Committee 

Independence (AI), Quality of Governance (QCG), Board Size (BSIZE), CEO Duality 

(Dual), Leverage (LEV), Firm Size (SIZE), ROA, Sales Growth (SALESGROW) and 

Volatility of Share Prices / Beta Values (VOLA) as independent variables. The results 

of OLS model have been presented in table 4.4. 

The table 4.4 depicts that the value of adjusted R square is 0.6508 which 

describes that the governance variables along with control variables used in this 

model has explained around 65% of the variation occurring in dependent variable of 

Equity cost. The probability value of F statistics is 0.0000 which shows the overall 

goodness of fit for the regression model and describes that the model used in this 

study is a good model and the mathematical form of the model is accurate.   

The results of Pooled OLS Regression model depicts that the variable of board 

structure / board independence has positive and significant relationship with COE 

which means that increased board independence would result in increased Equity cost. 

This finding is consistent with Hajiha et al., (2013); Pham et al., (2012) and Shah & 

Butt (2009). The variable of ownership concentration has also positive and significant 

association with COE which is in accordance to the findings of Aslan & Kumar 

(2012). The variables of ROA, sales growth and volatility also have positive and 

significant relationship with Equity cost.   

Furthermore, the results also describes that the variable of board size (BSIZE) 

has negative and significant relation with COE which means that larger board size 

would results in decreased equity cost which is similar to Teti et al., (2016); Hajiha et 

al.,(2013); Bozec & Bozec (2010); Shah & Butt (2009). The variable of CEO duality 
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also has negative and significant association with Equity cost which is same to the 

finding of Abor (2007).   

Moreover, the findings reveal that variables of audit committee independence 

(AI), quality of corporate governance (QCG), leverage and firm size have 

insignificant relationship with Equity cost.  

Table 4.4: Pooled OLS Regression Model 

        Number of obs = 3618 

        F( 11,  3606) = 613.79 

        Prob > F = 0.000 

        R-squared = 0.651 

        Adj R-squared = 0.650 

        Root MSE = 2.768 

COE Coef. 

Std. 

Err. T P>t 

[95% 

Conf. Interval] 

BS 1.572*** 0.294 5.34 0.000 0.995 2.149 

OWN 1.784*** 0.174 10.24 0.000 1.442 2.125 

AI 0.242 0.187 1.3 0.195 -0.124 0.610 

QCG 0.018 0.073 0.25 0.804 -0.125 0.161 

BSIZE -0.05*** 0.012 -4.08 0.000 -0.077 -0.027 

Dual -0.73*** 0.114 -6.39 0.000 -0.955 -0.506 

LEV -0.278 0.194 -1.43 0.152 -0.658 0.102 

SIZE 0.019 0.019 1.01 0.314 -0.018 0.056 

ROA 0.014*** 0.004 3.34 0.001 0.005 0.022 

SALESGROW 0.146** 0.060 2.44 0.015 0.028 0.264 

VOLA 5.539*** 0.074 74.84 0.000 5.394 5.684 

_cons 1.882 0.354 5.31 0.000 1.187 2.577 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we deny the 

heterogeneity or individuality that may exist among 363 multinational firms. 

Therefore, the Fixed Effects or LSDV model has been estimated for the regression 

equation and results have been reported in table 4.5. After estimating the results of 

Fixed Effect Model, the Random Effects Model has been also estimated and results 

have been reported in table 4.6 

The Hausman Test has been employed for deciding which model is more 

feasible for estimating the regression equation and the results have been presented in 

table 4.7 which test the following hypothesis: 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):     Fixed Effects Model is appropriate 

 

 

 

 



108 
 

Table 4.5: The Results for Fixed Effects Model or LSDV Model 

Fixed-effects (within) regression               Number of obs      =      3618 

COE   Coef.    Std. Err.  T    P>t [95% Conf. Interval] 

BS .158  .596     0.27   0.790 -1.010    1.327 

OWN -.091  .548    -0.17   0.868 -1.167    .984 

AI .030  .403     0.08   0.939 -.760     .822 

QCG -.783  .530    -1.48   0.139 -1.823    .255 

BSIZE .016  .028     0.58   0.559 -.038     .071 

Dual -.061  .275    -0.22   0.823 -.602     .478 

LEV .275  .251     1.09   0.274 -.218     .768 

SIZE .103*        .052     1.96   0.050 .000      .206 

ROA -.013*** .004    -3.07   0.002 -.022    -.004 

SALESG -.156*** .049    -3.18   0.001 -.253    -.060 

VOLA 4.235*** .127    33.14   0.000 3.985    4.486 

_cons 3.405        .881     3.87   0.000  1.678   5.133 

F test that all u_i=0: F(361, 3245) =  9.65Prob > F = 0.0000 

          ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Hausman Test indicates that probability value is 0.0000 which means that 

we can reject null hypothesis that random effect model is appropriate against 

alternative hypothesis that fixed effect model is appropriate.  It means that fixed 

effects model is more suitable in current scenario. 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 

Table 4.6: The Results for Random Effects Model 
Random-effects GLS regression           Number of obs      =      3618 

COE    Coef.   Std. Err.   z        P>z   [95% Conf.    Interval] 

BS   1.150**    .446     2.58     0.010    .276  2.025 

OWN   1.500***   .315     4.76     0.000    .882  2.119 

AI    .230      .288     0.80     0.424   -.334   .794 

QCG    .027      .153     0.18     0.860   -.274   .328 

BSIZE  - .029      .020    -1.44     0.151   -.070   .010 

Dual   -.499***   .191    -2.61     0.009   -.873  -.127 

LEV    .092      .227     0.41     0.685   -.353   .538 

SIZE    .031      .033     0.95     0.343   -.033         .097 

ROA   -.007*     .004    -1.72     0.085   -.015   .000 

SALESG   -.105** .049    -2.14     0.032   -.201        -.008 

VOLA   4.822*** .104    45.99     0.000   4.617        5.028 

_cons   2.61      3.597     4.38      0.000  1.442  3.783 

sigma_u 1.779 

sigma_e 2.027 

rho .435 (fraction of variance due to u_i)    
          ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The results of Wooldridge test has been reported in table 4.8 which describes 

that probability value of F statistics is 0.0005, so we would reject null hypothesis of 

absence of first order autocorrelation and accept alternative hypothesis of presence of 

first order autocorrelation in dataset. So, we concluded that dataset used in this study 

incorporates the problem of autocorrelation / serial correlation.   
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Table 4.7: The Hausman Test 
 Hausman Fixed  

   Fixed   Random   Difference   S.E. 

 BS       .158     1.150  -.992 .395 

 OWN      -.091     1.500 -1.592 .449 

 AI       .030      .230  -.199 .282 

        QCG      -.783      .027  -.811 .507 

        BSIZE     .016     -.029   .045 .018 

        Dual     -.061     -.499      .437 .198 

        LEV       .275      .092      .182 .107 

 SIZE      .103      .031   .071 .040 

 ROA      -.013     -.007  -.006 .001 

        SALESG   -.156     -.105  -.051 .003 

 VOLA     4.235     4.82  -.587 .073 

                 Prob>chi2  =      0.0000***    

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

Table 4.8: Wooldridge Test of Autocorrelation 

 
 

In order to verify the presence of heteroskedasticity problem, the Modified 

Wald Test for groupwise heteroskedasticity in fixed effects regression models has 

been utilized and the following hypothesis have been tested:  

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 

 

The results of the Modified Wald Test have been reported in table 4.9 which 

demonstrates that the probability value of Chi2 is 0.0000, so we would reject null 

hypothesis that panel data does not have problem of heteroskedasticity against 

alternative hypothesis that the panel data does have the problem of heteroskedasticity. 

So, we can conclude that the dataset used in this study suffers with the problem of 

heteroskedasticity. Therefore, the fixed effects or random effects regression models 

may not be suitable in this scenario as they may provide spurious regression results.  
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Table 4.9: The Modified Wald Test for Groupwise Heteroskedasticity 

 
Therefore, the researchers suggested that such a regression model should be 

applied which can overcome and eliminate autocorrelation / serial correlation and 

heteroskedasticity problems of panel data and yield consistent results. One of these 

approaches to obtain heteroskedasticity and auto-correlation (up to some lags) 

consistent standard errors was provided by Newey & West (1987). Their estimator of 

covariance matrix based on GMM is expansion to White estimator as the Newey-

West model with zero lag length zero is similar to White’s estimator. Though Newey-

West standard error has been firstly recommended for utilization with time series 

dataset only but now panel data types are also exist. The Stata software can employ 

Newey-West for panel data by selection option force of newey command. 

Therefore, based on the prior literature, the Newey-West Standard Errors 

Model has been employed to account for heterogeneity and cross sectional 

dependence and the results have been presented in table 4.10 which describes 

probability value of F statistics of 0.0000 which shows the goodness of fit of the 

model and also that the mathematical form of the regression equation is good. The 

results describes that the variables of BS, ownership, ROA, sales growth and volatility 

have positive and significant relationship with Equity cost which shows that more 

independent boards and ownership concentration will result in higher Equity cost. 

These results are consistent with findings of Hajiha et al., (2013); Pham et al., (2012); 

Shah & Butt, (2009); Aslan & Kumar (2012).     

Table 4.10: Results for the Newey-West Standard Errors Model 
Regression with Newey-West standard errors 

Number of obs  =   618 

maximum lag: 1                                                           

F( 11,  3606)  =    137.50 

Prob > F       =     0.0000 

  

  

  

 

COE Coef. Std. Err. T P>t [95%Conf. Interval] 

       
BS 1.572*** 0.371 4.23 0.000 0.843 2.301 

OWN 1.784*** 0.329 5.42 0.000 1.139 2.429 

AI  0.242 0.219 1.11 0.268 -0.187 0.673 

QCG  0.018 0.136 0.13 0.894 -0.249 0.286 

BSIZE -0.05*** 0.016 -3.23 0.001 -0.084 -0.020 

Dual -0.73*** 0.118 -6.15 0.000 -0.964 -0.498 

LEV -0.278 0.253 -1.1 0.272 -0.775 0.218 

SIZE  0.019 0.025 0.75 0.453 -0.031 0.069 

ROA 0.014*** 0.004 3.27 0.001 0.005 0.022 

SALESGROW 0.146*** 0.051 2.86 0.004 0.046 0.247 

VOLA 5.539*** 0.398 13.92 0.000 4.758 6.319 

_cons 1.882528 0.391 4.81 0.000 1.115 2.649 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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The results also indicates that variables of BSIZE and DUAL have significant 

and negative association with Equity cost which means that larger board’s size and 

presence of CEO duality will result in decreasing Equity cost for Asian countries. The 

results are consistent with the finding of Teti et al., (2016); Hajiha et al., (2013); 

Bozec & Bozec, (2010); Shah & Butt, (2009); Abor (2007).  Moreover, the results of 

Newey-West model also describes that variables of AI, QCG, leverage and firm size 

have insignificant relationship with Equity cost. 

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 

biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. The 

problem of Cross sectional dependence has also got recent considerations (De Hoyos 

& Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that both problems 

may exist in several empirical analyses (Jönsson, 2005). It presents a problem as 

majority of general estimators for panel dataset are not able to control both of these 

problems at same time. 

The estimator of Parks’ Feasible Generalized Least Squares (FGLS) can 

handle both these problems (Parks, 1967). But, this method would be applicable only 

if quantity of time periods (T) is equal or greater than quantity of cross sections (N). 

Another drawback of this method is that it underestimates standard errors in limited 

samples severely. Beck & Katz (1995) reported that two-step, revised form of 

‘inefficient’ OLS called as ‘Panel Corrected Standard Error’ (PCSE) estimation –

operates extensively better as compared to FGLS (Parks) technique in numerous 

conditions. So, based on the literature, the PCSE regression model has been also 

employed to determine the correlation of Equity cost with governance variables along 

with control variables and the results of the PCSE model have been reported in table 

4.11. 

The results of PCSE regression model describes that value of R Square is 

0.5004 which means that governance variables along with control variables have 

explained about 50% of the variation occurring in Equity cost for the Asian 

multinational companies. The probability value of Chi2 is 0.0000 which states the 

goodness of fit of the PCSE regression model and also indicates that the mathematical 

form of the model is correct.  

The results have also indicated that the variables of board structure / board 

independence, ownership concentration, audit committee independence, quality of 

governance and volatility of stock prices have positive and significant association 

with Equity cost in Asian countries which means that an improvement in these 

variables will result in higher Equity cost. These results are similar as of the finding of 

Hajiha et al., (2013); Pham et al., (2012); Shah & Butt, (2009); Aslan & Kumar, 

(2012).  

The finding have also revealed that the variables of board size and leverage 

have negative and significant relationship with Equity cost which means that an 

improvement in these variables will result in decreased Equity cost. These results are 

same as of the studies of Teti et al., (2016); Hajiha et al., (2013); Bozec & Bozec, 

(2010); Shah & Butt, (2009). Moreover, the findings have also describes that the 
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variables of CEO duality, firm size, ROA and sales growth have insignificant 

association with Equity cost.  

Table 4.11: Panels Corrected Standard Errors (PCSE) Regression Model 

R-squared   =    0.5004 
Wald chi2(10)      =     471.34 
Prob > chi2        =    0.0000 
___________________________________________________________________________ 
           Panel-corrected 

        COE     Coef.     Std. Err.      Z     P>|z|   [95% Conf. Interval] 

         BS    2.731***   .805      3.39   0.001     1.152    4.310 

        OWN    2.271***   .805      2.82   0.005     .693     3.848 

         AI    1.332***   .492      2.71   0.007      .367    2.298 

        QCG     .559**    .238       2.34   0.019     .091     1.027 

      BSIZE    -.088***   .029         -2.98   0.003    -.146     -.030 

       Dual    -.107      .322         -0.34   0.738    -.739      .523 

        LEV    -.563**    .273      2.06   0.039     .0281     .098 

       SIZE     .082      .064      1.27   0.205    -.044      .208 

        ROA    -.001      .008         -0.21   0.830    -.018      .014 

  SALESGROW    -.000      .138         -0.01   0.996     -.271     .269 

       VOLA    5.402***   .472         11.43   0.000     4.475    6.328 

      _cons    4.094     1.29      3.16   0.002     1.557    6.631 

        rho |   .593 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

For checking the problem of endogeneity of board structure / board 

independence, the Two Stage Least Squares (2SLS) model has been applied. The 

variable of board structure / board independence (BS) has been considered as 

endogenous variable based on the literature, whereas, the variables of board size 

(BSIZE) and CEO duality (DUAL) have been considered as instrumental variables. 

The results of the 2SLS model have been presented in table 4.12. 

Table 4.12: The Two Stage Least Squares (2SLS) Regression Model 
Instrumental variables (2SLS) regression             Number of obs =    3618 

                                                     Wald chi2(10) = 5933.66 

                                                     Prob > chi2   =  0.0000 

                                                     R-squared     =  0.6053 

                                                     Root MSE      =  2.9432 

____________________________________________________________________________ 

       COE      Coef.    Std. Err.  Z     P>|z|   [95% Conf. Interval] 

         BS    7.917***   .970     8.15   0.000    6.014    9.820 

        OWN    1.070***   .204     5.25   0.000     .670    1.470 

         AI    -.785***   .252    -3.11   0.002   -1.281    -.290 

        QCG    -.176**    .080    -2.19   0.029    -.335    -.018 

        LEV    -.353*     .206    -1.71   0.086    -.758     .050 

       SIZE    -.032      .020    -1.55   0.122    -.073     .008 

        ROA     .006      .004     1.43   0.152    -.002     .016 

  SALESGROW     .128**    .063     2.02   0.044     .003     .253 

       VOLA    5.405***   .081    65.96   0.000    5.244    5.566 

      _cons    1.061      .358     2.96   0.003     .357    1.764 

   Instrumented:  BS 

Instruments:   OWN AI QCG LEV SIZE ROA SALESGROW VOLA Dual BSIZE 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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The results of table 4.12 depicts that value of R Square is 0.6053which means 

that independent variables used in this study have explained around 61% of the 

variation occurring in Equity cost. The probability value of chi2 is 0.0000 which 

shows goodness of fit of the model and describes that mathematical form of the model 

is accurate.  

The findings also depict that variables of BS, ownership, sales growth and 

volatility have positive and significant relationship with Equity cost for Asian 

multinational companies which mean that more independent boards and concentrated 

ownership will result in increased Equity cost. Moreover, in case the companies have 

higher sales growth and volatility then it would also results in increased Equity cost. 

These conclusions are consistent with results of Hajiha et al., (2013); Pham et al., 

(2012); Shah & Butt, (2009); Aslan & Kumar (2012).  

The findings have also shown that variables of AI, QCG and leverage have 

negative and significant relationship with Equity cost in Asian countries which means 

that more independence of audit committee and higher quality of governance 

practices will result in decreased Equity cost. Moreover, higher leverage would result 

in lesser Equity cost. These results are same to finding of Amir et al., (2010); 

Anderson et al., (2004).The findings have also found that variables of firm size and 

ROA have insignificant association with Equity cost.    

For testing endogeneity for the variable of board structure / board 

independence, the Durbin and Wu-Hausman tests have been applied. The following 

hypothesis has been tested through by this test and results have been presented in 

table 4.13:  

Null Hypothesis (H0): The variables are exogenous 

Alternative Hypothesis (H1): The variables are not exogenous 

 

Based on p-value of Durbin and Wu-Hausman test statistics of 0.0000 and 

0.0000 respectively, null hypothesis that variables are exogenous is rejected and 

accept alternate hypothesis that variables are not exogenous. We conclude that 

problem of endogeneity does exist in model and board structure / board independence 

is the endogenous variable in this model, therefore, 2SLS regression model is best for 

estimation. 

Table 4.13: Results for the Test of Endogeneity 

 
After verifying the endogeneity of the variables, the test for the First Stage 

Regression Summary Statistics has been employed to determine whether instrumental 

variables are weak or not and results have been presented in table 4.14 to test 

following hypothesis: 

Null Hypothesis (H0): The instruments are weak 

Alternative Hypothesis (H1): The instruments are not weak 
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The Minimum eigenvalue statistic is 187.211; we need to compare this value 

with critical values at 10%, 15%, 20% and 25%. The minimum eigenvalue is greater 

than all the critical values, so we would reject null hypothesis that instruments are 

weak and accept alternate hypothesis that the instrumental variables are not weak.  

These results have shown that there is endogeneity problem in variable of 

board structure / board independence, and therefore, we need to include the 

instrumental variables and run 2SLS regression model. The results have further shown 

that the decision to include board size and CEO Duality as the instrumental variables 

is right decision as these instruments are stronger instruments. 

Table 4.14: Test for whether the Instrumental Variable is Weak or not? 

 

After determining the endogeneity of BS and determining that instrumental 

variables of board size and CEO duality are not weaker instruments, the test of 

Overidentifying restrictions has been used and the results have been presented in table 

4.15 for testing following hypothesis:  

Null Hypothesis (H0): The instruments set are valid and the model is correctly 

specified. 

Alternate Hypothesis (H1): The instruments set are not valid and the model is 

not correctly specified. 

 

Table 4.15: Results for the tests of Overidentifying Restrictions 

 
As the p-value statistics for the both Sargan Test and Basmann Test are 0.7213 

and 0.7219 respectively, so we cannot reject the null hypothesis that instruments set 

are valid and model is correctly specified. So, we conclude that the instrumental 

variable included in this model namely BSIZE and CEO duality are both valid 

instruments and 2SLS model which has been employed for the analysis is correctly 

specified. 
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4.2.3. Cost of Debt and Corporate Governance 

This part shows findings for Pooled OLS by taking the Debt cost (COD) as 

dependent variable and variables of Board Structure / Board Independence (BS), 

Ownership Concentration (OWN), Audit Committee Independence (AI), Quality of 

Governance (QCG), Board Size (BSIZE), CEO Duality (Dual), Leverage (LEV), Firm 

Size (SIZE), ROA, Sales Growth (SALESGROW) and Volatility of Share Prices 

(VOLA) as independent variables. The results have been depicted in table 4.16. 

Table 4.16: Pooled OLS Regression Model 
Source     SS         df    MS  Number of obs   = 3618 

       F( 11,  3606)    = 23.38 

Model  24324.5867 11 2211.32606 Prob > F    = 0.0000 

Residual 341071.433 3606 94.5844241 R-squared    = 0.5718 

       Adj R-squared    = 0.5518 

Total  365396.02 3617 101.021847 Root MSE    = 9.7255 

__________________________________________________________________________

     

COD  Coef.  Std. Err. t P>t [95% Conf. Interval]

     

BS  3.302***    1.033  3.19 0.001   1.275 5.329 

OWN  2.406*** .611  3.93 0.000   1.206 3.605 

AI  2.578*** .658  3.92 0.000   1.288 3.868 

QCG   .426*  .257  1.66 0.097   -.077        .930 

BSIZE   .137*** .045  3.04 0.002    .048  .226 

Dual   .081  .402  0.20 0.840   -.707  .869 

LEV       -4.711*** .681       -6.91 0.000  -6.047      -3.374 

SIZE  -.277*** .067       -4.12 0.000   -.410       -.145 

ROA   .077*** .014  5.22 0.000    .048   .106 

SALESGROW  .781*** .2117  3.70 0.000    .3671       .194 

VOLA   .531** .259  2.05 0.041    .0211       .041 

_cons  4.788       1.244  3.85 0.000   2.3477       .228 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The table 4.16 depicts that value of adjusted R square is 0.5518 which 

describes that governance variables along with control variables used in this model 

has explained around 55% of the variation occurring in dependent variable of debt 

cost. The probability value of F statistics is 0.0000 which shows overall goodness of 

fit for the regression model and describes that the model used in this study is good and 

mathematical form of the model is accurate.   

The results of Pooled OLS depicts that variables of board structure / board 

independence, ownership concentration, audit committee independence, quality of 

governance and board size have positive and significant relationship with debt cost 

which means that an improvement in these variables will result in increased debt cost. 

The control variables of ROA, sales growth and volatility also have positive and 

significant association with Equity cost. Moreover, results also describe that variables 

of leverage and firm size have negative and significant relationship with debt cost. 

Furthermore, the variable of CEO duality has insignificant correlation with debt cost. 

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we denied existence 
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of heterogeneity among 363 multinational firms. Therefore, the Fixed Effects or 

LSDV model has been estimated for the regression equation and results have been 

reported in table 4.17. After estimating results of Fixed Effect Model, the Random 

Effects Model has been also estimated and the results have been reported in table 

4.18. 

The Hausman Test has been employed for deciding which model is more 

feasible for estimating the regression equation and the results have been presented in 

table 4.19 which test the following hypothesis: 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):     Fixed Effects Model is appropriate 
 

Table 4.17: Fixed Effects Model or LSDV Model 
Fixed-effects (within) regression       Number of obs      =      3618 

 

COD     Coef.    Std. Err.  T      P>t   [95% Conf.   Interval] 

BS       -.696  1.844   -0.38   0.706     -4.313    2.920 

OWN     -1.729  1.698   -1.02   0.309 -5.059    1.600 

AI    .516  1.248    0.41   0.679 -1.931    2.964 

QCG    .693  1.639    0.42   0.673 -2.522    3.908 

BSIZE    .112   .086    1.30   0.193  -.057     .282 

Dual   -.023   .853   -0.03   0.978 -1.696    1.649 

LEV  -7.446***   .779   -9.56   0.000 -8.973   -5.919 

SIZE  -1.848***     .162  -11.36   0.000 -2.167   -1.529 

ROA    .009   .013    0.73   0.465  -.016     .036 

SALESGROW .105   .152    0.70   0.487  -.192     .404 

VOLA    .561   .395    1.42   0.155  -.213    1.337 

_cons  33.143  2.726   12.16   0.000 27.798   38.488 

F test that all u_i=0:   F(361, 3245) =  15.03    Prob > F = 0.000 

          ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

Table 4.18: Random Effects Model 
Random-effects GLS regression         Number of obs      =      3618 

 

 

        COD     Coef. Std. Err.   z    P>|z|   [95% Conf. Interval] 

         BS    1.266   1.507     0.84   0.401    -1.687       4.221 

        OWN     .3351   .134     0.30   0.767    -1.888       2.559 

         AI    1.290    .977     1.32   0.187     -.625       3.206 

        QCG     .336    .597     0.56   0.573     -.834       1.507 

      BSIZE     .122*   .070     1.74   0.081     -.015        .260 

       Dual     .124    .663     0.19   0.851    -1.175       1.424 

        LEV   -6.576*** .729     9.02   0.000    -8.005      -5.147 

       SIZE   -1.071*** .118    -9.04   0.000    -1.303       -.839 

        ROA     .030**  .013     2.36   0.018      .005        .056 

  SALESGROW     .243    .151     1.61   0.107     -.052        .540 

       VOLA     .626*   .347     1.80   0.071     -.053       1.307 

      _cons   19.9012   .098     9.48   0.000    15.787      24.014 

            ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Hausman Test indicates that probability value is 0.2104 which means that 

random effects model is more suitable in current scenario. 

As the literature describes that most of the time the panel data suffers with the 

problems of autocorrelation and heteroskedasticity and in this case, fixed or random 
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effects models may provide spurious regression results. Therefore, the regression 

diagnostics tests have been employed to check the problems in panel dataset used in 

this study for the analysis. 

Table 4.19: The Hausman Test 
hausman Fixed .                 ---- Coefficients ----

_________________________________________________________________________ 

                   (b)          (B)          (b-B)      

                  Fixed        Random      Difference    S.E. 

____________________________________________________________________________ 

          BS     -.696         1.266       -1.962       1.063 

         OWN    -1.729      .335        -2.065       1.263 

          AI      .516         1.290        -.773        .776 

         QCG      .693          .336         .356       1.527 

       BSIZE      .112          .122        -.009        .050 

        Dual     -.023          .124        -.148        .536 

         LEV    -7.446        -6.576        -.870        .274 

        SIZE    -1.848        -1.071        -.776        .111 

         ROA      .009          .030        -.020        .003 

   SALESGROW      .105          .243        -.138        .015 

        VOLA      .561          .626        -.064        .189 

                Prob>chi2 =      0.210 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Wooldridge test of autocorrelation in panel data has been used for 

checking the presence of auto correlation / serial correlation in data used in this study 

and the following hypothesis have been tested: 

 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 

The results of Wooldridge test has been reported in table 4.20 which describes 

that the probability value of F statistics is 0.0000, so we concluded that the dataset 

used in this study incorporates the problem of autocorrelation / serial correlation.   

Table 4.20: Wooldridge Test of Autocorrelation 

 
 

In order to verify the heteroskedasticity issue, the Modified Wald Test has been 

utilized and the following hypotheses have been tested:  

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 
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 The results of the Modified Wald Test have been reported in table 4.21 which 

demonstrates that the probability value of Chi2 is 0.0000, so we conclude that the 

panel data does have the problem of heteroskedasticity. So, we can conclude that the 

dataset used in this study suffers with the problem of heteroskedasticity. Therefore, 

the fixed effects or random effects regression models may not be suitable in this 

scenario as they may provide spurious regression results.  

Table 4.21: The Modified Wald Test for Groupwise Heteroskedasticity 

 
 Therefore, the researchers suggested that such a regression model should be 

applied which can overcome and eliminate autocorrelation / serial correlation and 

heteroskedasticity problems of panel data and yield consistent results. Therefore, 

based on the prior literature, the Newey-West Standard Errors Model has been 

employed to account for heterogeneity and cross sectional dependence and the results 

have been presented in table 4.22 which describes probability value of F statistics of 

0.0000 which shows the goodness of fit of the model and also that the mathematical 

form of the regression equation is good. 

 Table 4.22: Results for the Newey-West Standard Errors Model 

Regression with Newey-West standard errors        Number of obs  =      3618 

maximum lag: 1                                    F( 11,  3606)  =     13.24 

                                                  Prob > F       =    0.0000 

___________________________________________________________________________ 

                          Newey-West 

        COD     Coef.   Std. Err.       t     P>|t|    [95% Conf. Interval] 

         BS   -3.302***   1.219478     2.71   0.007     .911     5.693 

        OWN    2.406***   .7279408     3.31   0.001     .978     3.833 

         AI   -2.578***   .9198403     2.80   0.005     .774     4.381 

        QCG     .426**    .1908785     2.23   0.026     .051      .800 

      BSIZE    -.137**    .0537743     2.56   0.011     .032      .242 

       Dual     .081      .5291582     0.15   0.878    -.956     1.118 

        LEV    4.711***  1.068656     -4.41   0.000   -6.806    -2.616 

       SIZE    -.277***   .104345     -2.66   0.008    -.482     -.073 

        ROA     .077***   .0275788     2.80   0.005     .023      .131 

  SALESGROW     .781***   .2946427     2.65   0.008     .203     1.358 

       VOLA     .531**    .269996      1.97   0.049     .002     1.061 

      _cons    4.788     1.867951      2.56   0.010    1.125     8.450 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The results of the Newey-West Standard Errors Model indicate that the 

variables of ownership concentration and quality of governance have positive and 

significant relationship with debt cost for the Asian multinational companies. 

Moreover, the control variables of leverage, ROA, sales growth and volatility of stock 

prices also have positive and significant relation with debt cost which means that an 

improvement in these variables would result in higher debt cost for Asian countries. 

These findings are consistent with the results of Hajiha et al., (2013); Pham et al., 
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(2012); Shah & Butt, (2009); Aslan & Kumar, (2012); Sáenz González & García-

meca, (2014); Habbash & Bajaher, (2014); Hassan & Butt, (2009).  

The findings also show that variables of BS, AI, BSIZE and SIZE have 

negative and significant correlation with debt cost which means that more 

independent boards and audit committees, larger board size and larger multinational 

companies have lesser debt cost in Asian countries. Moreover, the findings have also 

revealed that the variable of CEO duality has insignificant impact on debt cost. 

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 

biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. The 

problem of Cross sectional dependence has also got recent considerations (De Hoyos 

& Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that both problems 

may exist in several empirical analyses (Jönsson, 2005). It presents a problem as 

majority of general estimators for panel dataset are not able to control both of these 

problems at same time. 

The estimator of Parks’ FGLS can handle both these problems (Parks, 

1967).But, this method would be applicable only if quantity of time periods (T) is 

equal or greater than quantity of cross-sections (N). Another drawback of this method 

is that it underestimates standard errors in limited samples severely. Beck & Katz 

(1995) reported that two-step, revised form of ‘inefficient’ OLS called as PCSE 

estimation –operates extensively better as compared to FGLS (Parks) technique in 

numerous conditions. So, based on the literature, the PCSE regression model has been 

also employed to determine the correlation of debt cost with governance variables 

along with control variables and results have been reported in table 4.23. 

The results of PCSE regression model describes that R Square is 0.4711 which 

means that governance variables along with control variables have explained about 

47% of the variation occurring in debt cost for the Asian multinational companies. 

The probability value of Chi2 is 0.0000 which states the goodness of fit of PCSE and 

also indicates that the mathematical form of the model is correct. 

The findings also describe that variable of BSIZE has positive and significant 

connection with debt cost. The control variables of leverage and ROA also have 

positive and significant influence on debt cost in Asian countries. These findings are 

consistent with Hajiha et al., (2013); Pham et al., (2012); Shah & Butt (2009); Sáenz 

González & García-meca, (2014); Habbash & Bajaher, (2014) and Hassan & Butt 

(2009). 

The findings also depicts that the variables of BS, AI and SIZE have negative 

and significant relation with debt cost which means that the larger companies with 

independent boards and audit committees bear lesser debt cost. Moreover, the 

variables of ownership concentration, quality of governance, CEO duality and sales 

growth have insignificant influence on debt cost for the Asian multinational 

companies.  
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Table 4.23: Panels Corrected Standard Errors (PCSE) Regression Model 
Prais-Winsten regression, correlated panels corrected standard errors 

(PCSEs) 

R-squared          =    0.4711    Prob > chi2        =    0.0000 

Wald chi2(10)      =    123.85 

Panel-corrected 

        COD    Coef.    Std. Err.   z     P>|z|   [95% Conf. Interval] 

         BS   -3.798**   1.530     2.48   0.013     .799    6.798 

        OWN    1.066      .891     1.20   0.231    -.680    2.814 

         AI   -2.048*    1.065     1.92   0.054    -.039    4.136 

        QCG     .428      .509     0.84   0.400    -.569    1.427 

      BSIZE     .128**    .064     1.99   0.047     .001     .256 

       Dual    -.005      .580    -0.01   0.992   -1.143    1.132 

       LEV     6.858***  1.162    -5.90   0.000   -9.137   -4.579 

       SIZE    -.581***   .175    -3.32   0.001    -.924    -.238 

        ROA     .039**    .019     1.97   0.049     .000     .078 

  SALESGROW     .127      .180     0.71   0.477    -.225     .481 

       VOLA     .531**    .269     1.97   0.049     .002    1.061     

      _cons   12.585     3.147     4.00   0.000    6.415   18.754 

rho.694        

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

For checking the problem of endogeneity of board structure / board 

independence, the 2SLS model has been applied. The variable of BS has been 

considered as endogenous variable based on literature, whereas, variables of BSIZE 

and CEO duality have been considered as instrumental variables and results have been 

described in table 4.24. 

Table 4.24: The Two Stage Least Squares (2SLS) Regression Model 
Instrumental variables (2SLS) regression             Number of obs =    3618 

                                                     Wald chi2(10) =  240.76 

                                                     Prob > chi2   =  0.000 

                                                     R-squared     =  0.405 

                                                     Root MSE      =  9.831 

___________________________________________________________________________ 

        COD    Coef.    Std. Err.   z     P>|z|     [95% Conf. Interval] 

         BS   -6.518**   3.243    -2.01   0.044    -12.875    -.161 

        OWN    3.482***   .681     5.11   0.000      2.146    4.818 

         AI   -4.284***   .844     5.07   0.000      2.629    5.940 

        QCG     .640**    .270     2.37   0.018       .110    1.170 

        LEV    4.518***   .689    -6.56   0.000     -5.869   -3.167 

      SIZE     -.187***   .070    -2.67   0.008      -.324    -.049 

        ROA     .089***   .015     5.69   0.000       .058     .120 

  SALESGROW     .776***   .212     3.64   0.000       .358    1.193 

       VOLA     .698**    .273     2.55   0.011       .162    1.235 

      _cons    6.321     1.198     5.27   0.000      3.976    8.671  

Instrumented:  BS 

Instruments:   OWN AI QCG LEV SIZE ROA SALESGROW VOLA Dual BSIZE 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The results of table 4.24 depicts that R Square is 0.4055 which means that 

independent variables used in this study have explained around 41% of the variation 

occurring in debt cost. The probability value of chi2 is 0.0000 which shows the 

goodness of fit of the model and describes that mathematical form of the model is 

accurate. The results also demonstrate that the variables of ownership concentration 

and quality of governance practices have positive and significant relationship with 
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debt cost. The results have also indicated the among the control variables, the 

variables of leverage, ROA, sales growth and volatility of stock prices also have 

positive and significant relationship with debt cost. These findings are consistent with 

the results of Aslan & Kumar (2012) and Shah & Butt (2009). 

The results also show that the variables of BS and AI have negative and 

significant impact on debt cost, whereas, among control variables, the variable of 

SIZE has negative and significant relationship with debt cost. These findings are same 

as of the results of Teti et. al., (2016); Singhal (2014); Bradley & Chen (2014); Bozec 

& Bozec (2010); Piot & Piera (2007); Blom & Schauten (2006); Anderson et al., 

(2004); Bhojraj & Sengupta, (2003). 

For testing endogeneity for variable of board structure / board independence, 

the Durbin and Wu-Hausman tests have been applied. The following hypothesis has 

been tested and results have been presented in table 4.25:  

Null Hypothesis (H0): The variables are exogenous 

Alternative Hypothesis (H1): The variables are not exogenous 

 

Table 4.25: Results for the Test of Endogeneity 

 
Based on p-value of Wu-Hausman test statistics, we reject null hypothesis that 

variables are exogenous and accept alternate hypothesis that variables are not 

exogenous. We conclude that problem of endogeneity does exist in regression model 

and board structure / board independence is endogenous variable in this model, 

therefore, 2SLS regression model is best for estimation. 

After verifying the endogeneity of the variables, the test for the First Stage 

Regression Summary Statistics has been employed for determining whether 

instrumental variables are weak or not and results have been presented in table 4.26 to 

test the following hypothesis: 

Null Hypothesis (H0): The instruments are weak 

Alternative Hypothesis (H1): The instruments are not weak 

The Minimum eigenvalue statistic is 187.211; we need to compare this value 

with critical values at 10%, 15%, 20% and 25%. The minimum eigenvalue is greater 

than all the critical values, so we would reject null hypothesis that instruments are 

weak and accept alternative hypothesis that instrumental variables are not weak.  

These results have shown that there is endogeneity problem in variable of 

board structure / board independence, and therefore, we need to include the 

instrumental variables and run 2SLS regression model. The results have further shown 

that the decision to include board size and CEO Duality as the instrumental variables 

is right decision as these instruments are stronger instruments. 
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Table 4.26: Test for whether the Instrumental Variable is Weak or not? 

 

After determining the endogeneity of board structure / board independence 

and determining that instrumental variables of BSIZE and DUAL are not weaker 

instruments, the test of Overidentifying restrictions has been used and the results have 

been presented in table 4.27 for testing of following hypothesis:  

Null Hypothesis (H0): The instruments set are valid and the model is correctly 

specified. 

Alternate Hypothesis (H1): The instruments set are not valid and the model is 

not correctly specified. 

 

Table 4.27: Results for the tests of Overidentifying Restrictions 

 
As the p-value statistics of the both Sargan Test and Basmann Test are 0.3378 

and 0.3385 respectively, we cannot reject the null hypothesis that instruments set are 

valid and model is correctly specified. So, we conclude that the instrumental variable 

included in this model namely BSIZE and CEO Duality are both valid instruments 

and the 2SLS model which has been employed for the analysis is correctly specified. 

4.2.4. WACC and Corporate Governance: 

This section presents results of Pooled OLS by taking WACC as dependent 

variable and variables of Board Structure / Board Independence (BS), Ownership 

Concentration (OWN), Audit Committee Independence (AI), Quality of Governance 

(QCG), Board Size (BSIZE), CEO Duality (Dual), Leverage (LEV), Firm Size 

(SIZE), ROA, Sales Growth (SALESGROW) and Volatility of Share Prices / Beta 



123 
 

Values (VOLA) as independent variables. The results have been presented in table 

4.28. 

Table 4.28: Pooled OLS Regression Model 
    Source        SS       df       MS               Number of obs =    3618 

-------------------------------------------          F( 11,  3606) =  102.88 

       Model   55366.1383    11   5033.2853          Prob > F      =  0.0000 

    Residual   176421.041  3606  48.9243043          R-squared     =  0.5965 

-------------------------------------------          Adj R-squared =  0.5762 

       Total    231787.18  3617  64.0827149          Root MSE      =  6.9946 

____________________________________________________________________________ 

WACC    Coef.  Std. Err.   t      P>|t|     [95% Conf. Interval] 

        BS    1.618**  .743      2.18    0.030     .160    3.076 

       OWN    1.969*** .440      4.48    0.000    1.106    2.832 

        AI    1.852*** .473      3.91    0.000     .924    2.780 

       QCG     .011    .184      0.06    0.951    -.351     .373 

     BSIZE    -.049    .032      -1.51   0.131    -.112     .014 

      Dual    -.969*** .289      -3.35   0.001   -1.536    -.402 

       LEV    5.656*** .490      11.54   0.000    4.695    6.618 

      SIZE    -.343*** .048      -7.08   0.000    -.438    -.248 

       ROA     .197*** .010      18.54   0.000     .176     .218 

 SALESGROW     .471*** .1513       .10   0.002     .173     .768 

      VOLA    2.584*** .186      13.82   0.000    2.218    2.951 

     _cons    2.246    .895       2.51   0.012     .491    4.001 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The table 4.28 depicts that adjusted R square is 0.5762 which describes that 

governance variables along with control variables used in this model has explained 

around 58% of the variation occurring in dependent variable of WACC. The 

probability value of F statistics is 0.0000 which shows overall goodness of fit for the 

regression model and describes that it is a good model and mathematical form of 

model is accurate.   

The results of table 4.28 show that variables of board structure / board 

independence, ownership concentration and audit committee independence positively 

and significantly affect WACC. Among control variables, variables of leverage, ROA, 

sales growth and volatility also have positive and significant association with WACC. 

These results are similar to Hajiha et al., (2013); Pham et al., (2012); Shah & Butt 

(2009); Aslan & Kumar (2012). 

The results also demonstrate that the variable of CEO duality have negative 

and significant association with WACC which means that CEO’s dual role will result 

in decreasing the WACC. The control variable of SIZE negatively and significantly 

affects WACC. Moreover, results further reveal that the variables of quality of 

governance and board size have insignificant correlation with WACC. 

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we denied existence 

of heterogeneity among 363 multinational firms. Therefore, the Fixed Effects or 

LSDV model has been estimated for the regression equation and results have been 

reported in table 4.29. After estimating Fixed Effect, Random Effects has been also 

estimated and the results have been reported in table 4.30.Then Hausman Test has 
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been applied and results have been presented in table 4.31 which test the following 

hypothesis: 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):     Fixed Effects Model is appropriate 

 

Table 4.29: Fixed Effects Model or LSDV Model 
R-squared     =  0.5965 

Adj R-squared =  0.5762 

____________________________________________________________________________ 

WACC    Coef.    Std. Err.   t    P>|t|     [95% Conf. Interval] 

        BS    1.618**    .743     2.18   0.030     .160    3.076 

       OWN    1.969***   .440     4.48   0.000    1.106    2.832 

        AI    1.852***   .473     3.91   0.000     .924    2.780 

       QCG     .011      .184     0.06   0.951    -.351     .373 

     BSIZE    -.049      .032    -1.51   0.131    -.112     .014 

      Dual    -.969***   .289    -3.35   0.001   -1.536    -.402 

       LEV    5.656***   .490    11.54   0.000    4.695    6.618 

      SIZE    -.343***   .048    -7.08   0.000    -.438    -.248 

       ROA     .1973***  .010    18.54   0.000     .176     .218 

 SALESGROW     .471***   .151     3.10   0.002     .173     .768 

     VOLA     2.584***   .186    13.82   0.000    2.218    2.951 

    _cons     2.246      .895     2.51   0.012     .491    4.001 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Hausman Test indicates probability value of 0.0000 which means that 

fixed effects model is more suitable in current scenario. 

Table 4.30: Random Effects Model 
Random-effects GLS regression                 Number of obs      =      3618 

Group variable: Company                       Number of groups   =       362 

R-sq:  within  = 0.1534                       Obs per group: min =         9 

between = 0.2156                                             avg =      10.0 

overall = 0.1855                                             max =        10 

                                              Wald chi2(11)      =    669.79 

corr(u_i, X)   = 0 (assumed)                  Prob > chi2        =    0.0000 

____________________________________________________________________________ 

       WACC    Coef.  Std. Err.   z     P>|z|     [95% Conf. Interval] 

         BS    1.431   1.119     1.28   0.201    -.762    3.625 

        OWN    1.263    .810     1.56   0.119    -.325    2.852 

         AI    1.600**  .723     2.21   0.027     .181    3.019 

        QCG    -.147    .405    -0.36   0.716    -.943     .647 

      BSIZE     .003    .051     0.06   0.953    -.098     .104 

       Dual    -.617    .484    -1.27   0.203   -1.567     .332 

        LEV    6.204*** .559    11.10   0.000    5.108    7.300 

       SIZE   -1.103*** .085   -12.88   0.000   -1.271    -.935 

        ROA     .106*** .010    10.52   0.000     .086     .126 

  SALESGROW    -.022    .118    -0.19   0.852    -.254     .210 

       VOLA    2.493*** .261     9.55   0.000    1.981    3.005 

      _cons   13.120   1.520     8.63   0.000   10.139   16.101 

     sigma_u   4.785 

     sigma_e   4.863 

rho.491   (fraction of variance due to u_i) 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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As literature describes that most of the time the panel data suffers with the 

problems of autocorrelation and heteroskedasticity and in this case, fixed effect or 

random effects may provide spurious regression results. Therefore, the regression 

diagnostics tests have been employed to check these problems of dataset used in this 

study for the analysis. 

Table 4.31: The Hausman Test 
hausman Fixed . 

                 ---- Coefficients ---- 

                   (b)     (B)            (b-B)     sqrt(diag(V_b-V_B)) 

                  Fixed   Random       Difference          S.E. 

____________________________________________________________________________ 

          BS     .7181     .431          -.712         .890 

         OWN    1.199     1.263       -.064        1.038 

          AI    1.640     1.600        .040         .642 

         QCG    -.390     -.147      -.242        1.205 

       BSIZE     .074      .003       .071         .042 

        Dual    -.424     -.617    .192         .450 

         LEV    5.795     6.204      -.409         .228 

        SIZE   -2.164    -1.103          -1.061         .092 

         ROA     .069      .106          -.037         .002 

   SALESGROW    -.196     -.022          -.174         .082 

        VOLA    2.381     2.493          -.112         .160 

                Prob>chi2 =   0.000*** 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The Wooldridge test of autocorrelation in panel data has been used for 

checking the presence of auto correlation / serial correlation in data used in this study 

and the following hypothesis have been tested: 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 

 

The Wooldridge test has been reported in table 4.32 which describes that the 

probability value of F statistics is 0.0000, so we concluded that the dataset used in this 

study incorporates the problem of autocorrelation. 

Table 4.32: Wooldridge Test of Autocorrelation 

 
 

In order to verify existence of heteroskedasticity, the Modified Wald Test has 

been utilized and the following hypotheses have been tested:  

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 
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The results of the Modified Wald Test have been reported in table 4.33 which 

demonstrates that the probability value of Chi2 is 0.0000, so we would reject null 

hypothesis that panel data does not have problem of heteroskedasticity against 

alternative hypothesis that panel data does have problem of heteroskedasticity. So, we 

can conclude that the dataset used in this study suffers with the problem of 

heteroskedasticity. Therefore, the fixed effects or random effects regression models 

may not be suitable in this scenario as they may provide spurious regression results.  

Table 4.33: The Modified Wald Test for Groupwise Heteroskedasticity 

 
Therefore, the researchers suggested that such a regression model should be 

applied which can overcome and eliminate autocorrelation / serial correlation and 

heteroskedasticity problems of panel data and yield consistent results. One of these 

approaches was provided by Newey and West (1987). Their estimator of covariance 

matrix based on GMM is expansion to White estimator as the Newey-West model 

with zero lag length zero is similar to White’s estimator. Though Newey-West 

standard error has been firstly recommended for utilization with time series dataset 

only but now panel data types are also exist. The Stata software can employ Newey-

West for panel data by selection option force of newey command. 

Therefore, based on the prior literature, the Newey-West Standard Errors 

Model has been employed to account for heterogeneity and cross sectional 

dependence and results have been presented in table 4.34 which describes probability 

value of F statistics of 0.0000 which shows the goodness of fit of model and also that 

mathematical form of the regression equation is good. 

The results of the Newey-West Standard Errors Model indicate that the 

variable of OWN positively and significantly affect WACC for the Asian 

multinational companies. Moreover, the control variables of leverage, ROA, sales 

growth and volatility of stock prices also have positive and significant relation with 

WACC which means that an improvement in these variables would result in higher 

WACC for Asian countries. These results are same to Hajiha et al., (2013); Pham et 

al., (2012); Shah & Butt (2009); Aslan & Kumar (2012). 

 Moreover, the variables of board structure / board independence, AI and 

DUAL have negatively and significantly impact WACC which means that dual 

position of CEO and board’s chairman would decrease WACC. The control variable 

of firm size also negatively and significantly associated with WACC. The results are 

consistent with finding of Teti et. al., (2016), Singhal (2014), Bradley & Chen (2014), 

Bozec & Bozec (2010), Piot & Piera (2007), Blom & Schauten (2006), Anderson et 

al., (2004), Amir et al., (2010).  Moreover, the findings have also revealed that the 

variables of quality of governance and board size have insignificant association with 

WACC.  

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 
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biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. The 

problem of Cross sectional dependence has also got recent considerations (De Hoyos 

& Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that both problems 

may exist in several empirical analyses (Jönsson, 2005). It presents a problem as 

majority of general estimators for panel dataset are not able to control both of these 

problems at same time. 

Table 4.34: Results for the Newey-West Standard Errors Model 
Regression with Newey-West standard errors        Number of obs  =      3618 

maximum lag: 1                                    F( 11,  3606)  =     31.53 

                                                  Prob > F       =    0.0000 

____________________________________________________________________________ 

                          Newey-West 

       WACC     Coef.   Std. Err.   t     P>|t|     [95% Conf. Interval] 

         BS   -1.618*     .976     1.66   0.097    -.295    3.532 

        OWN    1.969***   .554     3.55   0.000     .883    3.055 

         AI   -1.852***   .581     3.19   0.001     .712    2.991 

        QCG     .011      .078     0.14   0.885    -.142     .165 

      BSIZE    -.049      .042    -1.17   0.243    -.131     .033 

       Dual    -.969***   .302    -3.21   0.001   -1.561    -.376 

        LEV    5.656***   .945     5.98   0.000    3.802    7.510 

       SIZE    -.343***   .080    -4.28   0.000    -.500    -.186 

       ROA      .197***   .029     6.64   0.000     .139     .255 

 SALESGROW      .471**    .188     2.50   0.013     .101     .841 

       VOLA    2.584***   .291     8.86   0.000    2.012    3.156 

      _cons    2.246     1.319     1.70   0.089    -.341    4.834 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The estimator of Parks’ Feasible Generalized Least Squares (FGLS) can 

handle both these problems (Parks, 1967).But, this method would be applicable only 

if quantity of time periods (T) is equal or greater than quantity of cross-sections (N). 

Another drawback of this method is that it underestimates standard errors in limited 

samples severely. Beck & Katz (1995) reported that two-step, revised form of 

‘inefficient’ OLS called as PCSE estimation –operates extensively better as compared 

to FGLS (Parks) technique in numerous conditions. So, based on the literature, the 

PCSE regression model has been also employed to determine the correlation of debt 

cost with governance variables and results PCSE has been reported in table 4.35. 

The findings of PCSE describes that R Square is 0.6894 which means that 

governance variables along with control variables have explained about 69% of the 

variation occurring in WACC for the Asian multinational companies. The probability 

value of Chi2 is 0.0000 which states the goodness of fit of PCSE regression and also 

disclose that mathematical form of model is correct. 

The findings of PCSE describe that variable of ownership concentration has 

positive and significant correlation with WACC for Asian multinational companies. 

These results are similar to Hajiha et al., (2013); Pham et al., (2012); Shah & Butt 

(2009); Aslan & Kumar (2012). The control variables of leverage, returns on assets 

and volatility of stock prices positively and significantly impact WACC. 
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Table 4.35: Panels Corrected Standard Errors (PCSE) Regression Model 
Prais-Winsten regression, correlated panels corrected standard errors 

(PCSEs) 

R-squared          =    0.6894 

Wald chi2(10)      =    457.17 

Prob > chi2        =    0.0000 

____________________________________________________________________________ 

                        Panel-corrected 

  WACC       Coef.    Std. Err.   z     P>|z|    [95% Conf. Interval] 

    BS      -2.311***   .882     2.62   0.009     .580    4.041 

   OWN       1.607***   .521     3.08   0.002     .585    2.629 

    AI      -1.357*     .708     1.92   0.055    -.031    2.746 

   QCG       -.152      .158    -0.96   0.335    -.463     .157 

 BSIZE       -.034      .039    -0.86   0.391    -.111     .043 

  Dual       -.612*     .352    -1.74   0.083   -1.303     .079 

  LEV        6.939***   .937     7.40   0.000    5.102    8.776 

  SIZE       -.739***   .167    -4.42   0.000   -1.066    -.411 

  ROA         .123***   .023     5.18   0.000     .076     .170 

SALESGROW     .077      .135     0.57   0.568    -.187     .341 

 VOLA        2.655***   .327     8.11   0.000    2.013    3.296 

_cons        7.743     2.336     3.31   0.001    3.163   12.323 

   rho        .638 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The results also describe that variables of board structure / board 

independence, audit committee independence and CEO duality negatively and 

significantly affect WACC which means that dual role of CEO would result in 

decreasing WACC. The findings also depict that the control variable of firm size have 

negative and significant association with WACC. These results are similar to Teti et 

al., (2016), Singhal (2014), Bradley & Chen (2014), Bozec & Bozec (2010), Piot & 

Piera (2007), Blom & Schauten (2006), Anderson et al., (2004). Moreover, variables 

of quality of governance, board size and sales growth have insignificant impact on 

WACC.  

For checking the problem of endogeneity of board structure / board 

independence, the 2SLS has been applied. The variable of board structure / board 

independence has been considered as endogenous variable, whereas, variables of 

board size and CEO duality have been considered as instrumental variables and 

results have been disclosed in table 4.36 which depicts that R Square is 0.6190 which 

means that independent variables used in this study have explained around 62% of the 

variation occurring in WACC. The probability value of chi2 is 0.0000 which shows 

the goodness of fit of model and describes that mathematical form of model is 

accurate. 

The results of 2SLS model depicts that variable of ownership concentration 

have positive and significant association with WACC for Asian multinational 

companies. The control variables of leverage, ROA, SALESGROW and volatility of 

stock prices also have positive and significant impact on WACC. These results are 

consistent to Hajiha et al., (2013); Pham et al., (2012); Shah & Butt (2009); Aslan & 

Kumar (2012).  
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Table 4.36: The Two Stage Least Squares (2SLS) Regression Model 
 

Instrumental variables (2SLS) regression             Number of obs =    3618 

                                                     Wald chi2(9)  = 1096.02 

                                                     Prob > chi2   =  0.0000 

                                                     R-squared     =  0.6190 

                                                     Root MSE      =  7.0737 

____________________________________________________________________________ 

       WACC     Coef.    Std. Err.    z     P>|z|    [95% Conf. Interval] 

         BS    -8.605***   2.333     3.69   0.000     4.031    13.179 

        OWN     1.179**     .490     2.40   0.016      .217     2.140 

         AI     -.737       .607     1.21   0.225     -.453     1.928 

        QCG     -.217       .194    -1.12   0.264     -.598      .163 

        LEV     5.585***    .495    11.26   0.000     4.613     6.557 

       SIZE     -.398***    .050    -7.90   0.000     -.497     -.299 

        ROA      .189***    .011    16.67   0.000      .167      .211 

  SALESGROW      .446***    .153     2.91   0.004      .145      .746 

       VOLA     2.430***    .196    12.34   0.000     2.044     2.816 

      _cons     1.383       .862     1.60   0.109     -.307     3.073 

Instrumented:   BS 

Instruments:    OWN AI QCG LEV SIZE ROA SALESGROW VOLA Dual BSIZE 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The results also show that the variables of board structure and firm size 

negatively and significantly affiliated with WACC for Asian countries. These 

conclusions are similar to Teti et al., (2016), Singhal (2014), Bradley & Chen (2014), 

Bozec & Bozec (2010), Piot & Piera (2007), Blom & Schauten (2006). Moreover, the 

variables of audit committee independence and quality of governance have 

insignificance association with WACC.  

For testing endogeneity for variable of board structure / board independence, 

the Durbin and Wu-Hausman tests have been applied. The following hypothesis has 

been tested through the Durbin and Wu-Hausman tests and the results have been 

presented in table 4.37:  

Null Hypothesis (H0): The variables are exogenous 

Alternative Hypothesis (H1): The variables are not exogenous 

 

Table 4.37: Results for the Test of Endogeneity 
 

 

Based on p-value of Wu-Hausman test statistics, we conclude that endogeneity 

does exist in model and the variable of board structure / board independence (BS) is 

endogenous variable, therefore, 2SLS regression model is best for estimation. 

After verifying endogeneity of the variables, the test for the First Stage 

Regression Summary Statistics has been employed to determine whether instrumental 
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variables are weak or not and results have been presented in table 4.38 to test the 

following hypothesis: 

Null Hypothesis (H0): The instruments are weak 

Alternative Hypothesis (H1): The instruments are not weak 

 

The Minimum eigenvalue statistic is 187.211; we need to compare this value 

with critical values at 10%, 15%, 20% and 25%. The minimum eigenvalue is greater 

than all the critical values, so we would reject null hypothesis that instruments are 

weak and accept alternate hypothesis that instrumental variables are not weak.  

Table 4.38: Test for whether the Instrumental Variable is Weak or not? 

 

 
These results have shown that there is endogeneity problem in variable of 

board structure / board independence, and therefore, we need to include the 

instrumental variables and run 2SLS regression model. The results have further shown 

that the decision to include board size and CEO Duality as the instrumental variables 

is right decision as these instruments are stronger instruments. 

After determining the endogeneity of BS and determining that instrumental 

variables of board size and CEO duality are not weaker instruments, the test of 

Overidentifying restrictions has been used and the findings have been presented in 

table 4.39 for testing of following hypothesis:  

Null Hypothesis (H0): The instruments set are valid and the model is correctly 

specified. 

Alternate Hypothesis (H1): The instruments set are not valid and the model is 

not correctly specified. 
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Table 4.39: Results for the tests of Overidentifying Restrictions 

 

 
 

As the p-value statistics of the both Sargan Test and Basmann Test are 0.2278 

and 0.2485 respectively, we cannot reject null hypothesis that instruments set are 

valid and model has correct specification. So, we conclude that the instrumental 

variable included in this model namely BSIZE and DUAL are both valid instruments 

and the 2SLS model which has been employed for the analysis is correctly specified. 

4.3. Corporate Profitability and Corporate Governance: 

This section provides results related to corporate profitability and corporate 

governance for determining validity and examining robustness of findings related to 

governance practices and cost of capital. 

4.3.1. Introduction: 

This chapter provides outcomes of data analysis and results in line with 

objectives of this Study. The broader objective of this research is to investigate 

association of governance variables with capital cost and corporate profitability for 

World’s largest non-financial multinational firms of twenty four Asian countries 

reported as “Forbes Global 2000” in Forbes Global Magazine. This research has 

analyzed the data by using the “STATA Version 13.0” software through applying 

both descriptive statistics and inferential statistics. 

This section tests hypothesis of this study and provides results related to sales 

growth (SALESGROW) and ROA with governance variables and control variables. 

At the first stage, Pooled OLS results have been reported and then Hausman test has 

been used to decide whether Fixed Effects / LSDV or Random Effects model would 

be applicable. If Hausman test provides significant probability value then it means 

that Fixed Effects regression model is applicable but in case of insignificant 

probability value of the Hausman test, Random Effects would be applicable.   

At second stage, the regression diagnostics tests would be applied to check the 

problems of autocorrelation / serial correlation and heteroskedasticity as the panel 

data sometimes suffers with these problems. For examining problem of 

autocorrelation, Wooldridge test for autocorrelation in panel data would be applied, 

whereas, for determining the existence of heteroskedasticity problem, the Modified 

Wald test would be used.  

At third stage, if Wooldridge and Modified Wald tests indicate existence of 

autocorrelation and heteroskedasticity problems in data, then Fixed Effects and 

Random Effects regression models would provide spurious regression results, 

therefore, those tests needs to be used which can remove the problems of serial 

correlation and heteroskedasticity and provide consistent and valid results. 
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Accordingly, the Newey-West Standard Errors Model and Panels Corrected Standard 

Errors (PCSE) Regression Model would be applied for testing the regression 

equations as these models can remove the problems of serial correlation and 

heteroskedasticity and provide consistent and valid results. 

At the fourth stage, it would be examined whether the problem of endogeneity 

exist in the variable of board structure / board independence (BS). In case, the 

problem of endogeneity would be confirmed, then the Two Stage Least Squares 

(2SLS) regression model would be applied. 

4.3.2. Sales Growth and Corporate Governance: 

This segment presents findings of Pooled OLS by taking the Sales Growth 

(SALESGROW) as dependent variable and variables of Board Structure / Board 

Independence (BS), Ownership Concentration (OWN), Audit Committee 

Independence (AI), Quality of Governance (QCG), Board Size (BSIZE), CEO Duality 

(Dual), Leverage (LEV), Firm Size (SIZE), ROA and Volatility of Share Prices / Beta 

Values (VOLA) as independent variables. Pooled OLS findings have been described 

in table 4.40. 

Table 4.40: Pooled OLS Regression Model 

 
Source        SS        df       MS             Number of obs =    3618 

-------------------------------------------         F( 10,  3607) =    9.19 

       Model    54.129028    10   5.4129028         Prob > F      =  0.0000 

    Residual    2123.8521  3607     .588814         R-squared     =  0.4149 

-------------------------------------------         Adj R-squared =  0.4062 

       Total   2177.98113  3617  .602151265         Root MSE      =  .76734 

____________________________________________________________________________ 

  SALESGROW    Coef.    Std. Err.       t     P>|t|    [95% Conf. Interval] 

____________________________________________________________________________ 

         BS    .015**    .081          0.19   0.049    -.144    .175 

        OWN    .154***   .048       3.21   0.001     .060    .249 

         AI    .027***   .051           0.52   0.001    -.074    .128 

        QCG   -.004      .020         -0.23   0.817    -.044    .035 

      BSIZE   -.002      .003         -0.61   0.542    -.009    .004 

       Dual    .109***   .031          3.47   0.001     .047    .171 

        LEV    .082      .053          1.53   0.125    -.022    .187 

       SIZE   -.016***   .005         -3.01   0.003    -.026   -.005 

        ROA    .006***   .001          5.29   0.000     .003    .008 

       VOLA    .027      .020          1.33   0.183    -.012    .067 

      _cons   1.145      .096         11.89   0.000     .956   1.334 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The table 4.40 depicts that adjusted R square is 0.4062 which describes that 

governance variables along with control variables used in this model has explained 

around 41% of variation occurring in dependent variable of sales growth. The 

probability value of F statistics is 0.0000 which shows overall goodness of fit for 

regression model and describes that the model used in this study is a good model and 

mathematical form of the model is accurate.   

The findings of pooled OLS model depicts that variables of BS, AI, OWN and 

DUAL have positive and significant relationship with sales growth which means that 

more ownership concentration and CEO duality results in higher sales growth for the 
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Asian multinational companies. The control variable of ROA has positive and 

significant relationship with sales growth. These results are consistent with Shleifer 

(1986); Burkart (1995); Holderness (2003); Chahine (2004) and Peng et al., (2007). 

The outcomes also reveal that the variable of firm size has negative and 

significant association with sales growth which means that the larger firms have lesser 

sales growth. Moreover, the variables of quality of governance, board size, leverage 

and volatility of stock prices have insignificant impact on sales growth.   

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we denied existence 

of heterogeneity among 363 multinational firms. Therefore, the Fixed Effects or 

LSDV model has been estimated for the regression equation and results have been 

reported in table 4.41. After estimating results of Fixed Effect Model, Random Effects 

Model has been also estimated and results have been reported in table 4.42. 

Table 4.41: The Results for Fixed Effects Model or LSDV Model 

 
Fixed-effects (within) regression              

R-sq:  within  = 0.4270  

avg= 10.0 

overall = 0.4538                                                                                             

Prob > F       = 0.0000 

____________________________________________________________________________ 

 SALESGROW     Coef. Std. Err.   t     P>|t|     [95% Conf. Interval] 

____________________________________________________________________________ 

    BS      -.617***   .212    -2.91   0.004    -1.033    -.200 

   OWN       .233      .195     1.20   0.232     -.149     .617 

    AI      -.287**    .143    -2.00   0.046     -.569    -.005 

   QCG       .452**    .188     2.40   0.017      .082     .823 

 BSIZE       .008      .009     0.80   0.422     -.011     .027 

  Dual      -.129      .098    -1.32   0.188     -.322     .063 

   LEV      -.060      .089    -0.67   0.503     -.236     .115 

  SIZE      -.119***   .018    -6.42   0.000     -.156    -.083 

   ROA       .002      .001     1.32   0.188     -.001     .005 

  VOLA      -.141***   .045    -3.11   0.002     -.230    -.052 

 _cons      2.857      .310     9.21   0.000     2.249    3.465 

F test that all u_i=0:     F(361, 3246) =     2.27 Prob > F = 0.0000 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The Hausman is used for deciding which model is more feasible for estimating the 

regression equation and the results have been presented in table 4.43 which test the 

following hypothesis: 

 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):   Fixed Effects Model is appropriate 
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Table 4.42: The Results for Random Effects Model 
Random-effects GLS regression                 Number of obs      =      3618 

Group variable: Company                       Number of groups   =       362 

 

R-sq:  within  = 0.4382                       Obs per group: min =         9 

       between = 0.4542                                      avg =      10.0 

       overall = 0.4632                                      max =        10 

                                              Wald chi2(10)      =     59.26 

corr(u_i, X)   = 0 (assumed)                  Prob > chi2        =    0.0000 

____________________________________________________________________________ 

SALESGROW    Coef.    Std. Err.   z     P>|z|     [95% Conf. Interval] 

____________________________________________________________________________ 

        BS   -.044      .103    -0.42   0.671    -.247     .159 

       OWN    .169***   .063     2.64   0.008     .043     .294 

        AI    .009      .066     0.14   0.889    -.120     .139 

       QCG    .005      .027     0.19   0.849    -.048     .059 

     BSIZE   -.001      .004    -0.27   0.785    -.010     .007 

      Dual    .084**    .041     2.04   0.041     .003     .165 

       LEV    .063      .063     1.00   0.316    -.060     .187 

      SIZE   -.023***   .006    -3.30   0.001    -.036    -.009 

       ROA    .005***   .001     4.20   0.000     .002     .007 

      VOLA    .001      .025     0.06   0.948    -.048     .052 

     _cons   1.290      .125    10.26   0.000    1.044    1.537 

    sigma_u   .238 

    sigma_e   .722 

rho.098  (fraction of variance due to u_i) 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

Table 4.43: The Hausman Test 
The Hausman Test: 

hausman Fixed . 

---------------------------------------------------------------------------- 

                 ---- Coefficients ---- 

                   (b)        (B)        (b-B)   sqrt(diag(V_b-V_B)) 

                  Fixed     Random     Difference     S.E. 

___________________________________________________________________________ 

          BS    -.617    -.044       -.572        .185 

         OWN     .233     .169        .064        .181 

          AI    -.285     .009       -.296        .127 

         QCG     .452     .005        .447        .186 

       BSIZE     .008    -.001        .009        .008 

        Dual    -.129     .084       -.213        .082 

         LEV    -.060     .063       -.123        .063 

        SIZE    -.119    -.023       -.096        .017 

         ROA     .002     .005       -.003        .000 

        VOLA    -.141     .001       -.143        .035 

                Prob>chi2 =      0.0000*** 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Hausman Test provides probability value of 0.0000 which means that 

fixed effects model is applicable in current scenario. 

As literature describes that most of the time the panel data suffers with the 

issues of autocorrelation and heteroskedasticity and in this case, fixed effect or 

random effects may provide spurious regression results. Therefore, the regression 

diagnostics tests have been employed for checking these issues in panel dataset used 

in this study for the analysis. 
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The Wooldridge test has been employed for checking the presence of auto 

correlation / serial correlation in data used in this study and the following hypothesis 

have been tested: 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 

 

The Wooldridge test has been reported in table 4.44 which describes that the 

probability value of F statistics is 0.0000, so we concluded that the dataset used in this 

study incorporates the problem of autocorrelation / serial correlation.   

Table 4.44: Wooldridge Test of Autocorrelation 

 
 

In order to verify the heteroskedasticity issue, the Modified Wald Test has 

been utilized and the following hypotheses have been tested:  

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 

 

The results of the Modified Wald Test have been reported in table 4.45 which 

demonstrates that probability value of Chi2 is 0.0000, so we would reject null 

hypothesis that panel data does not have issue of heteroskedasticity against alternative 

hypothesis that the panel data does have the problem of heteroskedasticity. So, we can 

conclude that the dataset used in this study suffers with the problem of 

heteroskedasticity. Therefore, the fixed effects or random effects regression models 

may not be suitable in this scenario as they may provide spurious regression results.  

 

Table 4.45: The Modified Wald Test for Groupwise Heteroskedasticity 

 

Therefore, the researchers suggested that such a regression model should be 

applied which can overcome and eliminate autocorrelation / serial correlation and 

heteroskedasticity problems of panel data and yield consistent results. One of these 

approaches was provided by Newey & West (1987). Their estimator of covariance 

matrix based on GMM is expansion to White estimator as the Newey-West model 

with zero lag length zero is similar to White’s estimator. Though Newey-West 

standard error has been firstly recommended for utilization with time series dataset 
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only but now panel data types are also exist. The Stata software can employ Newey-

West for panel data by selection option force of newey command. 

Therefore, based on the prior literature, the Newey-West Standard Errors 

Model has been employed to account for heterogeneity and cross sectional 

dependence and results have been presented in table 4.46 which describes probability 

value of F statistics of 0.0000 which shows the goodness of fit of model and also that 

mathematical form of the regression equation is good. The results describes that the 

variables of BS, AI, OWN and DUAL have positive and significant correlation with 

sales growth for Asian multinational companies which means that higher levels of 

independent boards and audit committees, concentrated ownership and CEO dual 

position results in increased sales growth. The control variable of ROA also has 

positive and significant connection with sales growth. These results are similar to 

finding of Shleifer (1986); Burkart (1995); Holderness (2003); Chahine (2004) and 

Peng et. al., (2007). 

The findings also depict that control variable of SIZE has negative and 

significant association with sales growth which means that the larger firms have lesser 

sales growth in Asian countries. Moreover, the variables of quality of governance, 

board size, leverage and volatility have insignificant influence on sales growth. 

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 

biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. The 

problem of Cross sectional dependence has also got recent considerations (De Hoyos 

& Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that both problems 

may exist in several empirical analyses (Jönsson, 2005). It presents a problem as 

majority of general estimators for panel dataset are not able to control both of these 

problems at same time. 

Table 4.46: Results for the Newey-West Standard Errors Model 
Regression with Newey-West standard errors        Number of obs  =      3618 

maximum lag: 1                                    F( 10,  3607)  =      6.58 

                                                  Prob > F       =    0.0000 

____________________________________________________________________________ 

                          Newey-West 

 SALESGROW    Coef.   Std. Err.   t     P>|t|     [95% Conf. Interval] 

____________________________________________________________________________ 

        BS    .015**    .088     0.17   0.061    -.158    .189 

       OWN    .154***   .053     2.89   0.004     .049    .259 

        AI    .027**    .063     0.43   0.070    -.097    .152 

       QCG   -.004      .017    -0.27   0.784    -.038    .028 

     BSIZE   -.002      .004    -0.54   0.589    -.010    .005 

      Dual    .109***   .037     2.90   0.004     .035    .184 

       LEV    .082      .059     1.38   0.168    -.034    .199 

      SIZE   -.016***   .005    -2.69   0.007    -.027   -.004 

       ROA    .006***   .001     4.51   0.000     .003    .008 

      VOLA    .027      .021     1.25   0.210    -.015    .070 

     _cons   1.145      .111    10.31   0.000     .927   1.363 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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The estimator of Parks’ Feasible Generalized Least Squares (FGLS) can 

handle both these problems (Parks, 1967).But, this method would be applicable only 

if quantity of time periods (T) is equal or greater than quantity of cross-sections (N). 

Another drawback of this method is that it underestimates standard errors in limited 

samples severely. Beck & Katz (1995) reported that two-step, revised form of 

‘inefficient’ OLS called as PCSE estimation – operates extensively better as 

compared to FGLS (Parks) technique in numerous conditions. So, based on the 

literature, the PCSE regression model has been also employed to determine the 

correlation of Equity cost with governance variables along with control variables and 

the results of the PCSE model have been reported in table 4.47. 

Table 4.47: Panels Corrected Standard Errors (PCSE) Regression Model 
Prais-Winsten regression, correlated panels corrected standard errors 

(PCSEs) 

R-squared          =    0.4958 

Wald chi2(10)      =     96.14 

Prob > chi2        =    0.0000 

________________________________________________________________________ 

  Panel-corrected 

SALESGROW    Coef.   Std. Err.   z     P>|z|     [95% Conf. Interval] 

___________________________________________________________________________ 

   BS        .002*     .104     0.02   0.081    -.202    .207 

  OWN        .149***   .046     3.19   0.001     .057    .241 

   AI        .031**    .063     0.50   0.015    -.092    .155 

  QCG       -.001      .018    -0.10   0.917    -.037    .033 

BSIZE       -.001      .004    -0.45   0.655    -.010    .006 

 Dual        .098***   .035     2.75   0.006     .028    .169 

  LEV        .074      .066     1.13   0.260    -.055    .204 

 SIZE       -.015      .013    -1.15   0.250    -.042    .011 

  ROA        .005***   .001     3.36   0.001     .002    .008 

 VOLA        .016      .029     0.56   0.577    -.041    .075 

_cons       1.179      .140     8.38   0.000     .903   1.455 

rho |        .217 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

The results of PCSE regression model describes that R Square is 0.4958 which 

means that governance variables along with control variables have explained about 

50% of the variation occurring in sales growth for the Asian multinational companies. 

The probability value of Chi2 is 0.0000 which states the goodness of fit of PCSE 

regression model and also depicts that mathematical form of model is correct.  

The results have also indicated that the variables of BS, AI, OWN and DUAL 

have positive and significant relation with sales growth in Asian multinational 

companies which means that the more ownership concentration and presence of dual 

position of CEO and board chairman results in higher sales growth. The control 

variable of ROA also has positive and significant relationship with sales growth. 

These findings are similar to finding of Shleifer (1986); Burkart (1995); Holderness 

(2003); Chahine (2004) and Peng et. al., (2007).The results also depicts that the 

variables of quality of governance, board size, leverage, firm size and volatility of 

stock prices have insignificant influence on sales growth for Asian multinational 

companies. 

For checking the problem of endogeneity of board structure / board 

independence, the 2SLS regression model has been applied. The variable of board 



138 
 

structure / board independence has been considered as endogenous variable, whereas, 

variables of board size and CEO duality have been considered as instrumental 

variables. The 2SLS results have been represented in table 4.48. 

The results of table 4.48 depicts that R Square is 0.5191which means that 

independent variables used in this study have explained around 52% of the variation 

occurring in Equity cost. The probability value of chi2 is 0.0000 which shows that the 

goodness of fit of model and describes that mathematical form of model is accurate.  

Table 4.48: The Two Stage Least Squares (2SLS) Regression Model 
Instrumental variables (2SLS) regression             Number of obs =    3618 

                                                     Wald chi2(8)  =   80.44 

                                                     Prob > chi2   =  0.0000 

                                                     R-squared     =  0.5191 

                                                     Root MSE      =  .76841 

____________________________________________________________________________ 

  SALESGROW    Coef.  Std. Err.   z     P>|z|     [95% Conf. Interval] 

____________________________________________________________________________ 

        BS    .240**    .253    -0.95   0.042    -.737    .256 

       OWN    .186***   .053     3.51   0.000     .082    .290 

        AI    .060**    .066     0.91   0.033    -.069    .189 

       QCG    .009      .021     0.47   0.639    -.031    .051 

       LEV    .079      .053     1.49   0.138    -.025    .185 

      SIZE   -.014***   .005    -2.69   0.007    -.025   -.004 

       ROA    .006***   .001     5.18   0.000     .003    .008 

      VOLA    .035*     .021     1.68   0.093    -.006    .077 

     _cons   1.162      .091    12.68   0.000     .982   1.342 

Instrumented:  BS 

Instruments:   OWN AI QCG LEV SIZE ROA VOLA Dual BSIZE 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The findings depict that variables of OWN, BS and AI have positive and 

significant impact on sales growth for Asian multinational companies which means 

that higher ownership concentration results in higher sales growth. The control 

variables of ROA and volatility of stock price also have positive and significant 

association with sales growth. These findings are consistent with results of Shleifer 

(1986); Burkart (1995); Holderness (2003); Chahine (2004).  

The findings of the 2SLS regression model also depicts that variable of firm 

size have negative and significant association with sales growth for Asian countries 

which means that larger multination firms have higher sales growth. Moreover, the 

variables of quality of governance and leverage have insignificant impact on sales 

growth. 

For testing endogeneity for variable of board structure / board independence, 

the Durbin and Wu-Hausman tests have been applied. The following hypothesis has 

been tested and results have been presented in table 4.49:  

Null Hypothesis (H0): The variables are exogenous 

Alternative Hypothesis (H1): The variables are not exogenous 

 

Based on the p-value of Durbin and Wu-Hausman test statistics of 0.0003 and 

0.0005 respectively, we reject null hypothesis that variables are exogenous and accept 

alternate hypothesis that variables are not exogenous. We conclude that problem of 
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endogeneity does exist in regression model and board structure / board independence 

is the endogenous variable in this model, therefore, 2SLS regression model is best for 

estimation. 

Table 4.49: Results for the Test of Endogeneity 

 

After verifying endogeneity of the variables, the test for the First Stage 

Regression Summary Statistics has been employed to determine whether instrumental 

variables are weak or not and results have been presented in table 4.50 to test the 

following hypothesis: 

Null Hypothesis (H0): The instruments are weak 

Alternative Hypothesis (H1): The instruments are not weak 

 

Table 4.50: Test for whether the Instrumental Variable is Weak or not? 

 
The Minimum eigenvalue statistic is 187.25; we need to compare this value 

with critical values at 10%, 15%, 20% and 25%. The minimum eigenvalue is greater 

than all the critical values, so we would reject null hypothesis that instruments are 

weak and accept alternate hypothesis that the instrumental variables are not weak.  

These results have shown that there is endogeneity problem in variable of 

board structure / board independence, and therefore, we need to include the 

instrumental variables and run 2SLS regression model. The results have further shown 

that the decision to include board size and CEO Duality as the instrumental variables 

is right decision as these instruments are stronger instruments. 
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After determining the endogeneity of board structure / board independence 

and determining that instrumental variables of board size and duality are not weaker 

instruments, the test of Overidentifying restrictions has been used and the results have 

been presented in table 4.51 for the test of following hypothesis:  

Null Hypothesis (H0): The instruments set are valid and the model is correctly 

specified. 

Alternate Hypothesis (H1): The instruments set are not valid and the model is 

not correctly specified. 

 

Table 4.51: Results for the tests of Overidentifying Restrictions 

 
 

As the p-value statistics for the both Sargan Test and Basmann Test are 0.1358 

and 0.1678 respectively, so we cannot reject null hypothesis that instruments set are 

valid and model is correctly specified. So, we conclude that the instrumental variable 

included in this model namely board size and CEO duality are both valid instruments 

and 2SLS model which has been employed for the analysis is correctly specified. 

4.3.3 Return on Assets (ROA) and Corporate Governance: 

This section presents results of Pooled OLS Model by taking ROA as 

dependent variable and variables of Board Structure / Board Independence (BS), 

Ownership Concentration (OWN), Audit Committee Independence (AI), Quality of 

Governance (QCG), Board Size (BSIZE), CEO Duality (Dual), Leverage (LEV), Firm 

Size (SIZE), Sales Growth (SALESGROW) and Volatility of Share Prices / Beta 

Values (VOLA) as independent variables. The findings of Pooled OLS have been 

presented in table 4.52. 

The table 4.52 depicts that adjusted R square is 0.5634 which describes that 

governance variables along with control variables used in this model has explained 

around 56% of the variation occurring in dependent variable of Equity cost. The 

probability value of F statistics is 0.0000 which shows overall goodness of fit for 

regression model and describes that the model used in this study is a good model and 

mathematical form of the model is accurate.   

The results of Pooled OLS model depicts that variables of board structure / 

board independence, ownership concentration and audit committee independence 

have positive and significant correlation with returns on assets for Asian multinational 

companies which means that if these governance variables would be improve, it 

would result in increasing the ROA. The control variable of sales growth also has 

positive and significant association with ROA. These results are same as of the 

findings of Chahine (2004); Shleifer (1986); Burkart (1995); Holderness (2003); 

Chahine (2004) and Cohen et. al., (2014). 
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Table 4.52: Pooled OLS Regression Model 
 

      Source        SS       df       MS            Number of obs =    3618 

-------------------------------------------         F( 10,  3607) =   38.27 

       Model   45789.5936    10   4578.95936         Prob > F     =  0.0000 

    Residual   431601.162  3607    119.656546        R-squared    =  0.5973 

-------------------------------------------         Adj R-squared =  0.5634 

       Total   477390.755  3617    131.985279        Root MSE     =  10.939 

____________________________________________________________________________ 

     ROA      Coef.      Std. Err.   t     P>|t|     [95% Conf. Interval] 

   

        BS    6.055***    1.158     5.23   0.000      3.784    8.326 

       OWN    2.690***     .686     3.92   0.000      1.343    4.036 

        AI    2.029***     .739     2.74   0.006       .579    3.479 

       QCG    -.419        .288    -1.45   0.147      -.985     .147 

     BSIZE    -.129**      .050    -2.54   0.011      -.228    -.029 

      Dual   -1.429***     .451    -3.16   0.002     -2.314    -.543 

       LEV   -1.882**      .766    -2.46   0.014     -3.384    -.380 

      SIZE    -.914***     .074   -12.31   0.000     -1.060    -.769 

 SALESGROW    1.251***     .236     5.29   0.000       .787    1.714 

      VOLA    -.065        .292    -0.22   0.824      -.638     .508 

     _cons   15.686       1.375    11.40   0.000     12.989   18.383 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The results also demonstrate that variables of board size and duality negatively 

and significantly affect ROA for Asian countries which mean that larger board size 

and presence of dual position of CEO would result in decreasing ROA. The control 

variables of leverage and firm size have negative and significant relation with ROA 

which means that the companies have higher leverage and larger firm size would have 

lesser ROA in Asian countries. Moreover, the variables of quality of governance and 

volatility of stock prices have insignificant impact on ROA.  

The main problem with Pooled OLS Regression model for panel data is that it 

does not differentiate between the several multinational firms that this study have. In 

other words, by combining 363 multinational firms by pooling, we denied existence 

of heterogeneity among 363 multinational firms. Therefore, the Fixed Effects or 

LSDV model has been estimated for the regression equation and results have been 

reported in table 4.53. After estimating results of Fixed Effect Model, Random Effects 

Model has been also estimated and the results have been reported in table 4.54. 

The Hausman Test is used for deciding which model is more feasible for 

estimating the regression equation and the results have been presented in table 4.55 

which test the following hypothesis: 

 

Null Hypothesis (H0):                Random Effect model is appropriate 

Alternative Hypothesis (H1):     Fixed Effects Model is appropriate 
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Table 4.53: The Results for Fixed Effects Model or LSDV Model 
Fixed-effects (within) regression              

R-sq:  within  = 0.0908                        

       between = 0.0531                                       

       overall = 0.0480                                       

       F(10,3246)         =     32.42 

       Prob > F           =    0.0000 

 

    ROA     Coef.   Std. Err.     t    P>|t|    [95% Conf. Interval] 

    BS      -.757     2.384    -0.32   0.751    -5.433    3.917 

   OWN     -1.926     2.195    -0.88   0.380    -6.230    2.377 

    AI     -1.499     1.613    -0.93   0.353    -4.663    1.663 

   QCG      -.517     2.119    -0.24   0.807    -4.673    3.639 

 BSIZE       .100      .112      .90   0.370     -.1192    .320 

  Dual      -.241     1.102    -0.22   0.827    -2.404    1.920 

   LEV      3.976***  1.004     3.96   0.000     2.006    5.945 

  SIZE     -3.265***   .202   -16.14   0.000    -3.662   -2.869 

SALESGROW    .259      .196     1.32   0.188     -.126     .645 

  VOLA       .224      .511     0.44   0.661     -.777    1.226 

 _cons     48.483     3.419    14.18   0.000    41.778   55.187 

 sigma_u   10.019 

  sigma_e   8.106 

rho   .604   (fraction of variance due to u_i) 

F test that all u_i=0:     F(361, 3246) =     9.20 Prob > F = 0.0000 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

Table 4.54: The Results for Random Effects Model 
Random-effects GLS regression                 Number of obs      =      3618 

Group variable: Company                       Number of groups   =       362 

R-sq:  within  = 0.0830                       Obs per group: min =         9 

       between = 0.0870                                      avg =      10.0 

       overall = 0.0685                                      max =        10 

                                              Wald chi2(10)      =    252.22 

corr(u_i, X)   = 0 (assumed)                  Prob > chi2        =    0.0000 

 

      ROA      Coef.   Std. Err.   z     P>|z|    [95% Conf. Interval] 

        BS   3.198*     1.774     1.80   0.072    -.280    6.677 

       OWN    .868       .252     0.69   0.488   -1.585    3.322 

        AI    .228**    1.146     0.20   0.042   -2.017    2.475 

       QCG   -.601       .607    -0.99   0.323   -1.791     .589 

     BSIZE   -.027       .081    -0.33   0.740    -.187     .133 

      Dual   -.785       .759    -1.03   0.301   -2.273     .703 

       LEV   3.073***    .907     3.39   0.001    1.294    4.853 

     SIZE   -1.809***    .129   -13.94   0.000   -2.063   -1.555 

 SALESGROW    .552***    .196     2.81   0.005     .167     .936 

      VOLA    .145       .417     0.35   0.728    -.673     .964 

    _cons   27.318      2.328    11.73   0.000   22.754   31.881 

rho           .428   (fraction of variance due to u_i) 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The Hausman Test indicates that probability value is 0.0000 which means that 

fixed effect model is applicable in current scenario. 

As literature describes that most of the time the panel data suffers with the 

issues of autocorrelation and heteroskedasticity and in this case, fixed effect or 

random effects models may provide spurious regression results. Therefore, the 
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regression diagnostics tests have been employed to check these issues in panel dataset 

used in this study for the analysis. 

Table 4.55: The Hausman Test 
The Hausman Test: 

hausman Fixed . 

                 ---- Coefficients ---- 

                   (b)          (B)            (b-B)     sqrt(diag(V_b-V_B)) 

                  Fixed        Random     Difference      S.E. 

          BS    -.757          3.198       -3.956        1.592 

         OWN   -1.926           .868       -2.794        1.803 

          AI   -1.499           .228       -1.728        1.135 

         QCG    -.517          -.601         .083        2.030 

       BSIZE     .100          -.027         .127         .076 

        Dual    -.241          -.785         .543         .799 

         LEV    3.976          3.073         .902         .430 

        SIZE   -3.265         -1.809       -1.456         .155 

   SALESGROW     .259           .552        -.293         .015 

        VOLA     .224           .145         .078         .294 

                Prob>chi2 =      0.0000*** 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

 

 The Wooldridge test of autocorrelation in panel data has been used for 

checking the presence of auto correlation / serial correlation in data used in this study 

and the following hypothesis have been tested: 

 

Null Hypothesis (H0):   The panel data does not have first order autocorrelation. 

Alternative Hypothesis (H1): The panel data does have first order 

autocorrelation. 
 

 The results of Wooldridge test has been reported in table 4.56 which describes 

that the probability value of F statistics is 0.0000, so we concluded that dataset used in 

this study incorporates the problem of autocorrelation / serial correlation.   

 

Table 4.56: Wooldridge Test of Autocorrelation 

 

 In order to verify heteroskedasticity problem, Modified Wald Test has been 

utilized and the following hypotheses have been tested:  

 

Null Hypothesis (H0): The panel data does not have the problem of 

heteroskedasticity 

Alternative Hypothesis (H1): The panel data does have the problem of 

heteroskedasticity 

 

The results of the Modified Wald Test have been reported in table 4.57 which 

demonstrates that the probability value of Chi2 is 0.0000, so we would reject null 

hypothesis that panel data does not have heteroskedasticity issue against alternative 

hypothesis that the panel data does have the problem of heteroskedasticity. So, we can 
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conclude that the dataset used in this study suffers with the problem of 

heteroskedasticity. Therefore, the fixed effects or random effects regression models 

may not be suitable in this scenario as they may provide spurious regression results.  

Table 4.57: The Modified Wald Test for Groupwise Heteroskedasticity 

 

Therefore, the researchers suggested that such a regression model should be 

applied which can overcome and eliminate autocorrelation / serial correlation and 

heteroskedasticity problems of panel data and yield consistent results. One of these 

approaches to was provided by Newey & West (1987). Their estimator of covariance 

matrix based on GMM is expansion to White estimator as the Newey-West model 

with zero lag length zero is similar to White’s estimator. Though Newey-West 

standard error has been firstly recommended for utilization with time series dataset 

only but now panel data types are also exist. The Stata software can employ Newey-

West for panel data by selection option force of newey command. 

Therefore, based on the prior literature, the Newey-West Standard Errors 

Model has been employed to account for heterogeneity and cross sectional 

dependence and results have been presented in table 4.58 which describes probability 

value of F statistics of 0.0000 which shows the goodness of fit of model and also that 

mathematical form of the regression equation is good. The results describes that the 

variables of board structure / board independence, ownership concentration and audit 

committee independence have positive and significant correlation with ROA for 

Asian multinational companies which means that an improvement in in these 

governance variables would result in increased ROA. The control variable of sales 

growth also has positive and significant association with ROA which means that the 

companies having higher sales growth would also have more ROA. These results are 

consistent with findings of Chahine (2004); Shleifer (1986); Burkart (1995); 

Holderness (2003); Chahine (2004) and Cohen et. al., (2014). 

Table 4.58: Results for the Newey-West Standard Errors Model 
Regression with Newey-West standard errors        Number of obs  =      3618 

maximum lag: 1                                    F( 10,  3607)  =     19.48 

                                                  Prob > F       =    0.0000 

                     Newey-West 

      ROA      Coef.    Std. Err.   t     P>|t|     [95% Conf. Interval] 

        BS    6.055***   1.401     4.32   0.000     3.307    8.804 

       OWN    2.690***    .885     3.04   0.002      .954    4.425 

        AI    2.029**     .952     2.13   0.033      .162    3.897 

       QCG    -.419***    .102    -4.07   0.000     -.621    -.217 

     BSIZE    -.129**     .051    -2.51   0.012     -.230    -.028 

      Dual   -1.429***    .490    -2.92   0.004    -2.390    -.468 

       LEV   -1.882      1.274    -1.48   0.140    -4.382     .616 

      SIZE    -.914***    .109    -8.38   0.000    -1.129    -.700 

 SALESGROW    1.251***    .271     4.61   0.000      .719    1.783 

      VOLA    -.065       .292    -0.22   0.824     -.638     .508 

     _cons   15.686      1.868     8.39   0.000    12.022   19.351 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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The findings also depict that variables of quality of governance, board size and 

CEO duality have negative and significant relation with sales growth in Asian 

multinational countries which means that an improvement in these governance 

variables would result in decreased ROA. The control variable of firm size also 

negatively and significantly connected with ROA which means that larger size of 

firms would result in lesser ROA. These findings are similar to Vintila & Gherghina 

(2012); Firstenberg & Malkiel (1994); Hackman (1990); Tai (2015); Yermack (1996); 

Forbes & Milliken (1999); Mak & Kusandi (2005); Yawson (2006) and Abor (2007). 

Moreover, the variables of leverage and volatility of stock prices have insignificant 

influence on ROA. 

The empirical literature depicts that Panel dataset may include complicated 

structural errors. If non-spherical errors are not addressed properly, they may cause 

biasedness and inefficient coefficients estimations for standard errors. The problem of 

serial correlations has been identified as possible difficulty in panel dataset. The 

problem of Cross sectional dependence has also got recent considerations (De Hoyos 

& Sarafidis, 2006 and Driscoll & Kraay, 1998). There are chances that both problems 

may exist in several empirical analyses (Jönsson, 2005). It presents a problem as 

majority of general estimators for panel dataset are not able to control both of these 

problems at same time. 

The estimator of Parks’ FGLS can handle both these problems (Parks, 1967). 

But, this method would be applicable only if quantity of time periods (T) is equal or 

greater than quantity of cross-sections (N). Another drawback of this method is that it 

underestimates standard errors in limited samples severely. Beck & Katz (1995) 

reported that two-step, revised form of ‘inefficient’ OLS called as PCSE estimation –

operates extensively better as compared to FGLS (Parks) technique in numerous 

conditions. So, based on the literature, the PCSE model has been also employed to 

determine correlation of ROA with governance variables along with control variables 

and results of PCSE regression model have been reported in table 4.59. 

Table 4.59: Panels Corrected Standard Errors (PCSE) Regression Model 
Prais-Winsten regression, correlated panels corrected standard errors 

(PCSEs) 

R-squared          =    0.5761 

Wald chi2(10)      =     66.91 

Prob > chi2        =    0.0000 

---------------------------------------------------------------------------- 

                        Panel-corrected 

 ROA       Coef.     Std. Err.  z     P>|z|    [95% Conf. Interval] 

  BS       4.338*    2.227     1.95   0.051    -.027    8.705 

 OWN       2.528*    1.361     1.86   0.063    -.139    5.196 

  AI       1.050     1.136     0.92   0.355   -1.1763    .276 

 QCG       -.526***   .187    -2.81   0.005    -.893    -.159 

BSIZE      -.071      .074    -0.97   0.333    -.217     .073 

 Dual     -1.106      .777    -1.42   0.155   -2.630     .418 

  LEV      2.990*    1.602     1.87   0.062    -.150    6.132 

 SIZE     -1.331***   .257    -5.17   0.000   -1.836    -.826 

SALESGROW   .404      .246     1.64   0.101    -.078     .887 

 VOLA      -.053      .681    -0.08   0.937   -1.388    1.281 

_cons     20.161     3.370     5.98   0.000   13.554   26.768 

rho.613 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 
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The results of PCSE regression model describes that R Square is 0.5761 which 

means that governance variables along with control variables have explained about 

58% of the variation occurring in Equity cost for the Asian multinational companies. 

The probability value of Chi2 is 0.0000 which states goodness of fit of PCSE 

regression model and also disclose that mathematical form of model is correct.  

The results of table 4.59 describe that the variables of BI, AI and OWN have 

positive and significant influence on ROA for Asian multinational companies which 

means that higher board independence and more ownership concentration would 

result in increased ROA. The control variable of leverage also has positive and 

significant correlation with ROA. These finding are same to the results of previous 

studies, for example Chahine (2004); Gunasekarage et. al., (2006); Hutchinson 

(2002); Prevost (2002b); Chin (2003) and Young (2003).  

The results of PCSE regression model also state that the variable of quality of 

governance has negative and significant correlation with ROA in Asian countries. The 

control variable of firm size also negatively and significantly affects ROA which 

means that the larger multinational companies have lesser ROA. Moreover, the 

variables of board size, CEO duality, sales growth and volatility of stock prices have 

insignificant impact on ROA. 

For checking the problem of endogeneity of board structure / board 

independence, the 2SLS model has been applied. The variable of board structure / 

board independence has been considered as endogenous variable, whereas, variables 

of board size and CEO duality have been considered as instrumental variables. The 

results of 2SLS model have been presented in table 4.60. 

Table 4.60: The Two Stage Least Squares (2SLS) Regression Model 
Instrumental variables (2SLS) regression             Number of obs =    3618 

                                                     Wald chi2(8)  =  339.03 

                                                     Prob > chi2   =  0.0000 

                                                     R-squared     =  0.5807 

                                                     Root MSE      =  11.145 

 

      ROA      Coef.     Std. Err.   z     P>|z|     [95% Conf. Interval] 

        BS    20.007***   3.569     5.61   0.000     13.011    27.004 

       OWN     1.072       .774     1.38   0.166      -.446     2.590 

        AI      .304**     .956    -0.32   0.040     -2.179     1.570 

       QCG     -.826***    .305    -2.71   0.007     -1.424     -.229 

       LEV    -2.033***    .780    -2.61   0.009     -3.562     -.504 

      SIZE    -1.016***    .076   -13.31   0.000     -1.166     -.866 

 SALESGROW     1.197***    .240     4.98   0.000       .725     1.668 

      VOLA     -.352       .309    -1.14   0.255      -.960      .254 

     _cons    13.562      1.346    10.07   0.000     10.922    16.202 

Instrumented:  BS 

Instruments:   OWN AI QCG LEV SIZE SALESGROW VOLA Dual BSIZE 

***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The findings of table 4.60 depicts that R Square is 0.5807 which means that 

independent variables used in this study have explained around 58% of the variation 

occurring in ROA. The probability value of chi2 is 0.0000 which shows the goodness 

of fit of model and describes that mathematical form of model is accurate. 
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The results demonstrate that variables of BS and AI have positively and 

significantly impact ROA which means that more independent boards would result in 

higher ROA. The control variable of sales growth is also positively and significantly 

affects ROA which means that the firms having higher sales growth would also have 

higher ROA. These finding are same to Chahine (2004).   

The findings also demonstrate that the variable of quality of governance 

negatively and significantly impact ROA for Asian multinational firms. The control 

variables of leverage and firms size also have negative and significant correlation with 

ROA which means that the firms having higher leverage ratio and larger size would 

have lesser ROA. Moreover, the variables of ownership concentration and volatility 

of stock prices have insignificant influence on ROA. 

For testing endogeneity for variable of board structure / board independence, 

the Durbin and Wu-Hausman tests have been applied. The following hypothesis has 

been tested through the Durbin and Wu-Hausman tests and the results have been 

presented in table 4.61:  

Null Hypothesis (H0): The variables are exogenous 

Alternative Hypothesis (H1): The variables are not exogenous 

 

Table 4.61: Results for the Test of Endogeneity 

 

Based on p-value of Wu-Hausman test statistics, we reject null hypothesis that 

variables are exogenous and accept alternate hypothesis that variables are not 

exogenous. We conclude that problem of endogeneity does exist in regression model 

and board structure / board independence is endogenous variable in this model, 

therefore, 2SLS regression model is best for estimation. 

After verifying the endogeneity of the variables, the test for the First Stage 

Regression Summary Statistics has been employed to determine whether the 

instrumental variables are weak or not and results have been presented in table 4.62 to 

test the following hypothesis: 

Null Hypothesis (H0): The instruments are weak 

Alternative Hypothesis (H1): The instruments are not weak 

 

The Minimum eigenvalue statistic is 197.176; we need to compare this value 

with critical values at 10%, 15%, 20% and 25%. The minimum eigenvalue is greater 

than all the critical values, so we would reject null hypothesis that instruments are 

weak and accept alternate hypothesis that the instrumental variables are not weak.  
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Table 4.62: Test for whether the Instrumental Variable is Weak or not? 

 

These results have shown that there is endogeneity problem in variable of 

board structure / board independence, and therefore, we need to include the 

instrumental variables and run 2SLS regression model. The results have further shown 

that the decision to include board size and CEO Duality as the instrumental variables 

is right decision as these instruments are stronger instruments. 

After determining the endogeneity of board structure / board independence 

and determining that instrumental variables of BSIZE and DUAL are not weaker 

instruments, the test of Overidentifying restrictions has been used and the results have 

been presented in table 4.63 for the test of following hypothesis:  

Null Hypothesis (H0): The instruments set are valid and the model is correctly 

specified. 

Alternate Hypothesis (H1): The instruments set are not valid and the model is 

not correctly specified. 

 

Table 4.63: Results for the tests of Overidentifying Restrictions 

 

As the p-value statistics of the both Sargan Test and Basmann Test are 0.1692 

and 0.1694 respectively, we cannot reject null hypothesis that instruments set are 

valid and model has correct specification. So, we conclude that the instrumental 

variable included in this model namely board size and CEO Duality are both valid 

instruments and 2SLS model which has been employed for the analysis is correctly 

specified. 
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4.4 Summary of the Chapter: 

This chapter provides the outcomes of data analysis and results in line with 

objectives of this Study. The broader objective of this study is to find association of 

governance variables with cost of capital and firm profitability for World’s largest 

non-financial multinational companies of twenty four Asian countries reported as 

“Forbes Global 2000” in Forbes Global Magazine. This research has analyzed the 

data by using the “STATA Version 13.0” software through applying both descriptive 

statistics and inferential statistics. 

First of all, the descriptive statistics are measured for variables. Secondly, the 

correlations matrix has been also developed for the dependent and independent 

variables. Thirdly, different unit root test has been applied for checking the 

Stationarity of dependent and independent variables.  

The correlation matrix depict that there is no other high correlation between 

the variables. As the highest pairwise correlation between the variables is 0.59, a low 

likelihood of multicollinearity is being anticipated in regression models. The 

summary of Unit Root tests for all variables depicts that all the variables are 

stationary at level which means that the problem of non-stationarity does not exist in 

dataset.  

This section tests hypotheses of this study and provides results related to cost 

of equity (COE), cost of debt (COD), WACC, sales growth (SALESGROW) and 

ROA with governance variables and control variables. At first stage, results of Pooled 

OLS model have been reported and then Hausman has been used to decide whether 

Fixed Effects or Random Effects would be applicable. If Hausman test provides 

significant probability value then it means that Fixed Effects regression model is 

applicable but in case of insignificant probability value of the Hausman test, the 

Random Effects is applicable.   

At second stage, the regression diagnostics tests have been applied to check 

the problems of autocorrelation / serial correlation and heteroskedasticity as the panel 

data sometimes suffers with these problems. For examining problem of 

autocorrelation, the Wooldridge test for autocorrelation in panel data have been 

applied, whereas, for determining the existence of heteroskedasticity problem, the 

Modified Wald test have been used.  

At third step, if Wooldridge and Modified Wald tests indicate existence of 

autocorrelation and heteroskedasticity problems in data, then the Fixed Effects and 

Random Effects regression models would provide spurious regression results, 

therefore, those tests needs to be used which can remove the problems of serial 

correlation and heteroskedasticity and provide consistent and valid results. 

Accordingly, the Newey-West Standard Errors Model and Panels Corrected Standard 

Errors (PCSE) Regression Model have been applied for testing the regression 

equations as these models can remove the problems of serial correlation and 

heteroskedasticity and provide consistent and valid results. 

At the fourth stage, it is examined whether the problem of endogeneity exist in 

the variable of board structure / board independence (BS). In case, the problem of 

endogeneity would be confirmed, then the 2SLSmodel has been applied. 
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The results of first regression model in which cost of equity has been taken as 

dependent variable demonstrate that the variables of board structure / board 

independence, ownership concentration, audit committee independence, quality of 

governance, ROA, sales growth and volatility of stock prices positively affect with 

Equity cost, whereas, variables of board size, DUAL and leverage have negative 

correlation with Equity cost. The results of the 2SLS depicts that variables of board 

structure, ownership concentration, sales growth and volatility of stock prices have 

positive affect on Equity cost, whereas, variables of AI, quality of governance and 

leverage have negative and significant correlation with Equity cost.  

The results of second regression model in which cost of debt has been taken as 

dependent variable demonstrate that the variables of ownership concentration, quality 

of governance, leverage, ROA, sales growth and volatility of stock prices have 

positive association with debt cost, whereas, variables of BS, AI, BSIZE and SIZE 

have negative and significant correlation with debt cost. The results of 2SLS 

regression model depicts that the variables of ownership concentration, quality of 

governance, leverage, ROA, sales growth and volatility of stock prices have positive 

and relation with debt cost, whereas, variables of BS, AI and SIZE have negative and 

significant correlation with debt cost. 

The results of third regression model in which weighted average cost of capital 

(WACC) has been taken as dependent variable indicate that the variables of 

ownership concentration, leverage, ROA, sales growth and volatility of stock prices 

have positive link with WACC, whereas, variables of board structure / board 

independence, audit committee independence, duality and firm size have negative and 

significant relation with WACC. The findings of 2SLS model depicts that variables of 

ownership concentration, leverage, ROA, sales growth and volatility of stock prices 

have positive and significant association with WACC, whereas, the variables board 

structure and firm size negatively affect WACC.  

The results of fourth regression model in which sales growth (SALESGROW) 

has been taken as dependent variable demonstrate that the variables of BS, OWN, AI, 

DUAL and ROA have positive and significant relationship with SALESGROW. The 

2SLS model depicts that the variables of BS, OWN, AI, ROA and Volatility have 

positive and significant association with SALESGROW, whereas, the variable firm 

size has negative and significant correlation with SALESGROW. 

The results of fifth regression model in which ROA has been taken as 

dependent variable demonstrate that the variables of BS, OWN, AI, leverage and 

SALESGROW have positive and significant relationship with ROA, whereas, the 

variables of quality of governance, board size, CEO duality and SIZE has negative 

and significant correlation with ROA. The 2SLS model depicts that the variables of 

BS, AI and sales growth have positive and significant association with ROA, whereas, 

the variables of quality of governance, leverage and firm size have negative and 

significant correlation with ROA.  
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5.1 Introduction: 

This chapter discusses focus of this study and results regarding association of 

governance practices with cost of debt, cost of equity and WACC for larger 

multinational companies in 24 Asian countries.  

5.2 Focus of the Study: 

The changes in governance practices are mostly reaction to exogenous factors. 

The high profile corporate failures and scandals, for example, Enron; WorldCom; 

Tyco; British and Commonwealth; OneTel; Maxwell; Parmalat etc. occurred 

internationally stimulated the interest of academicians and practitioners for managing 

situation through concentrating on governance systems all around the globe. The need 

for more transparency and accountability in managing and controlling the 

organizations play an important role in firm performance. Therefore, several rules, 

regulations and laws were approved in different countries for controlling the 

governance practices. The major belief was that governance practices based on these 

principles and codes would assist firms and industries to manage better development. 

First of all, this research investigated the effects of compliance with guidelines 

and principals of governance systems in firms. This study investigates relationship of 

governance systems, capital cost and corporate profitability in larger multinational 

firms in Asian countries. Secondly, the pattern of association of each governance 

variables namely capital cost and corporate profitability was determined in this study. 

Different governance factors have been used in this research. These variables were 

offered by past studies as effective variables in decreasing the agency problems. 

These variables include: board structure / board independence, ownership 

concentration, audit committee independence, quality of governance, board size and 

CEO duality. The leverage, firm size, ROA, sales growth and volatility of stock prices 

were used as control variables in this research.  

5.3 Discussion of Empirical Results: 

The results of this research have been presented in chapter 4 which indicate 

that there is no problem of multicollinearity among variables as depicted by Pearson 

correlation matrix. The summary of unit root tests depicts that all variables are 

stationary at level and there is no problem of non-stationarity in this panel data and 

the dataset used in this study is stationary at level. 

The outcomes of all regression models which tested five hypotheses and 

objectives of this study; highlights that the panel data used in this study have 

problems of auto correlation / serial correlation and heteroskedasticity based on 

results of Wooldridge and Modified Wald tests respectively. Therefore, the results of 

pooled OLS, fixed effects or random effects models cannot be used in this case. The 

endogeneity of all regression models have been also investigated by applying the 

2SLS model. In these models, based on past literature, the variable of board structure 

(BS) has considered as endogenous variable, whereas, variables of board size 

(BSIZE) and duality have been considered as instrumental variables. The post 

estimation tests of 2SLS for all regression models also indicate that problem of 

endogeneity does exist in the models and the board structure is endogenous variable; 

the decision to include board size and CEO Duality as the instrumental variables is 
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right decision as these instruments are stronger instruments and the instrumental 

variables included in all models namely BSIZE and CEO duality are both valid 

instruments and 2SLS model which has been employed for the analysis is correctly 

specified. 

The summary of results for regression models 1, 2 and 3 which analyzed first three 

objectives and hypotheses of this study have been presented in table 5.1. 

 

Table 5.1: Summary of Results for Cost of Capital 

  COE COD WACC 

 

Coef. Std. Err. Coef. Std. Err. Coef. Std. Err. 
BS 7.917*** 0.970 -6.518** 3.243 -8.605*** 2.333 

OWN 1.070*** 0.204 3.482*** 0.681 1.179** 0.490 

AI -0.785*** 0.252 -4.284*** 0.844 -0.737 0.607 

QCG -0.176** 0.080 0.640** 0.270 -0.217 0.194 

LEV -0.353* 0.206 4.518*** 0.689 5.585*** 0.495 

SIZE -0.032 0.020 -0.187*** 0.070 -0.398*** 0.050 

ROA 0.006 0.004 0.089*** 0.015 0.189*** 0.011 

SALESGROW 0.128** 0.063 0.776*** 0.212 0.446*** 0.153 

VOLA 5.405*** 0.081 0.698** 0.273 2.430*** 0.196 

_cons 1.061 0.358 6.321 1.198 1.383 0.862 

Wald chi2(10) 5933.66 240.76 1096.02 

Prob > chi2    0.000 0.000 0.000 

R-squared      0.605 0.405 0.619 

Root MSE       2.943 9.831 7.073 

Instrumented   BS 

Instruments OWN AI QCG LEV SIZE ROA SALESGROW VOLA Dual BSIZE 

     ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

The outcomes of regression model 1 which tested first hypothesis and 

objective of this study; in which cost of equity has been taken as dependent variable; 

depicts that the variables of board structure / board independence, ownership 

concentration, sales growth and volatility of stock prices positively and significantly 

associated with cost of equity. These conclusions are consistent with results of Hajiha 

et al., (2013); Pham et al., (2012); Shah & Butt, (2009); Aslan & Kumar (2012).The 

variables of audit committee independence (AI), quality of governance and leverage 

have negative and significant correlation with cost of equity. These results are same to 

finding of Amir et al., (2010); Anderson et al., (2004). Moreover, the variables of firm 

size and ROA have insignificant impact on cost of equity. The coefficients for the 

variables of AI and QCG provide sufficient support in favor of hypothesis that 

governance practices result in lesser cost of equity. So, based on these findings, the 

first hypothesis that better corporate governance practices results in lowering the cost 

of equity has been accepted. Moreover, first objective of this study to determine that 

whether good corporate governance practices result in lower cost of equity has been 

also achieved.  

The results of regression model 2 which tested the second hypothesis and 

objective of this study; in which cost of debt has been taken as dependent variable; 

depicts that variables of ownership concentration, quality of governance, leverage, 

ROA, sales growth and volatility of stock prices positively and significantly 

associated with debt cost. These findings are consistent with the results of Aslan & 
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Kumar (2012) and Shah & Butt (2009). The variables of BS, AI and SIZE have 

negative and significant correlation with debt cost. These findings are same as of the 

results of Teti et. al., (2016); Singhal (2014); Bradley & Chen (2014); Bozec & Bozec 

(2010); Piot & Piera (2007); Blom & Schauten (2006); Anderson et al., (2004); 

Bhojraj & Sengupta, (2003). The coefficients for the variables of BS and AI provide 

sufficient support in favor of hypothesis that governance practices result in lesser cost 

of debt. So, based on these findings, the second hypothesis that better corporate 

governance practices results in lowering the cost of debt has been accepted. 

Moreover, second objective of this study to determine that whether good corporate 

governance practices result in lower cost of debt has been also achieved.  

The outcomes of regression model 3 which tested third hypothesis and 

objective of this study; in which WACC has been taken as dependent variable; depicts 

that variables of ownership concentration, leverage, ROA, sales growth and volatility 

of stock prices have positive and significant association with WACC. These results 

are consistent to Hajiha et al., (2013); Pham et al., (2012); Shah & Butt (2009); Aslan 

& Kumar (2012). The variables of board structure and firm size negatively and 

significantly correlated with WACC. These conclusions are similar to Teti et al., 

(2016), Singhal (2014), Bradley & Chen (2014), Bozec & Bozec (2010), Piot & Piera 

(2007), Blom & Schauten (2006). Moreover, variables of audit committee 

independence and quality of governance have insignificant influence on WACC. The 

coefficient for the variable of BS provide sufficient support in favor of hypothesis that 

governance practices result in lesser WACC. So, based on these findings, the third 

hypothesis that better corporate governance practices results in lowering the WACC 

has been accepted. Moreover, third objective of this study to determine that whether 

good corporate governance practices result in lower WACC has been also achieved.  

Based on above mentioned results, it is being concluded that better corporate 

governance practices in Asian countries result in lower cost of capital. It means that 

first three hypotheses of this study have been accepted and this study has also 

achieved first three objectives of this research.  

For determining validity and robustness of findings related to cost of capital, 

the association of firm’s profitability and governance practices has also examined. 

The summary of results for last two regression models which analyzed last two 

objectives and hypotheses of this study have been presented in table 5.2. The results 

of regression model 4 which tested the fourth hypothesis and objective of this study; 

in which sales growth has been taken as dependent variable; depicts that variables of 

board structure, AI, OWN, ROA and volatility of stock prices have positive and 

significant association with sales growth. These findings are consistent with results of 

Shleifer (1986); Burkart (1995); Holderness (2003); Chahine (2004).The variable of 

SIZE negatively and significantly correlated with sales growth. Moreover, variables 

of quality of governance and leverage have insignificant influence on sales growth. 

The coefficients for the variables of BS, AI and OWN provide sufficient support in 

favor of hypothesis that governance practices result in higher sales growth. So, based 

on these findings, the fourth hypothesis that better corporate governance practices 

results in increasing sales growth has been accepted. Moreover, fourth objective of 

this study to determine that whether good corporate governance practices result in 

higher sales growth has been also achieved.  
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The results of regression model 5 which tested the fifth hypothesis and 

objective of this study; in which ROA has been taken as dependent variable; depicts 

that variables of board structure, AI and sales growth have positive and significant 

association with ROA. These finding are same to Chahine (2004). The variables of 

quality of governance, leverage and firm size have negative and significant correlation 

with ROA. Moreover, the results also describe that the variables of ownership 

concentration and volatility have insignificant impact on ROA. The coefficients for 

the variables of BS and AI provide sufficient support in favor of hypothesis that 

governance practices result in higher ROA. So, based on these findings, the fifth 

hypothesis that better corporate governance practices results in increasing ROA has 

been accepted. Moreover, fifth objective of this study to determine that whether good 

corporate governance practices result in ROA has been also achieved.  

Table 5.2: Summary of Results for Firm’s Profitability 

  SALESGROW Return on Assets (ROA) 

 

Coef. Std. Err. Coef. Std. Err. 

BS 0.240**    0.253 20.007***    3.569 

OWN 0.186***    0.053      1.072    0.774 

AI 0.060**    0.066 0.304**    0.956 

QCG 0.009    0.021 -0.826***    0.305     

LEV 0.079     0.053 -2.033***    0.780     

SIZE -0.014***    0.005 -1.016***    0.076    

VOLA 0.035*     0.021 -0.352    0.309     

ROA 0.006***    0.001 - - 

SALESGROW - - 1.197***     0.240      

_cons 1.162644     0.091 13.562    1.346     

Wald chi2(10) 80.44 339.03 

Prob > chi2    0.0000 0.0000 

R-squared      0.5191 0.5807 

Root MSE       0.768 11.145 

Instrumented BS 

Instruments 
OWN AI QCG LEV SIZE 

SALESGROW VOLA Dual BSIZE 

OWN AI QCG LEV SIZE ROA 

VOLA Dual BSIZE 

                ***Significant at p-value <1%, **Significant at p-value <5%, *Significant at p-value <10% 

Based on above mentioned results, it is being concluded that better corporate 

governance practices in Asian countries result in higher firm’s profitability. It means 

that hypotheses four and five of this study have been accepted and this study has also 

achieved fourth and fifth objectives. The table 5.3 provides a summary regarding 

acceptance of hypotheses and achievement of objectives. 

Table 5.3: Summary of Hypotheses and Objectives 

Hypotheses Status Objectives Status 

Hypothesis 1 Accepted Objective 1 Achieved 

Hypothesis 2 Accepted Objective 2 Achieved 

Hypothesis 3 Accepted Objective 3 Achieved 

Hypothesis 4 Accepted Objective 4 Achieved 

Hypothesis 5 Accepted Objective 5 Achieved 

 

The table 5.3 depicts that all the five hypotheses of this study have been accepted and 

all the five objectives of this research have been also achieve.  
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5.4 Summary of the Chapter: 

This section offers focus of the study and discussion for association of 

governance practices with debt cost, Equity cost, WACC, sales growth and ROA for 

larger multinational companies in 24 Asian countries.  

The changes in governance practices are mostly the reaction to exogenous 

factors. The high profile corporate failures and scandals, for example, Enron; 

WorldCom; Tyco; British and Commonwealth; OneTel; Maxwell; Parmalat etc. 

happened globally stimulated the interest of academicians and practitioners for 

managing situation through concentrating on governance systems all around the 

globe. The need for more transparency and accountability in managing and 

controlling the organizations play an important role in firm performance. Therefore, 

several rules, regulations and laws were approved in different countries for controlling 

the governance practices. 

First of all, this research investigated the effects of compliance with guidelines 

and principals of governance systems in firms. This study investigates relationship of 

governance systems, capital cost and corporate profitability in larger multinational 

firms in Asian countries. Secondly, the pattern of association of each governance 

variables namely capital cost and corporate profitability was determined in this study. 

Different governance variables have been used in this research. These variables were 

offered by past studies as effective factors in decreasing the agency problems. These 

variables include: board structure / board independence, ownership concentration, 

audit committee independence, quality of governance, board size and CEO duality. 

The leverage, firm size, ROA, sales growth and volatility of stock prices were used as 

control variables in this research. The findings depict that governance practices have 

an impact in reducing cost of capital and increasing profitability of Asian 

multinational firms. 
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6.1 Introduction: 

This chapter offers a conclusion regarding association of governance practices 

with cost of debt, cost of equity and WACC for larger multinational companies in 24 

Asian countries. This section also discusses contributions of this research, 

implications and limitations of this study. Finally, some possible future prospects 

regarding governance research are also provided in this chapter. 

6.2 Conclusion: 

This section concludes the results of this study in line with objectives of this 

research. The broader objective of this study is to find association of governance 

variables with cost of capital and firm profitability for World’s largest non-financial 

multinational companies of twenty four Asian countries reported by “Forbes Global 

2000” in Forbes Global Magazine. This research has analyzed the data by using the 

“STATA Version 13.0” software through applying both descriptive statistics and 

inferential statistics. 

This section provides a conclusion related to COE, COD, WACC, sales 

growth and ROA with governance variables. The results of first regression model in 

which cost of equity has been taken as dependent variable demonstrate that the 

variables of AI, quality of governance and leverage have negative and significant 

correlation with Equity cost. So, these finding provide sufficient support that 

governance practices results in decreasing equity cost. The results of second 

regression model in which cost of debt has been taken as dependent variable 

demonstrate that the variables of BS, AI and SIZE have negative and significant 

correlation with debt cost. So, these results offer support that governance practices 

results in decreasing debt cost. The results of third regression model in which 

weighted average cost of capital (WACC) has been taken as dependent variable 

indicate that the variables of board structure and firm size negatively affect WACC. 

Again, the findings provide support that governance practices results in decreasing 

WACC. Therefore, this research concludes that better governance practices in Asian 

firm is helpful in achieving lesser cost of capital.  

In order to verify the findings and for checking robustness of results related to 

governance practices and cost of capital, the association of governance practices and 

firm’s profitability is also determined. The results of fourth regression model in which 

sales growth (SALESGROW) has been taken as dependent variable demonstrate that 

the variables of BS, OWN, AI, ROA and Volatility have positive and significant 

association with SALESGROW. So, this study shows support in favor of conclusion 

that better corporate governance results in higher sales growth for Asian 

multinationals. The results of fifth regression model in which ROA has been taken as 

dependent variable demonstrate that the variables of BS, AI and sales growth have 

positive and significant association with ROA. So, this study provided support in 

favor of conclusion that better corporate governance results in higher ROA for Asian 

multinationals. Therefore, this study concludes that better governance practices in 

Asian multinationals is helpful in achieving higher firm’s profitability.  
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6.3 Contributions:  

The main contributions of this research involving new information and 

knowledge are described below:  

1. This study determines correlation of governance practices with cost of equity, 

cost of debt and WACC.  

2. Moreover, the validity and robustness of findings related to cost of capital has 

been also examined through sales growth and ROA.  

3. There are obvious indications in the results that governance practices do 

influence the cost of capital and corporate profitability. For example, board 

size and CEO duality negatively and significantly related with capital cost in 

almost all regression models, whereas, board structure / board independence, 

ownership concentration and audit committee independence have positive and 

significant relationship with business profitability in almost all regression 

models.   

4. Therefore, implementation of governance practices based on relevant 

empirical literature will assist the firms in lowering the capital cost and 

increasing the value and profitability of the organizations. Accordingly, it 

would result in positive contribution in GDP growth of Asian countries.  

5. Determining the pattern of relationship of governance practices with capital 

cost and firm profitability in Asian countries presents good opportunity for the 

academicians and practitioners in understanding role of governance practices 

in economies other than the developed and big economies like UK, US and 

other European economies.  

6. This research also provided the evidence that the variable of board structure in 

Asian countries is an endogenous variable which is being affected by the 

instrumental variables namely board size and CEO duality.  

7. Moreover, this study has determined for the first time the relationship of 

governance practices with capital cost and corporate profitability of largest 

multinational companies of the world in Asian countries.  

8. This research would be very useful for the policy makers in Asian countries 

specifically and in developed countries generally.   

 

6.4 Implications: 

The outcomes of this research have policy implications for all the 

organizations in general and for the multinational firms in particular for Asian 

countries. The organizations should be able to predict effects of their decisions on 

Equity cost, debt cost, WACC, sales growth and ROA when they are changing or 

modifying the governance practices.  

The outcomes of this research have implications for directors, shareholders, 

decision makers, educationists, investors, stock exchange market and managers. The 

institutional investors and large investors appraise their investment of funds in 

businesses and consider the status of their future positions in a structured manner. The 

institutional investors and large investors may change their perspectives after 

considering findings of this study regarding role of governance variables in affecting 

the capital cost and corporate profitability.  
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6.5. Limitations of the Research: 

1. This study includes only the large multinational firms for the analysis which is 

clearly perilous in generalizing findings of this research to all the listed firms 

in Asian countries or other economies but it builds understanding regarding 

the role of governance variables in Asian countries. 

2. This research has not included the financial companies in final sample due to 

different structure and operations of the financial companies. 

3. This study has not included the companies of developed countries like US, UK 

and other European countries. 
 
 

6.6 Directions for Future Prospects: 

The future research could concentrate on extending this study in various 

directions. Some of these directions are identified as follow: 

1. Firstly, main focus of this research was determining relationship of 

governance practices with capital cost and corporate profitability for larger 

multinational companies in Asian countries. Although larger multinational 

firms play significant roles in each economy but role of other firms can’t be 

ignored. Therefore, the future researchers could clarify these effects in small, 

medium and public firms. 

2. Secondly, conducting the same investigations in other economies would assist 

in clarifying the precise role of governance practices on capital cost and firm 

profitability. Therefore, the relationship of governance practices with capital 

cost and firm profitability should be determined in other economies also.  

3. Thirdly, every economy has its own attributes and characteristics; therefore, it 

is harder to offer standardized guidelines for all firms and countries. The 

guidelines and recommendations should rely on specific attributes and 

characteristics of each country and economy. Therefore, separate analysis of 

each country should be conducted in future research. 

4. Fourthly, utilization of more specific periods in future research would assist in 

developing new insights of governance practices. By focusing on the crisis 

periods and evaluating the board performance and comparing the board 

performance with other times periods can clarify the board dimensions in a 

better way. 

 

5.8 Summary of the Chapter: 

This section offers a conclusion for association of governance practices with 

debt cost, Equity cost, WACC, sales growth and ROA for larger multinational 

companies in 24 Asian countries. This section also discusses contributions of this 

research, implications and limitations. Lastly, some possible directions for future 

governance research are also provided. 

This study concludes that better governance practices results in reducing cost 

of capital and improving firms’ profitability for Asian multinational firms. Therefore, 

the regulators in Asian countries and policy maker in these multinationals need to 

focus on improving their governance structures in order to obtain benefits of lesser 

cost of capital and higher profitability. 
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The main contributions of this research involving new information and 

knowledge are described below. This determines the correlation of governance 

practices with Equity cost, debt cost, WACC, sales growth and ROA. 

Moreover, this study has determined for the first time the relationship of 

governance practices with capital cost and corporate profitability of largest 

multinational companies of the world in Asian countries. This research would be very 

useful for the policy makers in Asian countries specifically and in developed countries 

generally.   

The findings of this research have policy implications for all the companies in 

general and for multinational firms in particular for Asian countries. The 

organizations should be able to predict influences of their decisions on Equity cost, 

debt cost, WACC, sales growth and ROA when they are changing or modifying the 

governance practices.  
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APPENDICES 

 

Appendix I: Scoring Criteria and their Weights for QCG 

 

1. Number of INEDs in Board of Directors:  (Weight 25%) 

 

                                 Range            Score  

0%--------20%   1  

21%-------- 40%   2 

41%---------60%   3  

61%---------80%   4  

81% and above   5  

 

2. No. Of INEDs in Audit Committee:             (Weight 25%) 

 

                   Range            Score  

0%--------20%   1  

21%-------- 40%   2  

41%---------60%   3  

61%---------80%   4  

81% and above   5  

 

3. Ownership Concentration:                           (Weight 25%) 

 

      Range            Score  

0%--------20%   5  

21%-------- 40%   4  

41%---------60%   3  

61%---------80%   2  

81% and above   1 

 

4. CEO Duality:                                              (Weight 25%) 
 

Value of 0   2 

Value of 1   1 
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Appendix II: Corporate Governance Practices in Asian Countries 
Country Ownership 

Structure 

Board 

Structure 

Mandatory 

Audit 

Committee 

Requirement 

of CEO 

Separation  

Maximum 

Board 

Appointment 

Board 

Members 

Min-

Max 

Minimum 

Independent 

Directors 

China Concentrated 

ownership 

Dual 

Board 

Yes No 3 5-19 1/3 

Japan Concentrated 

ownership 

Hybrid 

Multiple 

Options 

Yes No ½ 3-No 

limit 

1/2 

South Korea Concentrated 

ownership 

Unitary Yes No 3 3-No 

limit 

>3 + 

majority 

or 25% 

Taiwan Concentrated 

ownership 

Dual 

Board 

Yes No 3 5-No 

limit 

20% and no 

less than 2 

Hong Kong Concentrated 

ownership 

Unitary Yes No 3 3-No 

limit 

3 and 1/3 

India Concentrated 

ownership 

Unitary Yes Non-

mandatory 

5 3-15 1/3 or 50% 

Pakistan Concentrated 

ownership 

Unitary Yes Required 3 7-No 

limit 

1 

mandatory 

or 1/3 

preferably 

Thailand Concentrated 

ownership 

Unitary Yes No 3 5-12 3 or 1/3 

Vietnam Concentrated 

ownership 

Dual 

Board 

Yes No 5 3-11 1/3 

Malaysia Concentrated 

ownership 

Unitary Yes No 3 2-No 

limit 

1/3 or 2 

Singapore Concentrated 

ownership 

Unitary Yes No 3 3-10 1/3 and 2 

Indonesia Concentrated 

ownership 

Dual 

Board 

Yes Required 5 2-No 

limit 

30% or 

50% 

Philippines Concentrated 

ownership 

Unitary Yes No 1 5-15 2 or 20% 

Russia Concentrated 

ownership 

Dual 

Board 

Yes Required 1 5-No 

limit 

2 or 25% 

Saudi 

Arabia 

Concentrated 

ownership 

Unitary Yes Required 3 3-11 1/3 and 2 
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Appendix III: List of Companies Included in Final Sample 

JAPAN  BRIDGESTONE TAIWAN FORMOSA CHEMICALS 

JAPAN  MARUBENI TAIWAN FORMOSA PETROCHEMICAL 

JAPAN  CENTRAL JAPAN RAILWAY TAIWAN   TAIWAN MOBILES 

JAPAN JAPAN TOBACCO TAIWAN  PEGATRON 

JAPAN ITOCHU TAIWAN  ACER INCORP. 

JAPAN CANON TAIWAN  INVENTEC CO. 

JAPAN PANASONIC TAIWAN  FAR EASTERN NEW CENTURY 

JAPAN EAST RAILWAY TAIWAN HON HAI PRECISION 

JAPAN NINTENDO TAIWAN QUANTA COMPUTER 

JAPAN HONDA TAIWAN UNI-PRESIDENT 

JAPAN NIPPON TT TAIWAN WISTRON 

JAPAN SOFTBANK TAIWAN PRESIDENT CHAIN STORE 

JAPAN DAIKIN INDUSTRIES HONG KONG LI & FUNG 

JAPAN SHIN-ETSU CHEMICAL HONG KONG NOBLE GROUP 

JAPAN MITSUBISHI MOTORS HONG KONG CHINA MOBILE 

JAPAN HANWA CO. LTD HONG KONG CHINA UNICOM 

JAPAN  
MITSUBISHI HEAVY 

INDUSTRIES 
HONG KONG CNOOC 

JAPAN  MITSUBISHI ELECTRIC HONG KONG HUTCHISON WHAMPOA 

JAPAN  TAKEDA PHARMACEUTICAL HONG KONG JARDINE MATHESON 

JAPAN NISSAN MOTORS HONG KONG CHINA RAILWAY GROUP 

JAPAN TOYOTA MOTOR HONG KONG CLP HOLDINGS 

JAPAN SEVEN & I HOLDINGS HONG KONG SWIRE PACIFIC 

JAPAN SUMITOMO HONG KONG LENOVO GROUP 

JAPAN SONY HONG KONG CHINA RESOURCES POWER 

JAPAN JX HOLDING HONGKONG ZTE 

JAPAN TOKYO GAS HONG KONG BEIJING ENTERPRISES 

JAPAN MAZDA HONG KONG SJM HOLDINGS 

JAPAN SUMITOMO ELECTRIC HONG KONG SHANGRI-LA ASIA 

JAPAN ALFRESA HOLDING HONG KONG TPV TECHNOLOGY 

JAPAN MITSUI CHEMICALS HONG KONG ZTE 

JAPAN SEGA SAMMY HONG KONG CHINA MENGNIU DAIRY 

JAPAN SHIONOGI SAUDI ARABIA SAUDI BASIC IND 

JAPAN MEDIPAL HOLDINGS SAUDI ARABIA SAUDI TANSEE 

JAPAN KAJIMA SAUDI ARABIA SAUDI ELECTRICITY 

JAPAN OBAYASHI SAUDI ARABIA SAUDI SAVOLA 

https://ycharts.com/companies/NOBGF
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JAPAN SUZUKI SAUDI ARABIA PETRO RABIGH 

JAPAN TOYOTA SAUDI ARABIA SAUDI ARABIAN MINING 

JAPAN FUJIFILM SAUDI ARABIA ALMARAI 

JAPAN OTSUKA HOLDINGS SAUDI ARABIA SAUDI ARABIAN FERTILIZERS 

JAPAN  TOKYO ELECTRIC POWER SAUDI ARABIA MOBILY (ETIHAD ETISALAT) 

JAPAN  KIRIN HOLDINGS SAUDI ARABIA SAUDI TELECOM 

JAPAN  ASAHI KASEI SINGAPORE WILMAR INTERNATIONAL 

JAPAN SUMITOMO METAL MINING SINGAPORE SEMBCORP INDUSTRIES 

JAPAN  FAST RETAILING SINGAPORE CHINA AVIATION OIL 

JAPAN  ASAHI GROUP SINGAPORE GOLDEN AGRI-RESOURCES 

JAPAN  ISUZU MOTORS  SINGAPORE KEPPEL CORP 

JAPAN  RICOH SINGAPORE OLAM INTERNATIONAL 

JAPAN  TORAY INDUSTRIES SINGAPORE SINGAPORE AIRLINES 

JAPAN  DAIICHI SANKYO SINGAPORE 
SINGAPORE TECHNOLOGIES 

(ST) ENG 

JAPAN  IDEMITSU KOSAN SINGAPORE SINGAPORE TELECOM 

JAPAN  KANSAI ELECTRIC POWER SINGAPORE CHINA AVIATION OIL  

JAPAN  NIPPON STEEL TRADING RUSSIA GAZPROM 

JAPAN  KONICA MINOLTA RUSSIA ROSNEFT 

JAPAN  MAKITA CORP. RUSSIA NOVATEK 

JAPAN  SHISEIDO GROUP RUSSIA MEGAFON 

JAPAN  TOKYO ELECTRON RUSSIA MAGNIT 

JAPAN  ASTELLAS PHARMA RUSSIA NORILSK NICKEL 

JAPAN  DAIWA HOUSE INDUSTRY RUSSIA SISTEMA 

JAPAN  FUJI ELECTRIC PHILLIPINES SAN MIGUEL 

JAPAN  SECOM PHILLIPINES SM INVESTMENTS 

JAPAN  TOBU RAILWAY PHILLIPINES PLDT 

JAPAN  NSK PHILLIPINES MANILA ELECTRIC 

JAPAN  LAWSON PHILLIPINES AYALA 

JAPAN  SHIMIZU PHILLIPINES ABOITIZ EQUITY VENTURES 

JAPAN  ORIENTAL LAND SOUTH KOREA LOTTE SHOPPING 

JAPAN SEIKO EPSON SOUTH KOREA LG CORP 

JAPAN UNICHARM SOUTH KOREA KOREA TELECOM (KT) 

JAPAN NIPPON EXPRESS SOUTH KOREA HYUNDAI WIA 

JAPAN NIKON SOUTH KOREA NHN (NAVER) 

JAPAN TAPPON PRINTING SOUTH KOREA SK HYNIX 

JAPAN JGC SOUTH KOREA SK TELECOM 

https://ycharts.com/companies/GARPF
https://ycharts.com/companies/SNGNF
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JAPAN MITSUBISHI CORP SOUTH KOREA HYUNDAI MOTOR 

JAPAN HITACHI SOUTH KOREA SAMSUNG ELECTRONIC 

JAPAN DENSO SOUTH KOREA E-MART 

JAPAN KDDI SOUTH KOREA HYUNDAI GLOVIS 

JAPAN MITSUI & CO SOUTH KOREA DAELIM 

JAPAN  OSAKA GAS SOUTH KOREA GS ENGINEERING 

JAPAN  TOSHIBA SOUTH KOREA HYUNDAI STEEL 

JAPAN  KOMATSU SOUTH KOREA LG DISPLAY 

JAPAN  INPEX SOUTH KOREA SAMSUNG C&T 

JAPAN  SUBARO (FUJI HEAVY IND.) SOUTH KOREA 
SAMSUNG HEAVY 

INDUSTRIES 

JAPAN  NEC SOUTH KOREA DOOSAN 

JAPAN  ALL NIPPON AIRWAYS (ANA) SOUTH KOREA HYUNDAI E&C 

JAPAN  OJI HOLDINGS SOUTH KOREA KOREA GAS 

JAPAN KYUSHU ELECTRIC POWER SOUTH KOREA SK INNOVATION 

JAPAN SUMITOMO CHEMICAL SOUTH KOREA LG CHEM 

JAPAN IHI CORPORATION SOUTH KOREA SK ELECTRIC POWER 

JAPAN HANKYU HANSHIN HOLDINGS SOUTH KOREA CJ CORP 

JAPAN TOYOTA BOSHOKU SOUTH KOREA DOOSAN HEAVY INDUSTRIES 

JAPAN ODAKYU ELECTRIC RAILWAY SOUTH KOREA S-OIL 

JAPAN 
KAWASAKI HEAVY 

INDUSTRIES 
SOUTH KOREA KIA MOTORS 

JAPAN YAMATO HOLDINGS INDONESIA PGN 

JAPAN SEKISUI CHEMICAL SOUTH KOREA POSCO 

JAPAN NIPPON YUSEN SOUTH KOREA HANJIN SHIPPING 

JAPAN SUMITOMO METAL MINING SOUTH KOREA HANWHA CORP 

JAPAN OLYMPUS SOUTH KOREA HANWHA CHEMICAL 

JAPAN NIPPON YUSEN SOUTH KOREA HYUNDAI HYSCO 

JAPAN TERUMO SOUTH KOREA HYOSUNG 

JAPAN YAMADA DENKI MALAYSIA GENTING 

JAPAN J FRONT RETAILING MALAYSIA TENAGA NASIONAL 

JAPAN KAWASAKI KISEN KAISHA MALAYSIA SIME DARBY 

JAPAN 
ISETAN MITSUKOSHI 

HOLDINGS 
MALAYSIA AXIATA GROUP 

JAPAN CHUBU ELECTRIC POWER  MALAYSIA IOI GROUP 

JAPAN JAPAN AIRLINES MALAYSIA IOI GROUP 

JAPAN COSMO OIL GROUP MALAYSIA PETRONAS DAGANGAN 

JAPAN SEKISUI HOUSE RUSSIA MAGNIT 
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JAPAN 
TAIHEIYO CEMENT 

CORPORATION 
RUSSIA SURGUTNEFTEGAS 

JAPAN TOKYU RUSSIA TATNEFT 

JAPAN ASAHI GLASS RUSSIA  RUSHYDRO 

JAPAN YAMAHA MOTOR RUSSIA MAIL.RU GROUP LTD 

JAPAN NITTO DENKO RUSSIA X5 RETAIL GROUP 

JAPAN SHOWA SHELL SEKIYU RUSSIA ALROSA 

JAPAN JTEKT RUSSIA INTER RAO 

JAPAN SUMITOMO RUBBER RUSSIA NOVOLIPETSK STEEL 

JAPAN KOBE STEEL RUSSIA SEVERSTAL 

JAPAN 
ELECTRIC POWER 

DEVELOPMENT 
RUSSIA UC RUSAL 

JAPAN RENESAS ELECTRONICS INDIA OIL & NATURAL GAS 

JAPAN SUZUKEN INDIA TATA MOTORS 

JAPAN MITSUBISHI MATERIAL INDIA LARSEN & TOUBRO 

JAPAN TOHOKU ELECTRIC POWER INDIA 
TATA CONSULTANCY 

SERVICES 

JAPAN TDK INDIA BHARAT PETROLEUM 

JAPAN DENTSU INDIA HCL TECHNOLOGIES 

JAPAN FUJITSU INDIA 
BHARAT HEAVY 

ELECTRICALS 

JAPAN WEST JAPAN RAILWAY INDIA HINDALCO INDUSTRIES 

JAPAN KAO CORP INDIA BAJAJ AUTO 

JAPAN MURATA MANUFACTURING INDIA NHPC 

JAPAN RAKUTEN INDIA ADANI ENTERPRISES 

JAPAN LIXIL GROUP INDIA NMDC 

JAPAN SMC CORP INDIA INFOSYS 

JAPAN 
KAWASAKI HEAVY 

INDUSTRIES 
INDIA BHARTI AIRTEL SERVICES 

JAPAN YAMATO HOLDINGS INDIA SUN PHARMA 

JAPAN SEKISUI CHEMICAL INDIA POWER FINANCE 

CHINA SOJITZ INDIA GRASIM INDUSTRIES 

CHINA KINTETSU INDIA JSW STEEL 

CHINA NIDEC INDIA HERO MOTOCORP 

CHINA JIANGXI COPPER INDIA JINDAL STEEL AND POWER 

CHINA HUADIAN POWER INDIA MAHINDRA AND MAHINDRA 

CHINA SHANGHAI ELECTRIC INDIA ITC INDIA 

CHINA BAOSHAN IRON & STEEL INDIA POWER GRID OF INDIA 

CHINA ANHUI CONCH  INDIA TATA STEEL 

CHINA 
CHINA NATIONAL BUILDING 

(CNBM) 
INDIA RELIANCE INDUSTRIES 
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CHINA TINGYI HOLDING UAE DP WORLD 

CHINA BYD CO UAE TAQA 

CHINA CHINA EASTERN AIRLINES UAE ETISALAT 

CHINA GREAT WALL MOTOR UAE 
EMIRATES INTEGRATED 

TELECOM 

CHINA FOSUN INT. LTD. THAILAND ADVANCED INFO SERVICE 

CHINA CHINA YANGTZE POWER CO THAILAND CP ALL 

CHINA HENGAN INTER. THAILAND 
TOTAL ACCESS 

COMMUNICATION 

CHINA MINMETALS  RESOURCE THAILAND CHAROEN POKPHAND FOODS 

CHINA CHINA COAL ENERGY THAILAND THAI BEVERAGE 

CHINA MAANSHAN IRON & STEEL THAILAND THAI OIL 

CHINA DONGFANG ELECTRIC  THAILAND PTT GLOBAL CHEMICAL 

CHINA CHINA NATIONAL MATERIAL THAILAND 
PTT GLOBAL COMPANY 

LIMITED (PCL) 

CHINA CHINA SOUTHERN AIRLINES THAILAND SIAM CEMENT 

CHINA TSINGTAO BREWERY THAILAND AIRPORTS OF THAILAND 

CHINA WANT WANT QATAR OOREDOO TELECOM 

CHINA TCL CORP QATAR INDUSTRIES QATAR 

CHINA CHINA COSCO HOLDINGS PAKISTAN OIL & GAS DEVELOPMENT 

CHINA ALUMINUM CORP OF CHINA KAZAKHSTAN 
KAZMUNAIGAS 

EXPLORATION 

CHINA CHINA OILFIELD SERVICES KUWAIT ZAIN TELE. SERVICES 

CHINA WEICHAI POWER VIETNAM PETROVIETNAM DRILLING 

CHINA PETROCHINA INDONESIA GUDANG GARAM 

CHINA SINOPEC INDONESIA TELEKOM INDONESIA 

CHINA CHINA SHENHUA ENERGY   

CHINA ANGANG STEEL    

CHINA GREAT WALL TECH.   

CHINA CHINA COMMUNICATION    

CHINA NETDRAGON WEBSOFT   

CHINA NETEASE   

CHINA YANZHOU COAL MINING   

CHINA ZIJIN MINING GROUP   

CHINA CHINA TELECOM   

CHINA CHINA STATE CONSTRUCTION   

CHINA 
CHINA COMM. 

CONSTRUCTION 
  

CHINA 
CHINA RAILWAY 

CONSTRUCTION 
  

CHINA 
HUANENG POWER 

INTERNATIONAL 
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CHINA 
CHINA MERCHANTS 

HOLDINGS 
  

CHINA 
CHINA RESOURCES 

ENTERPRISE 
  

CHINA TOSOH   

CHINA 
CHINA INTERNATIONAL 

MARINE 
  

CHINA CHINA NATIONAL CHEMICAL   

CHINA HAINAIN AIR LINE   

CHINA TENCENT HOLDINGS LTD.   

TAIWAN  ASUSTEK COMPUTER   

TAIWAN  MEDIATEK   

TAIWAN  DELTA ELEC   

TAIWAN CHUNGHWA TELECOM   

TAIWAN  NAN YA PLASTIC   

TAIWAN TAIWAN SEMICONDUCTOR   

TAIWAN FORMOSA PLASTIC   
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