The impact of Board Composition and Board Size on Financial Performance: Evidence

from Banking sector of Pakistan

By

Muhammad Sohail

01-229112-016

A thesis presented to Bahria University, Islamabad in partial fulfillment of the
requirements for the degree of Master of Philosophy

January 2014



viii
Table of Contents

SUBMISSION FORM OF THESIS FOR HIGHER RESEARCH DEGREE BAHRIA
BEIVERSITTY, ISLAMABAD .......cccccnniinmonssiensessessnssssssssasssssssesassnsssssnssnssssssnsssssassssssssssssasassses i
BRIV AL SHEET .oiaiiinfiinatil i ininisssas i s sony 1ii
B ARATION OF AUTHENTICA TTOR G s snannnsnmssnasamnsmvmasmsmisummmis v
B (Bt e e e e S R SRR S ee E E 1
BT RODUCTEION. eriiiitiiaiminiirmssiysrii it o atisds it vk b i it 3
BB RC ORI O TSI 5o gusossssnsnrnins Ginismaamn s R T T AT i 3
B roblem StaleIEnt: oo mis s it s v et s s o S ot OO 7
P Research Objectives and Research QUESHONS i« iisiisuiiiniissisisimssvmssiinsiismsnienin 7
1.4 Significance of the StUAY ........ccooioiieii e s 8
s Sirciure i Hhe G S SET AR s s e T s e e B 10
ELLEERALURE RENTEW oo o s e s s s i 12
B Do OmpOSINON orn s e R g s sy as s ke s e 15
Ll INuenenae il DOAth. . ifiaiosin bkt S s et itk s it 20
2.1.2 Dependent DITECIOT ......c.cvuiiiriiiriiiciiie sttt ettt es et ee s s
£ 2 Board S1ze i iiaiis il s T e B R 30
£ e e e TR DL VS i ms o e R T B S R A S R B es 33
2.2.2 Resource Dependency PersSpectiVe .........covvveuiriieieiiisiesieieee et eee e 34
T T OFINATICE it et Bl e i et P e R e P e et et e 36
v 4 Banlking Indisteysan PaliSaN . cvanvsen s i s s i s s i T e 38
B THEORETICAL FRAMEWORI - i mnisssi s i s s i 43
4.1 hcorctical Framework ol the Sl e a st b R A e b iRt R s 46
4. RESEARCH METHODOLOGY ....coooiiiiiiiiiieesee e 50
gl Researeh P loSOpl Y iviinra ittt i i b o fos i 50
2 Besearel Parad) ol v e nmmn o I A R S 50
g 3 inie HOTZAE v it i i s i e o s s A S s KRR SRS 50
ek LI aranaly SIS s e R R R e e D b s el 50
4.5 S0UrCe OF dALA. «...oovviiiiiiiiieee ettt et eae e enteeaeenes 50
4.6 Populationaand Sampling...iiuassmsisisiicibismimmmtiimsns s st 51

K GO ITIC | SO NI s ates s o R P O G R B A S i e eamines 51



Bt fication Of eConOmetrIC 1ol QBB e cociiciaciinssssinsssnsinsanionisnssapatansans 51
BERTiables SpeCITiCAtION: .. ocivviivivrmvinssnta il M MBI ey iih e tusossanessunsinsarassssssnsasntsnteshhasaimaasniss 52
BN SULTS AND DISCUSSION . cooiiioin o ieisssssssrimssssssssssssarsssssyssasassss s sssssssmsns 54
B 5] - DeseriDEIVE SASHES quidiinmid f R v dee o bt i s b e AR S S AT 54
=2 Repression yesults-of Retuin GReil SRl I s s s s A TR s 56
Table 5.3: Regression results of Return on EQUILY ....ccoooieiiiiiiiiiicee e L)
fiable 5.4 Generalize least square (GLS) results of return on asset........ccccccvccivcciincrcinsscnsncsans 58
Rable 5.5 Generalize least square (GLS) results of return on equity ..........ccccccievaciisarcsnasenesssusenses 59

Table 5.6 Generalize least square (GLS) results of return on asset in the presence of Leverage. 61

Table 5.7 Generalize least square (GLS) results of return on equity in the presence of Leverage.

Table 5.8 Generalize least square (GLS) results of return on asset in the presence of Bank size.65

Table 5.9 Generalize least square (GLS) results of return on equity in the presence of Bank size.

....................................................................................................................................................... 67
Table5.10: Correlated Random Affects — Hausman Specification Test.........cccooevevvieecieciieenenee. 69
11 -Discnssion on iy poLGES PIOROSE ot v i G e e e S e 70
6 CONCLUSIONS AND RECOMMENDATION .....coooiiiiiiiiiiiiie et 75
b1 LiMitations il e o T IR DRL L SR 78
6. Futiie ditect ansds B eeomimE gt animm s s e e e 78
RETETEIICES ...ttt ettt sttt ettt e et e e sas e e e ateeeaeeerbeeesseeesseeaseeenneeeseesrseeaneeens 79
DD IR e i e et e e s P S S i s R e e e SR 83
Table :A Random Affect Model Results for Return on ASSet........suusmsemssssmmmnissisavasssing 83



Running head: IMPACT OF BAORD COMPOSITON & BOARD SIZE 1

ABSTRACT

The respective literature on the theory of the firm and corporate governance suggest that
a firm’s board of directors is an important institution for mitigating the agency problem that
arises with absentee ownership. The agency problem in this context is that the interests of
management may differ from the interests of the shareholders and that management may make
business decisions in response to the former rather than the latter. The role of the board is, in
part, to deal with this potential conflict of interest, and thus reduce agency costs. The
affectiveness of the board is also considered a very potential determinant of financial
performance. The influence of board size and board composition on firm valuation and
performance has been an issue in the financial as well as the organizational economics literature.

Through substantive literature review the aim and objective of the study was to
investigate and empirically determine the impact of board composition and board size on banks
financial performance in Pakistan. Proportion of independent directors, and corporate board size
was incorporated as the explanatory variable of the study. The financial performance will be
incorporated as a dependent variable. Accounting base measure for measuring the banks
performance (ROA & ROE), was used to measure the financial performance of the banks in
Pakistan. Leverage and size of the bank are incorporated as control variable. The study also
aimed to addressed the question substantively that whether its board size or board composition
which is most crucial for the financial performance of banking sector in Pakistan. To empirically
determine the relationship among board size, board composition and performance in the banking
sector of Pakistan.

Cross sectional time series panel data ranging from 2007-2012 was collected from the

financial statements of the respective banks. A panel data ranging from 2007-2012 was collected
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from the financial statements of the banks comprising 174 observations. According panel data
model analysis the presence of independent directors on bank’s board has a potential impact on
bank financial performance in Pakistan. The statistical measure signifies that both of the
accounting base measure of firm performance has a strong causal correlation with proportion of
independent directors on banks board. Corporate board size which is the second explanatory
variable of the study was also proven significant to affect the banks financial performance in
Pakistan. The panel data model estimated through generalized least square method signifies the
significant causal relationship between banks financial performance and board size of the banks

in Pakistan.
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