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Abstract 

Over the last twenty-five years, concerns about inadequate corporate governance (CG) 

practices have led to a plethora of legislative amendments, and to the issuance of many 

‗best practice‘ CG codes or guidelines world-wide. This thesis examines a series of 

related research questions on outcomes of CG practices, all in the context of one 

emerging economy, Bangladesh. Specifically, I examine, in the Bangladesh setting: the 

determinants of country-level CG reform; the influence of country-level reform and 

firm-characteristics on firm-level CG practices; the influence of firm-level CG ‗quality‘ 

on corporate transparency; and the association between a firm‘s CG and its financial 

performance, its stock market liquidity, and its cost of (equity) capital. 

These questions are particularly relevant to Bangladesh, where reform has occurred 

since the early 1990‘s, mostly funded by International Financial Agencies (IFAs), with 

the aim of substantially improving the quality of CG. The low base from which reform 

began makes Bangladesh an especially interesting setting in which to study the reform 

process overall, and its implications for individual firms. Other characteristics that make 

Bangladesh an interesting setting are the historically limited incentives for public 

companies to be more transparent in their reporting practices, the limited role played by 

institutional investors in pressuring companies to improve their CG practices, the 

largely ‗unsophisticated‘ shareholder base, comparatively weak and out-dated laws to 

protect the rights of minority shareholders, and doubts about the effectiveness of 

monitoring and enforcement in curbing undesirable behaviour in financial markets.  

I have used many data sources. To measure governance quality, I constructed a 

comprehensive checklist for non-financial listed companies considering all relevant 

laws in Bangladesh, and corporate governance appraisal systems used elsewhere. To 

assess transparency I have used the three reporting lag measures of Dyer and McHugh 

(1975) along with the timeliness metrics of Beekes and Brown (2006), and a news 

difference measure of timeliness following Beekes and Brown (2007). When examining 

the relationship between CG quality and performance, I have used both accounting and 

market based performance measures. Finally, I have employed three liquidity measures 

(average trading value, average trading frequency, and Amihud‘s illiquidity ratio 

(2002)), and three risk measures (stock volatility, semideviation with respect to the 
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mean, and market beta) to answer the questions relating to stock market liquidity and 

the cost of (equity) capital. 

My sample comprises 2,305 firm-year observations of all non-financial companies 

listed on the Dhaka Stock Exchange (DSE) over the 14 years from 1996 to 2009. My 

main findings are: (i) in spite of the number of reform initiatives undertaken since the 

early 1990‘s, there is scope for further improvement, particularly in monitoring and 

enforcement by regulators; (ii) both external bodies, particularly the IFAs, and domestic 

forces have affected the extent of CG reform in Bangladesh; (iii) CG regulations take 

effect over time; (iv) firms differ in their decisions to adopt governance mechanisms, 

presumably because of heterogeneity in the costs and benefits of adopting particular 

mechanisms; (v) better-governed firms in Bangladesh are timelier in disclosing value-

relevant information inasmuch as their price discovery is faster; (vi) higher governance 

quality is associated with better accounting performance, higher future stock market 

returns, and higher firm values; (vii) better-governed firms enjoy higher stock market 

liquidity; and (viii) governance quality is associated with a lower cost of capital under 

some measures. 

The area of CG is so large that all issues cannot be covered in a single Ph.D. thesis. 

Apart from the lack of an agreed unified theory of CG, there are many other research 

issues to consider. They include whether a weighting scheme should be applied when 

reducing the components of CG to a single-value index, endogeneity between 

governance and the matters under investigation, and the paucity of data relating to 

emerging markets. Nonetheless, perhaps my findings will be an encouragement to 

regulators in emerging countries like Bangladesh in that their efforts to improve CG do 

not appear to be misplaced. Individual firms may also be encouraged by my findings to 

improve further their CG practices and to reap economic benefits in return.  
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Chapter 1 
Introduction 

1.1 Background 

Corporate governance (CG) is about balancing divergent interests in the pursuit of value 

creation for the benefit of a wide constituency (Clarke 2005). Concerns due to perceived 

inadequacies in CG practices and responses by way of introduction of corporate 

governance-related acts, codes, guidelines, or rules appear to have originated in the 

United States and United Kingdom, but they are now a widespread phenomenon. 

Emerging nations like Bangladesh are no exception.
1
 A lack of investor (local as well as 

foreign) confidence in the operation and regulation of the capital market in Bangladesh, 

exacerbated by weak regulatory enforcement, poor corporate governance practices and 

the slow development of capital market infrastructure, are the main reasons cited for its 

relatively undeveloped capital market in comparison to its counterparts in the South 

Asian region (The Daily Star 2004; Du 2006; Farooque, van Zijl, Dunstan, and Karim 

2007a).
2
 To improve the situation, various reform programs, including corporate 

governance reform, have been undertaken in Bangladesh over the last few years. The 

reforms, particularly the introduction of a set of CG guidelines in 2006, have created a 

rich research opportunity.  

A number of prior studies have examined different CG related issues in respect of 

Bangladesh. They include: (i) the development of accounting and auditing standards 

(Mir and Rahaman 2005); (ii) a critical evaluation of CG reforms including CG 

guidelines and regulatory requirements with respect to the timeliness of financial 

reporting (Imam, Uddin, and Hasan 2001; Ahmed 2003; Karim and Ahmed 2005; 

Solaiman 2005; Karim, Ahmed, and Islam 2006; Reaz and Arun 2006; Solaiman 2006; 

Rahman 2007; Rahman and Azim 2007; Bhuiyan, Hossain, and Biswas 2008; Siddiqui 

2009; Mohiuddin 2012); (iii) the impact of individual governance characteristics such as 

ownership structure, board composition, CEO duality,
3
 executive compensation, or a 

                                                 
1
  The classification of ‗developing‘ and ‗emerging‘ nations is somewhat arbitrary. For the purpose of 

this thesis, the terms are used interchangeably to refer to countries listed as ‗emerging and developing 

countries‘ by the International Monetary Fund‘s World Economic Outlook report (IMF 2012, 182). 

2
  An overview of the Dhaka Stock Exchange Limited (DSE), the primary exchange in Bangladesh, is 

given in Appendix A. 

3
  In case of CEO duality, the CEO also serves as the board chairperson. 
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measure of overall governance quality on firm performance (Farooque 2007; Farooque 

et al. 2007a; Farooque, van Zijl, Dunstan, and Karim 2007b; Haque 2007; Imam and 

Malik 2007; Rashid 2009; Farooque 2010; Farooque, van Zijl, Dunstan, and Karim 

2010; Rashid, Zoysa, Lodh, and Rudkin 2010); (iv) audit firm and audit fees related 

issues such as the determinants and drivers of non-audit service fee in Bangladesh 

(Habib and Islam 2007), effect of audit firm quality on the quality of earnings (Kabir, 

Sharma, Islam, and Salat 2011); (v) firm-specific determinants of income smoothing 

(Habib 2005), and corporate ownership structure (Farooque 2010) ; and (vi) reporting 

on CG and its determinants (Al-Amin and Tareq 2006; Khan and Hossain 2006; 

Bhuiyan and Biswas 2007; Uddin 2008; Khan, Muttakin, and Siddiqui 2012).  

The above-mentioned studies have contributed to our knowledge with regard to a 

number of matters but other important issues have yet to be researched. For example, 

Haque (2007) examined the influence of CG quality on a firm‘s access to finance and 

financial performance in Bangladesh. For his study, Haque developed a questionnaire, 

and constructed a Corporate Governance Index (CGI), composed of 41 dichotomous 

variables, mostly based on 140 responses from company officials and some from 

publicly available annual reports. Using the CGI and one year‘s data,
4
 he found that CG 

quality in Bangladesh is negatively associated with a firm‘s cost of capital, measured by 

dividend yield, and positively associated with financial performance. In another related 

study, using eight years data from 1999-2000 to 2006-2007 for a sample of 104 

companies listed on the Dhaka Stock Exchange, Rashid (2009) examined the 

association between firm performance and several CG-related variables, such as 

ownership structure, board composition, board leadership structure, executive 

compensation, and capital structure.  

Although my thesis also examines these questions, it is different in a number of 

important respects. First, instead of relying on questionnaire survey responses or 

individual governance mechanisms, a CG quality index (GovScore) is constructed using 

publicly available information in companies‘ annual reports. Second, the scope of my 

study is wider, with 2,305 firm-year observations of non-financial companies covering 

14 years data from 1996 to 2009. Third, the measures I use to proxy for the cost of 

capital are different. Finally, I consider a number of other questions not previously 

                                                 
4
  Haque (2007) used six years data (1999 to 2004) to calculate stock beta and five years data (where 

available) to calculate average asset growth. 
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documented, such as the drivers of CG reform and the diffusion of governance practices 

at the firm level
5
 and the relationship of CG quality to stock market return, market 

liquidity, and the timeliness of price discovery.  

1.2 Research Questions 

This thesis considers ten related research questions, all in the context of an emerging 

economy, Bangladesh. In Chapter 2, three research questions are discussed: (1) What is 

the history of CG reform in Bangladesh? (2) What explains the introduction of the 2006 

CG guidelines in Bangladesh? (3) How do country level initiatives to improve CG 

influence firm-level practices of CG? Answers to these questions will contribute to our 

understanding of how reform takes place, the principal drivers of such reform, and how 

the reform affects firm-level CG practices. In Chapter 3, I discuss different ways of 

measuring CG quality. Using a composite measure of CG quality, I consider three more 

research questions: (4) Which firms are first to change their governance practices and 

what are their differentiating characteristics? (5) What explains differences in CG 

practices across firms in one year relative to another? (6) What explains differences in 

CG practices across firms at a given point of time? Chapter 4 addresses the question, (7) 

Are better governed firms more transparent in Bangladesh? Chapter 5 then asks, (8) To 

what extent does corporate governance explain corporate performance? Finally, two 

research questions are examined in Chapter 6: (9) Are CG quality and equity market 

liquidity related? (10) Is CG quality related to the cost of (equity) capital?  

The questions themselves are important, particularly for an emerging country like 

Bangladesh where: (i) International Financial Agencies (IFAs) play a key role in reform 

activities, including CG reform which may not be entirely relevant to its socio-

economic characteristics (Siddiqui 2009); (ii) the motivation to be more transparent on 

the part of public limited companies is relatively low, as financial statements are 

primarily oriented to the reporting requirements of tax authorities (Farooque et al. 

2007a); (iii) institutional investors appear to have limited influence on corporate 

behaviour, and most investors have limited knowledge of company fundamentals and 

                                                 
5
  Siddiqui (2009) and Rashid (2011) examine, from a legitimacy perspective, CG reforms including the 

development of CG guidelines in 2006. They also refer to the roles and influence of International 

Financial Agencies (IFAs), and the contents of CG guidelines. They do not explain the ground-level 

activities undertaken by those IFAs in this process, neither do they refer to the diffusion of CG 

practices at the firm-level. 
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capital market operations (Farooque et al. 2007a; Chowdhury 2012); (iv) capital market 

regulators are less effective in combatting market anomalies (Enquiry Committee 

Report 1997, 2011); and (v) the law protecting minority shareholders‘ interests is 

comparatively weak and out-dated, and there is limited enforcement of the law that does 

exist (World Bank 2002, 2009). 

In such an environment, by assessing these research issues, my study will contribute to 

the literature on CG in developing countries. Further, I provide a detailed account of CG 

in Bangladesh in a way designed to help policy makers when formulating future policies 

on CG not only in Bangladesh, but also in other countries in similar circumstances. 

1.3 Method 

A number of methods are applied when addressing the above research questions. In 

Chapter 2, secondary data sources such the publications of the World Bank (2003, 

2009), the Asian Development Bank (ADB 1989, 1998, 2005a, 2007) along with 

information disclosed in company annual reports with respect to the compliance with 

the CG guidelines, are utilised. To answer the research questions of Chapter 3, a 

comprehensive checklist of CG quality is constructed for non-financial companies listed 

on the Dhaka Stock Exchange, after considering all relevant laws in Bangladesh, and 

corporate governance appraisal systems used elsewhere. Along with the three reporting 

lag measures of Dyer and McHugh (1975), I also use the timeliness metrics of Beekes 

and Brown (2006), and the news difference measure of timeliness following Beekes and 

Brown (2007). When examining the relationship between CG quality and performance, 

I use both accounting and market based performance measures. Finally, three liquidity 

measures (average trading value, average trading frequency, and Amihud‘s illiquidity 

ratio), and three risk measures (stock volatility, semideviation with respect to the mean 

and market beta) are used to examine the research questions of Chapter 6. 

1.4 Summary of Findings 

A number of reform programs have been undertaken in Bangladesh progressively since 

the early 1990s to strengthen internal corporate governance, the protection and 

empowerment of minority shareholders, disclosure requirements, and monitoring and 
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enforcement of legal provisions; but there is scope for further improvement
6
 particularly 

in monitoring and enforcement. I find some evidence that both external and domestic 

forces have affected CG reform in Bangladesh. At the firm-level, I find listed 

companies in Bangladesh have been increasing their level of compliance with the CG 

guidelines, suggesting that regulations take effect over time. Regulations also seem to 

have been followed by a reduction in reporting lags in Bangladesh. I find evidence 

consistent with better-governed firms in Bangladesh being timelier in disclosing value-

relevant information inasmuch as their price discovery is faster, and that higher 

governance quality is associated with better accounting performance, higher future 

stock market returns, higher stock market liquidity, and to some extent a lower cost of 

capital. 

1.5 Limitations  

Like all studies, mine has its limitations. Conceptually, conflicts among theories of CG 

and a lack of well-defined boundaries of CG have resulted in no single, agreed, best 

measure of CG quality. Disagreement also exists regarding which, if any, component 

weighting scheme should be followed when constructing a composite measure of CG 

quality. Apart from these issues, since the optimal governance choice probably differs 

among firms depending on their operating environment, their stage in the firm life-cycle 

and so forth, the composite measure used in this study is unlikely to be the most 

appropriate for all purposes. Furthermore, since studies of the relationship between 

governance and performance tend to suffer from different forms of endogeneity, I could 

not address all endogeneity issues that may have arisen and as a consequence, my 

results indicate ‗association‘ rather than ‗causation‘.  

Lack of a CG database for Bangladesh has forced me, as an outsider observer, to use 

only publicly available information, which I have sourced from published annual 

reports. Therefore, my measures encompass only those aspects of governance that can 

be reasonably inferred from disclosures in annual reports. Finally, the unavailability of 

data, a common problem in studies of emerging markets, does not allow me to use 

                                                 
6
  It is also supported by the finding presented in Appendix B, where the mandatory disclosure 

requirements of the regulatory agencies in Bangladesh are compared to the ISAR (International 

Standards of Accounting and Reporting) benchmark of 52 items as of the 2009 revision. Out of the 25 

emerging countries, Bangladesh was ranked 22 (jointly with the Czech Republic). 
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either ex-ante measures of the cost of capital or trade based measures of liquidity, which 

often are considered superior to the measures I have used. 

1.6 Outline of Remaining Chapters 

The research questions listed in Section 1.2 are examined in Chapters 2 to 6; a summary 

of the entire thesis is presented in Chapter 7. Each Chapter is self-contained, although 

all references are listed at the end of Chapter 7. While I have attempted to avoid undue 

repetition, for ease of exposition, some repetition is employed. Appendix A contains an 

overview of the Dhaka Stock Exchange; Appendix B contains the ranking of 25 

emerging countries, including Bangladesh, based on their mandatory disclosure 

requirements when compared to the ISAR; Appendix C contains the CG guidelines that 

were implemented in Bangladesh in 2006; and Appendix D contains my CG checklist 

along with supporting papers.  
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Chapter 2 
Country-Level Corporate Governance Reform: 

Drivers and Implications 

2.1 Introduction 

Governance arrangements observed in a particular country evolve over many years, 

even over centuries, although country-wide changes may be introduced in response to a 

spate of corporate failures or systemic crises. For example, a well-documented 

governance failure in the 1700s (the South Sea Bubble) revolutionized the then business 

laws and practices in England while much of the securities laws in the United States 

date from the stock market crash of 1929 and the accounting scandals of 2001 (Iskander 

and Chamlou 2000; Thompson 2003). Although corporate failures or systemic crises are 

often considered to be the major drivers of CG reforms in many countries, it would be 

unreasonable to think that, in order for change to happen, there must be a crisis. In 

addition to scandals and corporate crises, Steger and Amann (2008), for example, 

identified a number of drivers of CG reforms in France, Germany, the UK, and the 

USA: (a) internationalized capital markets; (b) the harmonization of capital markets 

through political power; (c) the growing emphasis on investment for a broader part of 

the population; and (d) privatization. It is to be noted that drivers of CG reforms extend 

beyond these factors (Hermes, Postma, and Zivkov 2006). 

The factors identified by Steger and Amann (2008) and others also apply in other 

jurisdictions. As countries differ in terms of their economic, social, cultural, political 

and legal development, the drivers of CG reforms may also differ from one country to 

another. Interesting questions, therefore, remain as to how CG reforms take place, 

which factors are driving such reforms, and how firms adapt to developments at the 

national level. Consequently, some researchers have examined the worldwide diffusion 

of CG codes (Aguilera and Cuervo-Cazurra 2004; Cuervo-Cazurra and Aguilera 2004; 

Zattoni and Cuomo 2008; Aguilera and Cuervo-Cazurra 2009; Haxhi and van Ees 2010) 

while some have examined the degree of compliance by firms with national CG 

standards (Werder, Talaulicar, and Kolat 2005; Arcot and Bruno 2006; Goncharov, 

Werner, and Zimmermann 2006; Gupta and Parua 2006; Nowak, Rott, and Mahr 2006; 

Cleyn 2008; Arcot and Bruno 2009; De Castro 2009; Arcot, Bruno, and Faure-Grimaud 

2010; Henry 2010) and others have concentrated on drivers of CG reforms in the 
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context of a mature capital market (Hermes et al. 2006). Understanding the diffusion of 

CG standards in emerging markets is also important, since they often present different 

socio-political and economic environments in comparison to developed countries and 

therefore the drivers of CG reforms may differ (Daniel, Cieslewicz, and Pearson 2011; 

Adegbite 2012).  

Because little is known about the drivers of CG reforms in emerging markets, this 

chapter addresses three related research questions: (1) What is the history of CG reform 

in Bangladesh? (2) What explains the introduction of CG guidelines in Bangladesh? and 

(3) How have the country-level initiatives to improve CG influenced the firm-level 

practices of CG? This study is important in the sense that it will contribute to our 

understanding on how reforms take place, their principal drivers, and how they affect 

firm-level CG practices, all in the context of an emerging market. 

The remainder of this chapter is organized as follows. Section 2.2 reviews the 

definitions of CG and the approach taken. Section 2.3 discusses the agency environment 

and different country-level CG reforms undertaken in Bangladesh. Drivers of CG 

reforms in Bangladesh are discussed in Section 2.4. Section 2.5 discusses the 

implications of external CG reforms for firm-level practices. A discussion of the 

implications of national-level CG reforms for this thesis follows in Section 2.6. A 

summary is presented in Section 2.7. 

2.2 Defining Corporate Governance 

There is no universally accepted definition of CG. The definition of the Cadbury 

Committee (1992, para. 2.5) is that ―corporate governance is the system by which 

companies are directed and controlled.‖ Another definition is provided by OECD (2004, 

11): CG is ―a set of relationships between a company‘s management, its board, its 

shareholders and other stakeholders. Corporate governance also provides the structure 

through which the objectives of the company are set, and the means of attaining those 

objectives and monitoring performance are determined.‖ In the emerging market 

context, where the expropriation of the rights of minority shareholders by controlling 

shareholders is not uncommon, a suitable definition of CG could be that offered by 

Mitton (2002, 216): ―corporate governance is the system by which minority 

shareholders are protected from expropriation by managers or controlling shareholders.‖ 
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There is an old debate as to whom the board of directors of a company should be 

responsible. Is it only the shareholders, who are the legal owners of the company, or is it 

society at large? Shleifer and Vishny (1997, 737) take the view that ―corporate 

governance deals with the ways in which suppliers of finance to corporations assure 

themselves of getting a return on their investment.‖ While one may consider this as too 

narrow a definition, Brown, Beekes and Verhoeven (2011a) argue that this definition 

captures the common concern in the finance literature with agency costs and their 

resolution.  

Although the responsibility to shareholders, particularly to minority shareholders, is 

vital in any CG framework, I take a broader view of CG consistent with the company 

being responsible to society at large. This is the view of Sir Adrian Cadbury, who notes 

that (Sir Adrian Cadbury in Iskander and Chamlou 2000, vi): 

Corporate governance is concerned with holding the balance between 

economic and social goals and between individual and communal goals. 

The governance framework is there to encourage the efficient use of 

resources and equally to require accountability for the stewardship of those 

resources. The aim is to align as nearly as possible the interests of 

individuals, corporations, and society. The incentive to corporations and to 

those who own and manage them to adopt internationally accepted 

governance standards is that these standards will help them to achieve their 

corporate aims and to attract investment. The incentive for their adoption 

by states is that these standards will strengthen the economy and discourage 

fraud and mismanagement. 

This above view not only considers the ambit of CG but also sheds light on one of the 

rationales for adopting CG standards at the national level, and for practising those 

standards at the firm-level. This chapter examines the relevance of this view in the 

context of an emerging capital market, by considering the three related research 

questions stated in Section 2.1.  

2.3 The Agency Environment and Corporate Governance Reforms in 

Bangladesh 

Most publicly listed companies in Bangladesh are controlled by families.
7
 Family 

members in Bangladesh tend to exercise their control through direct and indirect 

                                                 
7
  Imam and Malik (2007) report that the top 3, top 5 and top 10 shareholders in Bangladesh own on 

average 32.33%, 36.96%, and 41.06% of shares in listed public limited companies respectively. They 

note that these top shareholders are mostly members of controlling families. 
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(sometimes called ―beneficial‖) ownership, and by being actively involved in company 

management either personally or through family ties. Different reasons have been 

offered in the literature for such extensive family control. Burkart, Panunzi and Shleifer 

(2003), for example, propose three broad theories to explain family control. The first is 

called the ―amenity potential‖ of family control, where the founder enjoys mental 

satisfaction when he finds his children running the business bearing the family name or 

when the business sponsors or influences major social, political or cultural events. In 

such circumstances, families will try to maintain control as long as they can. The second 

is ―reputational benefits‖, which would be diluted if control is surrendered to outsiders. 

The third theory relates to the possibility of expropriation of ownership rights by 

professional managers when control is surrendered.  

As the controlling owner and the manager are often the same person in family 

controlled firms, their shareholders may be better protected from managerial abuses. In 

addition, a controlling family is likely to commit more talented human capital to the 

firm, and generally cares more about the firm‘s long-term prospects (Bertrand and 

Schoar 2006). Although some of the more common agency conflicts between owners 

and managers may not arise in family controlled firms, there is another type of agency 

problem involving the controlling shareholder(s) and the minority shareholders, which 

is likely to appear because of managerial entrenchment. Through the board of directors, 

ownership concentration enables controlling shareholders to exercise their authority and 

to use corporate resources for their own personal benefit. Examples are tunnelling via 

related party transactions not at arm‘s length, inappropriate allocation of intangible 

assets and liabilities, and excessively generous compensation paid to family members 

(Enriques and Volpin 2007). At the same time, the controlling families cannot be ousted 

through normal mechanisms such as a hostile takeover bid or by being voted out of 

office at a shareholders‘ meeting (Rousseau 2003; Enriques and Volpin 2007).  

In such an environment, private contracting and social norms are unlikely to resolve the 

agency problems. Consistent with the predictions in the literature (La Porta, Lopez-De-

Silanes, Shleifer, and Vishny 2002), weak investor protection in Bangladesh has 

resulted in a less-developed financial market where weaker insider trading legislation 

and enforcement are likely to result in a higher cost of capital.  
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Enriques and Volpin (2007) indicate at least four legal tools can be applied in situations 

like this, to protect minority shareholders‘ interests. These tools are discussed in the 

following sub-sections, with particular reference to reform initiatives introduced in 

Bangladesh.  

2.3.1 Strengthening Internal Governance Mechanisms 

The board of directors is generally considered to be the primary institution of corporate 

governance. It hires and monitors management on behalf of the shareholders and can 

monitor related-party transactions. However, in a family controlled firm, the board 

members may not regard themselves as representing the interests of the minority 

shareholders; rather, they represent the interests of the controlling owners who 

appointed them.  

Regulations give the board of directors power to challenge controlling owners by: 

requiring a higher proportion of independent directors on the board; defining the 

board‘s roles, responsibilities and authority, particularly in relation to auditing; setting 

executive compensation; monitoring related party transactions; and disclosure of 

information (Enriques and Volpin 2007). However, uncertainty remains whether these 

reforms do curb abuse of other shareholders‘ rights by controlling shareholders. Chen, 

Li and Shapiro (2011), for instance, report that governance reforms such as an active 

board of directors, separation of the chairperson and the position of CEO, or appointing 

a majority of outside directors fail to deal effectively with the negative consequences of 

controlling owners‘ expropriation of the rights of others in China. They consider this 

result expected, because reforms like these tend to resolve conflicts between 

shareholders and management but not between controlling and minority shareholders. 

Chen et al. (2011) suggest that reforms that aim at improving the independence and 

monitoring power of boards of directors can be more effective in curbing expropriation 

by controlling shareholders.  

In Bangladesh, a number of steps have been taken to improve internal corporate 

governance. Table 2-1 summarizes the main points. Of the various steps taken, the CG 

reform of 2006 is noteworthy. In 2006, the SECB issued its ―Corporate Governance 

Guidelines‖,
8
 which sought to improve internal corporate governance by requiring listed  

                                                 
8
  Through Notification No. SEC/CMRRCD/2006-158/Admin/02-08, dated 20 February 2006.  
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Table 2-1: Internal Corporate Governance Reforms in Bangladesh 

Areas Salient Features Regulation 

Board 

effectiveness 

 Board size within 5 to 20 

 Separation between Chairman and CEO roles 

 At least 1/10
th
 independent directors (a minimum of one) 

 Strict requirements for independent directors 

 At least four board meetings during the year 

 Appointment requirements of CFO, HIA and CS 

CG Guidelines, 2006 

CG Guidelines, 2006 

CG Guidelines, 2006 

CG Guidelines, 2006 
The CA of 1994 

CG Guidelines, 2006 

 

Board 

Committee 

 Audit committee (AC) with at least one independent director 

 Professional qualification requirement for the Chairman of the 

AC 

 AC‘s regular reporting requirement to the board of directors 

 AC‘s authority to report to the SEC Bangladesh 

CG Guidelines, 2006 

CG Guidelines, 2006 

 

CG Guidelines, 2006 

CG Guidelines, 2006 

Internal Control 

(IC) System 

 Board‘s responsibility to implement sound system of IC 

 Board‘s responsibility to monitor effectiveness of IC 

CG Guidelines, 2006 

CG Guidelines, 2006 

Auditor 

Independence 

 Restriction on the external auditor‘s engagement in certain 

activities 

 AC‘s authority to restrict auditors from engaging in any 

activity 

 Rotation of audit partners after 3 consecutive years of auditing 

CG Guidelines, 2006 

 

CG Guidelines, 2006 

 

SECB Order, 2002b 

This table presents the internal corporate governance reforms in Bangladesh in four areas: board 

effectiveness, board committee, internal control system, and auditor independence, along with the 

relevant regulation. ‗CA‘ is the Companies Act, ‗CFO‘ is the Chief Financial Officer, ‗HIA‘ is the Head 

of Internal Audit, and ‗CS‘ is the Company Secretary. 
 

firms in Bangladesh to comply with several governance conditions on the size, 

composition, and leadership of the board; employment of a Chief Financial Officer 

(CFO), Head of Internal Audit (HIA), and Company Secretary (CS); the establishment, 

size, composition, and activities of an Audit Committee (AC); and restrictions on the 

employment of statutory auditors in some activities. According to the guidelines, the 

board size should be between five and 20 with at least one-tenth (a minimum of one) 

being an independent director. To be independent, the guidelines provided that a 

director: 

 must not hold even one percent of the total paid-up shares of the company 

 must not have any family relationship with the company‘s promoters or directors 

or shareholders holding at least one percent of shares in the company 

 must not have any relationship (pecuniary or otherwise) with the company or its 

subsidiary or associated companies  

 must not be a member, director or officer of any stock exchange 

 must not be a shareholder, director or officer of any member of any stock 

exchange or an intermediary in the capital market. 

The guidelines suggest a clear division between the roles of Chairman and Chief 

Executive Officer (CEO), and a clear definition of their respective roles. The guidelines 
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require listed companies in Bangladesh to appoint a CFO, an HIA and a CS, and to 

clarify their respective roles, responsibilities and duties (guidelines 2.1 & 2.2). 

Regarding board committees, the CG guidelines require the establishment of an AC to 

―assist the BOD in ensuring that the financial statements reflect a true and fair view of 

the state of affairs of the company and in ensuring a good monitoring system within the 

business‖ (guideline 3.00). In Bangladesh, a listed company‘s AC should comprise 

three members with at least one independent director. The guidelines require a 

professional qualification on the part of the Chairman of the AC but do not specify any 

similar requirement for the other committee members (guideline 3.2(ii)): 

The Chairman of the audit committee should have a professional 

qualification or knowledge, understanding and experience in accounting 

or finance. 

The guidelines require the AC to play an important role in ensuring a sound corporate 

governance system within the firm. In addition to its regular reporting to the board, the 

AC is required to report immediately to the board any findings of conflicts of interest, 

deficiency in internal control systems, suspected infringement of laws and regulations, 

and any other matters the committee considers appropriate. The committee is also 

authorized to report its findings to the SECB when the board fails to act upon the 

committee‘s findings within a reasonable time (after reporting to the board three times 

or nine months from the date of first reporting to the board, whichever is earlier).  

In relation to internal control, the CG guidelines require the board to be held responsible 

for implementing and monitoring an effective system of internal control. Following the 

guidelines, the board needs to declare that the system of internal control is sound in 

design and has been effectively implemented and monitored (guideline 1.4(e)). 

To ensure independence of the external auditor(s), the CG guidelines restrict listed 

companies from employing statutory auditors in a number of other services, such as 

appraisal or valuation services or providing fairness opinions, accounting information 

system design and implementation, book-keeping or other accounting related services, 

broker-dealer services, actuarial services, and internal audit services (guideline 4.00). 

Also, the SECB has prohibited the appointment of an auditor for more than three 

consecutive years (condition (b) in SECB 2002b): 
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The issuer company shall not appoint any firm of chartered accountants as 

its statutory auditors for a consecutive period exceeding three years. 

However, the SECB has added an interesting proviso: 

Provided further that the issuer may continue with the existing statutory 

auditor subject to the clearance of the Commission if it recommends at least 

10% dividend on the face value/paid-up capital or 7.5% on the net-worth 

whichever is higher for the year immediately preceding the year for which 

the statutory auditor is appointed. 

It seems that the SECB views disbursement of a minimum percentage of dividend as a 

reasonable substitute for auditor independence. However, auditor independence could 

be compromised even if a company meets these dividend criteria. A similar view is also 

expressed in the World Bank Report (2003), and by Kabir (2006) and Rashid (2011). 

There remain a number of challenges to internal governance reforms. For example, the 

existing CG guidelines are not ideal by international standards. Regarding board 

independence, the current provision requires the inclusion of a minimum of one 

independent director (in practice, it has been found that except in rare circumstances 

companies adopt the minimum requirement), raising questions about their ability to be 

an effective monitor.
9
 Additionally, the guidelines only require the establishment of an 

AC, with no requirement to establish, say, remuneration or nomination committee. 

Hence, a company in Bangladesh can comply with the guidelines by appointing just one 

independent director to the board and appointing that independent director to the AC. 

Such a committee structure raises the question of the AC‘s independence as the board 

Chairman and any other executive director, including the CEO, can be the AC 

Chairman. In addition, there is no qualification requirement in the guidelines for AC 

members or for a rotation policy for its members. Furthermore, there is no specific 

requirement for directors‘ educational and service background (Rahman and Azim 

2007).  

Whistle-blowers (such as employees) can be a critical source of corporate information 

because of their ability to reveal improper conduct in the organization. Yet, they need 

adequate legal protection to become effective. Neither the CG guidelines nor other CG 

reforms recognize the roles of employees and there is little legal protection for them 

                                                 
9
  The proposed amendment to the Corporate Governance Guidelines in Bangladesh suggest at least one-

third of the board should be independent directors (SECB 2012). 
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(Kabir 2006; World Bank 2009). The perhaps inevitable outcome is that few employees 

risk revealing misconduct by their employers in Bangladesh (World Bank 2009). 

2.3.2 Minority Shareholder Protection and Shareholder Empowerment 

The law generally empowers shareholders by enhancing their rights to sell, sue, and 

have a say in their company‘s affairs (Enriques and Volpin 2007). First, where 

ownership is dispersed, the shareholders‘ right to sell their shares allows for the 

emergence of a market for corporate control that limits abuse by insiders. In countries 

like Bangladesh, with concentrated ownership, an active market for corporate control 

does not exist. Second, regulators may empower shareholders by allowing them to sue 

the company and its directors. The effectiveness of such a possibility will depend on the 

incentives of the minority shareholders, the cost of litigation, and the efficiency of the 

court system. Finally, regulation can empower shareholders by giving them a say over 

key issues. Such issues may include directors‘ appointment and remuneration, the 

auditor‘s appointment and remuneration, approval of dividends, capital structure 

decisions, and the issuance of additional shares.  

In Bangladesh, different steps have been taken in this regard. For example, stock 

exchange trading of securities was fully automated in 1998, replacing the 44-year old 

‗outcry‘ system. Automation has facilitated trading of securities from dispersed places 

and enhanced the volume of transactions (Siddiqi 2007). It has been further facilitated 

by the creation of the Central Depository of Bangladesh Limited (CDBL) which is 

entrusted with ―… the efficient delivery, settlement and transfer of securities through 

computerized book entry system, that is, recording and maintaining securities accounts 

and registering transfer of securities; changing the ownership without any physical 

movement or endorsement of certificates and execution of transfer instruments‖ 

(http://www.cdbl.com.bd/overview.php, accessed on 16 December 2011). 

Shareholders in Bangladesh have rights under the Companies Act (CA) of 1994 to 

attend and participate in company meetings either in person or by proxy. They can also 

elect and remove directors [Sections 91 and 106], appoint the company‘s auditor and 

approve their remuneration [Sections 210 and 211], and their approval is needed to 

change the company‘s articles of association [Section 20], authorize new share issues or 

reductions of share capital [Sections 56 and 59], authorize the amount of dividend 

recommended by the directors [Section 96 of Schedule I], and vote on major 
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governance issues [Section 12]. Shareholders with 10% ownership can call for an 

extraordinary general meeting to discuss any issue of concern [Section 84]. They can 

also go to court to protect their interests [Section 233], or request the Registrar of Joint 

Stock Companies to investigate the affairs of their company [Section 195]. Furthermore, 

shareholders have the pre-emptive right to subscribe to any additional capital the 

company wishes to raise [Section 155]. 

Besides shareholders‘ rights to sell, sue, and to have a say, other reform programs have 

been instituted by the regulators in Bangladesh. For example, a credit rating was made 

mandatory for all public offers of debt instruments and any public issue of shares 

(including a rights issue) at a premium by a publicly listed company through ―Credit 

Rating Companies Rules, 1996‖.
10

 

The Dhaka Stock Exchange (DSE) classifies securities into different groups based on 

their regular holding of AGMs and their dividend payment record. A total of five 

categories have been introduced at different points in time. The categorization is 

intended to help general investors to choose appropriate securities based on their risk 

taking preferences. The criteria for different categories and their settlement system are 

shown in Table 2-2 (DSE 2007). 

Under the current SEC regulation (Acquisition and Takeover Rules, 2002), a public 

notice is necessary if a person is trying to obtain more than 10 percent ownership 

interest. At the end of the offer, if less than 10 percent of the issued shares remain with 

the public, the person is bound to buy those shares when offered. Moreover, ownership 

of more than 10 percent must be disclosed to the company, the Stock Exchange and the 

SEC. 

The Companies Act of 1994 requires listed companies to pay a dividend within two 

months from the date of declaration [Section 96 of Schedule I]. In June 2009 the SECB 

directed (with effect from 1 October 2009) companies to transfer cash dividends to the  

                                                 
10

  Apart from the Credit Rating Companies Rules, 1996, the SECB‘s Asset Backed Security Issue Rules 

of 2004 require a credit rating report for asset pools to be securitized. In addition, Bangladesh Bank 

(the Central Bank of Bangladesh) requires annual mandatory credit ratings of all commercial banks 

and non-banking financial institutions in addition to mandatory credit ratings during an initial public 

offering (BRPD (Banking Regulation and Policy Department) Circular No. 18, dated 11 December 

2005). Similarly, the Office of the Chief Controller of Insurance requires a mandatory rating on part of 

general insurance companies on an annual basis and for life insurance companies on a biennial basis 

(circular No: 21/21/98-376 dated 12 March 2007). 
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Table 2-2: Share Categorization Criteria of the Dhaka Stock Exchange and Effective Date 

Category Effective Date Criteria 

A 2 July 2000  Regular holding of AGM 

 At least 10% dividend declared and paid during the Gregorian 

calendar year 

B 2 July 2000  Regular holding of AGM 

 Less than 10% or no dividend has been declared and paid during the 

Gregorian calendar year 

Z
11

 26 September 

2006 
 Irregular holding of AGM 

 No dividend 

 Not in operation for more than six months 

 Accumulated loss exceeds the paid up capital 

G 30 June 2002  Greenfield companies 

N 3 July 2006  All newly listed companies except greenfield companies 

banks of the shareholders within 30 days of declaration or approval, as the case may be 

(SECB 2009c, 2010b). Copies of the declaration and payment must be submitted to the 

SECB within 7 working days of payment, in the prescribed format. 

To ensure effective functioning of the AGM, the SECB has issued a notification and an 

order. According to the notification, no gift or benefit in cash or kind other than a cash 

and/or stock dividend shall be paid to equity holders for attending the AGM (SECB 

2000a). The SECB has also instructed companies to submit an audio visual recording of 

the AGM to the Commission (condition (c) in SECB 2002a): 

The issuer shall make continuous and uninterrupted audio visual recording 

of the entire proceedings of its annual general meeting and shall furnish a 

copy of the same in unedited form within the shortest possible time but not 

later than three working days from the date of the said annual general 

meeting to the Commission and the Stock Exchange(s). 

One important reform in the Bangladesh capital market to enable shareholder 

empowerment is the availability of education and training courses. Currently, the 

SECB, the stock exchanges, and merchant bankers arrange regular training programs for 

investors in related areas (SECB 2011). To conduct a deeper level of training, an 

institute named ―Bangladesh Institute of Capital Market‖ was approved on 25 May 

2008 and it began training operations on 9 December 2010 (Chowdhury 2010b). 

In order to involve the investment community and other stakeholders more in the rule 

making process, the SECB from time to time seeks comments on its amendment 

proposals. According to the SECB website (www.secbd.org/comments_page.htm), from 

                                                 
11

  At present, Z-category shares are only traded on the Over-The-Counter (OTC) market, under the OTC 

Market Rules, 2001. 
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2009 to 27 April 2012 comments have been sought on a total of 27 amendment 

proposals, including a proposal to amend the current CG guidelines. 

Despite the above reforms designed to protect basic shareholder rights, Bangladesh lags 

behind other jurisdictions in a number of ways (World Bank 2009). For example, 

related party transactions do not need approval by shareholders, and there have been no 

prosecutions for insider trading. An ownership threshold of 10% to take legal action 

against the company is also high in a country with highly concentrated ownership. The 

World Bank Country Study report identifies other areas where weakness remains 

(World Bank 2009, 3): 

The information that shareholders can demand is not always free and easily 

accessible. The process to elect directors is rarely clear and shareholders 

do not approve director remuneration…Shareholders cannot vote in the 

GMS [general meetings] electronically or by post…The rules [for taking 

control of a company] are proscriptive, and many have limited certain 

control transactions. There is no general requirement for control offers to 

be for all shares in the company. Their scope is also narrow. The CA 

[Companies Act] has distinct, and not entirely harmonized, rules for 

mergers and acquisitions. There is little guidance on board members’ duties 

during control transactions or when a major shareholder wishes to sell a 

large block of shares.  

Table 2-3 summarizes the relevant reforms in the area of investor empowerment. 
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Table 2-3: Minority Shareholder Protection and Shareholder Empowerment Reforms in Bangladesh 

Reforms Salient Features 
Legal Reference/ 

Effective Date  

Reforms relating to shareholders’ rights to sell  

Automation of stock 

exchanges 

More transparent and efficient share trading 1998 

Introduction of CDBL Better shareholder recordkeeping The Depositories 

Act, 1999 

Reforms relating to shareholders’ rights to sue  

Legal remedy for minority 

shareholders 

Shareholders with minimum 10% ownership 

may exercise legal rights 

 

The CA of 1994 

Reforms relating to shareholders’ rights to have a say  

Right to vote in person or in 

proxy 

Shareholder can appoint proxy to attend 

company meetings and vote on his behalf 

Regulation 68 of 

Schedule-I in the 

CA of 1994  

Shareholder approval 

required on different issues 

Shareholders‘ approval is required on corporate 

governance issues 

 

The CA of 1994 

Other reforms facilitating minority shareholders’ protection  

Mandatory credit rating Mandatory credit rating of any public issue of 

shares (including rights share) at a premium and 

any issue of debt security 

Credit Rating 

Companies Rule, 

1996 

Share categorization Based on criteria such as regular holding of 

AGMs, dividend percentage, commencement of 

operation, shares are categorized 

2000 

Mandatory bid rule The acquirer of a control block must offer to 

acquire all the remaining shares  

Acquisition and 

Takeover Rules, 

2002 

Timely payment of dividend Companies must pay dividend within 30 days of 

declaration or approval, as the case may be. 

SECB Notification 

Dated 1 June 2009 

Pre-emptive rights Pre-emptive rights to subscribe any additional 

capital that company decides to raise 

The CA of 1994 

Effective functioning of 

AGMs 

Except for a dividend, gifts or other benefits to 

the shareholders at the AGM in kind are 

prohibited, and an audio visual recording of the 

AGM must be submitted to the SECB 

SECB Notification, 

2000 and SECB 

Order, 2002 

Investor Education Program To facilitate training of capital market 

participants and intermediaries 

30 June 2009 

Bangladesh Institute of 

Capital Market 

To facilitate training of capital market 

participants and intermediaries 

9 December 2010 

Investor opinion on 

amendment proposal 

SECB solicits public opinion before introducing 

an amendment to any existing regulation 

Ongoing 

 

2.3.3 Enhancing Disclosure Requirements 

Shareholders‘ ability to sell, sue, and have a say depends on their access to information 

(Enriques and Volpin 2007). It is generally argued that an extensive regime of 

disclosure can help alleviate agency problems. For example, mandatory disclosure 

requirements for related party transactions and directors‘ compensation can be an 

important tool for alleviating self-dealing. Disclosure of price sensitive information also 

helps prevent insider trading (Enriques and Volpin 2007), with Kothari (2001) reporting 



20 

 

that mandatory disclosure through financial reports provides new and relevant 

information to the investment community. 

Regulatory reforms to disclosure requirements in Bangladesh mainly cover four 

spheres: (1) corporate governance arrangements; (2) financial reporting and timeliness; 

(3) self-dealing and insider trading; and (4) executive compensation. These are 

discussed in detail below. 

Under the CG guidelines, directors of listed companies in Bangladesh are required to 

disclose additional material in the annual report. This includes, among other things, 

information concerning fair presentation in the financial statements, maintenance of 

proper books of accounts, consistent application of accounting policies, adoption of all 

applicable international accounting standards, implementation and monitoring of a 

sound system of internal control, ability of an entity to continue as a going concern or 

the reasons for not being able to continue as a going concern, any significant deviation 

in operating results from the prior year, and reasons explaining the non-payment of any 

cash or stock dividend. Key operating and financial data of at least the three previous 

financial years, number of board meetings held during the year and attendance by 

individual director at those meetings, and the pattern of shareholdings
12

 must also be 

disclosed by the directors under the governance guideline conditions. An audit 

committee report (signed by the AC Chairman) mentioning the committee‘s activities 

should be disclosed in the annual report. Minority shareholders and general investors 

are expected to benefit from such reporting.  

Like many countries, Bangladesh has adopted International Accounting Standards (IAS) 

and International Financial Reporting Standards (IFRS). The local name of IAS is 

Bangladesh Accounting Standards (BAS) and IFRS is Bangladesh Financial Reporting 

Standards (BFRS). As of 15 December 2011, Bangladesh has adopted 28 IASs and 8 

IFRSs (ICAB 2011). Under the Securities and Exchange Rules, 1987, ―the financial 

statements of an issuer of a listed security shall be prepared in accordance with the 

requirements laid down in the Schedule and the International Accounting Standards as 

adopted by the Institute of Chartered Accountants of Bangladesh‖ [Rule 12(2)]. 

                                                 
12

  Pattern of shareholdings includes shareholdings by the parent/subsidiary/associated companies and 

other related parties, and name-wise details of shares held by: directors, the CEO, company secretary, 

Chief Financial Officer, Head of Internal Audit and their immediate family members, the other top 

five salaried executives, and holders of at least 10% ownership in the company. 
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Timely reporting by listed companies in Bangladesh is governed by the provisions of 

the Companies Act of 1994, the Listing Regulations of the Dhaka Stock Exchange 

(DSE) Limited of 1996, and the Securities and Exchange Rules of 1987. Although the 

regulatory framework is discussed in more detail in Chapter 4, it is to be mentioned that 

currently a listed company in Bangladesh is required to have its financial statements 

audited within 120 days of the financial year-end date, and to hold its AGM and to have 

the audited accounts approved at the AGM within nine months of its financial year-end 

date under normal circumstances. A listed company is also required to prepare and 

communicate quarterly financial statements to the SECB and security holders (SECB 

2009a). 

―Related Party Disclosures‖ is one of the adopted IASs (BAS 24) in Bangladesh. This 

standard requires detailed and specific disclosure of related-party transactions. The 

effective date of BAS 24 is 1 January, 2007. In addition to the provisions in BAS 24, 

several other stipulations exist in Bangladesh. Rule 10 of Public Issue Rules, 2006, 

requires a company to disclose all related party transactions that have taken place during 

the two years prior to the issue of a prospectus. Under Section 37 of the Listing 

Regulations of the DSE, all listed companies are required to disclose all related party 

transactions in the annual published accounts.  

Insider trading is prohibited in Bangladesh. Insiders of a company are not allowed under 

the Listing regulations of the Dhaka Stock Exchange (DSE) Limited [Section 43(6)] to 

buy or sell the company‘s shares based on material information generated within 5 

market days following public dissemination and evaluation of such information. 

According to Section 43(7) of the Listing Regulations of DSE of 1996, insiders of a 

company must give at least 4 market days‘ notice to the Exchange and the Commission 

before trading in the company‘s shares. Listed companies in Bangladesh are required to 

submit the month ending shareholdings of their insiders (sponsors and/or directors) and 

10% or greater owners in the company by the 10
th

 day of the following month. Such 

statements must include an explanation for the difference in shareholding, if any, from 

the information provided for the previous month (SECB order dated 29 August 2004). 

The board of directors of a listed company must not meet as a board to consider price 

sensitive information during trading hours (11 am to 3 pm as of 31 March 2012) of the 

stock exchanges (SECB 2009a). Listed companies are required to publish price sensitive 
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decisions in two widely circulated dailies, one in Bangla and the other in English 

(SECB 2000a). 

Disclosure regarding the compensation of directors and executives is governed by the 

Securities and Exchange Rules, 1987 and Public Issue Rules, 2006. Rule 11 of Public 

Issue Rules, 2006 requires a company to disclose in its prospectus information on: (a) 

the total amount of remuneration paid to the top five salaried officers in the company in 

the last accounting year; (b) aggregate amount paid to all directors and officers as a 

group in the last accounting year; (c) amount of remuneration paid to any non-executive 

director; (d) future compensation contracts with any director or officer; and (e) the 

intention of the issuer to substantially increase the remuneration of directors and officers 

with sufficient explanation. According to Rule 4(i) in Part II of the Securities and 

Exchange Rules, 1987, listed companies in Bangladesh are required to disclose 

separately the full particulars of the aggregate amounts paid during the past financial 

year to the directors including the managing director, managing agents and officers 

under appropriate headings such as fees, remuneration, pensions, gratuities, company‘s 

contribution to provident, superannuation and other staff funds, compensation for loss 

of office and in connection with retirement from office, allowances, commission, 

perquisites or benefits in any other form or manner and for any services rendered.  

Table 2-4 summarizes major governance reforms over the past several years in 

Bangladesh. 
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Table 2-4: Reforms Relating to Disclosure Requirements in Bangladesh 

Nature of Reform Salient Features Legal Reference/Effective Date 

Corporate 

Governance 

Arrangements 

 Additional disclosure requirements on 

part of BOD in relation to CG 

arrangements 

 Number of board meetings during the 

year and name-wise attendance 

 AC reports signed by its Chairman 

 Disclosure of pattern of major 

shareholdings in the firms 

CG Guidelines, 2006 

 

 
CG Guidelines, 2006 

 
CG Guidelines, 2006 

CG Guidelines, 2006 

 

Financial Reporting 

and Timeliness 

 Need to comply with the BAS/BFRS 

as adopted by ICAB 

 Need to have its financial statements 

audited within 120 days of the 

financial year-end date 

 Need to hold AGM and have the 

audited accounts approved within 

nine-months of the financial year-end 

date 

 Prepare and communicate quarterly 

financial statements 

On or after 1 January, 1999 

 

The SECB Rules, 1987 

 

 

The Listing Regulations of the DSE, 

1996 

 

 

The SECB Notification, 2009; The 

SECB Order, 2010 

Executive 

Compensation 

 Annual disclosure of compensation 

paid to directors (including managing 

director), managing agents, and 

officers under appropriate headings. 

The SECB Rules, 1987; Public Issue 

Rules, 2006 

Self-Dealing and 

Insider Trading 

 Price-sensitive information to be 

immediately disclosed 

 Disclosure of related party transactions 

 Board meetings involving price 

sensitive information must be held 

outside the normal trading hours of the 

exchanges 

BAS 24; Sections 43(6) & 43 (7) of 

the Listing Regulations of the DSE, 

1996, The SECB Notification, 2009 

2.3.4 Monitoring and Public Enforcement 

The success of any reform depends on the effectiveness of the monitoring and 

enforcement mechanisms. Enriques and Volpin (2007) argue that public enforcement 

like fines and prison terms may be an effective tool in preventing specific forms of 

expropriation, such as insider trading. 

In Bangladesh, enforcement of corporate and securities laws is generally shared by the 

Securities and Exchange Commission Bangladesh (SECB), the Dhaka Stock Exchange 

(DSE), the Registrar of Joint Stock Companies (RJSC), professional accounting bodies 

and the judiciary.  

Bangladesh has reshaped and strengthened its enforcement structures over the past 40 

years. Most of the reforms have taken place in the area of its supervisory authority‘s 

power to supervise the securities markets. The SECB regulates the securities market 

through the Securities and Exchange Ordinance of 1969 and the Securities and 

Exchange Rules of 1987, and various orders and notifications issued under the 
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Securities and Exchange Ordinance of 1969. The DSE mainly regulates companies 

through its Listing Regulations of 1996. The RJSC is entrusted to administer and 

enforce the relevant statutory provisions of the Companies Act 1994. The Institute of 

Chartered Accountants of Bangladesh (ICAB), on the other hand, is responsible for 

ensuring that its members maintain the highest professional standards in conducting 

their professional duties. 

Under the Securities and Exchange Commission Ordinance, 1969, the SECB is 

empowered to impose administrative sanctions as well as penalties for non-compliance 

with securities laws. If a party is found guilty after investigation, a show cause notice is 

sent. Where the explanation is not satisfactory, the accused party is provided with an 

opportunity to be heard under the Code of Civil Procedures, 1908, and, finally, 

depending on the severity of violation, the Commission may either impose 

administrative sanctions or a penalty or both (Siddiqi 2007). The minimum penalty is 

set at Tk. 100,000 where the party fails to furnish any document, paper or information 

required under the Ordinance [Section 22]. In case of continuing default, a further 

penalty of Tk. 10,000 per day is imposed. The penalty for market manipulation of 

security prices has been increased from three years to five years‘ imprisonment and the 

penalty from 10,000 Taka to minimum 500,000 Taka [Section 23]. 

Under the Securities and Exchange Commission Rules of 1987, the Commission (the 

SECB) has made provision to discipline statutory auditors in case of their failure to 

discharge their professional responsibilities [sub-rule 3(B) of Rule 12]. Under this sub-

rule, the Commission can declare a Chartered Accounting firm ineligible to conduct an 

audit in a listed security for a period of a maximum 5 years if the Commission finds the 

audit firm to be seriously liable for not conducting an audit in the legally prescribed 

manner. 

To monitor and ensure the publication of quarterly reports on company websites as well 

as on stock exchange websites, the SECB has instructed the stock exchanges (at present 

there are two stock exchanges in Bangladesh: The Dhaka Stock Exchange and the 

Chittagong Stock Exchange) to submit compliance reports in this regard to the 

Commission on a quarterly basis (SECB 2010a). 

The above discussion suggests there are some monitoring and enforcement mechanisms 

in place in Bangladesh to support CG reform initiatives. Whether they are effective in 
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carrying out the intended functions is an open question. Although the SECB, the 

exchanges, and the ICAB have taken legal actions against wrongdoers from time to 

time, these actions are viewed by some as insufficient since many who break the law are 

believed to go undetected (World Bank 2002, 2003; Mir and Rahaman 2005; Solaiman 

2006; Uddin and Choudhury 2008; World Bank 2009; Rashid 2011). Perhaps it is best 

described in the World Bank Country Study report (2002, 99): ―… the gap between 

international standards and national standards is not as serious [in Bangladesh] as the 

gap between national standards and national practices. Laws and regulations exist, but 

are not enforced. At present there are few visible sanctions for wrongdoing. As laws and 

regulations have not been enforced they have fallen into disuse and often been 

forgotten.‖ The situation has been serious enough for the World Bank to impose 

conditions that require improvements in corporate governance if Bangladesh is to 

continue to receive financial assistance (World Bank 2005).
13

 

2.4 Drivers of Country-Level Corporate Governance Reforms in 

Bangladesh 

‗Country-level CG reforms‘ encompass all activities aimed at improving the legal and 

institutional framework of a country to enhance investors‘ confidence in its capital 

market operations, and to better protect minority shareholders from the likely 

expropriation of their interests by insiders and controlling shareholders. In this context, 

the legal framework of a country helps ensure that relevant legal mechanisms are in 

place; and the institutional framework helps ensure that existing rules and legal 

provisions are kept up to date to match relevant new developments elsewhere, that 

national practices are monitored to ensure they conform to the national standards, and 

most importantly, that the national standards are uniformly enforced. 

It is argued in the literature that CG reform initiatives at the country-level in general and 

the initiative to develop a code of CG in particular are influenced by a host of 

                                                 
13

  The World Bank (2005) required the Bangladesh Government to present to Parliament by June 2005 a 

‗Financial Reporting Act‘, including provision for an independent oversight body named ‗Financial 

Reporting Council‘ (FRC). The council is expected to monitor how the auditors are conducting their 

professional duties at the corporate bodies (Byron 2005). More than six years have passed but the act 

is still to come into effect. This is a clear example of the administrative bureaucracy that is likely to 

hamper effective monitoring and enforcement in Bangladesh. After the stock market crash of 2010-

2011, the Government again expressed its intention to formulate the ‗Financial Reporting Act‘ to 

make qualitative improvement in accounting and auditing disclosures by listed companies 

(Chowdhury 2011). Disagreement, however, remains as to whether the FRC is necessary (Kabir 

2006). 
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exogenous (external) and endogenous (domestic) factors that addresses deficiencies in a 

country‘s CG system (Aguilera and Cuervo-Cazurra 2004; Hermes et al. 2006). The 

extent to which such initiatives are successful is strongly influenced by the country‘s 

political, cultural and economic forces (Li and Harrison 2008; Steger and Amann 2008; 

Haxhi and van Ees 2010; Brown et al. 2011a; Daniel et al. 2011). 

External forces include globalization, opening up of financial markets, and the actions 

of foreign institutional investors and international donor agencies who seek to acquire 

legitimacy in capital markets (Aguilera and Cuervo-Cazurra 2004). For example, when 

countries increasingly open up their economy to external influences and foreign capital, 

or when countries (particularly emerging countries) depend heavily on donor support 

for funds, they are more likely to be confronted with pressures from these external 

agencies to signal the country‘s commitment to improve its CG system, such as by 

implementing international best practice widely adopted elsewhere.  

Domestic forces, on the other hand, influence the way in which the CG reforms are 

undertaken in a particular country. While it is commonly argued that domestic forces 

aim to increase efficiency in the system (Aguilera and Cuervo-Cazurra 2004), it may not 

be universally true. Within a country, influential parties can exert pressure in both 

directions, that is, for and against the reform. Domestic forces such as the growth of 

active institutional investors, privatization, and rising shareholder activism tend to exert 

positive pressure towards reform. These domestic forces increase the perceived need for 

more effective monitoring mechanisms and appropriate incentive schemes to improve 

existing corporate governance systems (Aguilera and Cuervo-Cazurra 2004). However, 

other key domestic players such as controlling shareholder groups, rent-seeking 

politicians, and bureaucrats whose interests are likely to be hampered by reform, may 

all oppose a reform, slowing down the reform process, or at least affect the content, 

timing, and sustainability of reform initiatives (Grindle and Thomas 1989). In a recent 

study, Haque, Arun and Kirkpatrick (2011) find evidence supporting the notion that 

broad-based interest groups contribute significantly to the less than efficient state of 

corporate governance in developing economies.  

The success of CG reform in a given country and the state of the country-level CG 

framework at a given point in time depends on a host of legal, institutional, political, 

social, cultural, and economic factors. Since the magnitude of effects of these factors 



27 

 

differs from one country to the other, differences tend to exist among countries in terms 

of the type of reform undertaken, and more specifically the contents of any CG codes 

that are adopted (Hermes et al. 2006). As argued above, differences in the balance of 

power among stakeholders within a country may also result in differences in governance 

codes across countries.
14

  

Using the above framework, the development of CG guidelines in Bangladesh can be 

explained by referring to both external and domestic forces. In the following two sub-

sections, external and domestic forces influencing the development of CG guidelines are 

discussed.  

2.4.1 External Forces Influencing the Development of Corporate Governance 

Guidelines in Bangladesh 

While forces like globalization, the opening up of financial markets, and the actions of 

foreign institutional investors are often cited as major factors influencing country-level 

CG reforms, in the context of Bangladesh the presence of the International Financial 

Agencies (IFAs)
15

 such as the Asian Development Bank (ADB), the International 

Monetary Fund (IMF) and the World Bank (WB) has greatly influenced CG reform 

since the early 1990s (Mir and Rahaman 2005; Siddiqui 2009; Rashid 2011).
 16

  

The ADB approved a loan of USD 80 million on 20 November 1997 for the Capital 

Market Development Program (CMDP) in Bangladesh, the aim being to broaden the 

market and to develop a fairer, transparent, and efficient domestic capital market which 

would attract larger amounts of investment to augment financing by the banking system 

(ADB 2005a). In so doing, the key aim of the CMDP was to restore investor 

                                                 
14

  Consistent with Rosser (1999), Haque et al. (2011) note that the dominant section of ‗politico-

bureaucrats‘ of the developing countries, with their access and authority to allocate resources, tends to 

oppose or slow down accounting reform measures out of the fear that increased transparency and 

accountability could limit their rent-seeking opportunities in state-owned enterprises and from private 

conglomerates with which they are connected. 

15
  In the mid-1990s, these IFAs began to look at good governance as a condition necessary for 

development of countries and suggested their member nations adopt CG best practices in both 

country-and firm-levels (Collier and Zaman 2005; Aguilera and Cuervo-Cazurra 2009). In many 

cases, the codes issued by these IFAs, particularly the one by the OECD, serve as the basis for the 

creation of codes of good governance in individual countries. 

16
  On 22 July 1988, ADB approved a technical assistance (TA) grant of USD 430,000 to study capital 

markets in selected developing member countries, including Bangladesh. The study report laid the 

foundation for future loans on programs like the capital market development program (CMDP) in 

1997. 
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confidence, which had been significantly damaged when the Bangladesh stock market 

crashed in 1996, blamed on excessive speculations aggravated by widespread irregular 

activities (ADB 2005a).
17

  

In the project performance audit report, the CMDP was considered as partly successful 

in achieving its objectives by the Operations Evaluation Mission (OEM) of the ADB. 

One reason why the CMDP was considered only partly successful is that it did not give 

balanced support to some key elements in establishing a regulatory system based on 

―fair‖ disclosure. Lack of support for good corporate governance practice was one of 

these key elements (ADB 2005a). Based on interviews of key stakeholders in the 

Bangladesh capital market,
18

 the OEM reported that irrespective of successes in some 

areas, the CMDP had failed to improve investor confidence in listed companies‘ 

financial statements. Weak corporate governance was a contributing factor for the lack 

of confidence, as pointed out by interviewees (ADB 2005a).  

It was, therefore, no surprise that the OEM considered the need to focus on 

strengthening CG as a key issue for ADB‘s follow-up actions (ADB 2005a, 22): 

The foundation for any regulatory regime relying on the principle of full 

and fair disclosure to investors rests on the quality of financial statements 

and the reliability of independent audit. Such requirements will only be 

effective if they are complemented by sound corporate governance practices 

and proper oversight of the accounting and audit profession. In Bangladesh, 

deficiencies remain in these areas. 

Consistent with the above observation, a technical assistance (TA) grant was made for a 

project titled ―Capacity building of the Securities & Exchange Commission & selected 

capital market institutions‖. It focused on promoting corporate governance in listed 

companies and market intermediaries and strengthening the quality of financial 

reporting, and was approved on 9 November 2000 (ADB 2005b). As part of the project, 

                                                 
17

  The Dhaka Stock Exchange (DSE) all share price index rose to 3627.018 on 15 November 1996 

starting from 859.88 on 31 May 1996, that is, a 322% increase in 168 days. Afterwards, the index fell 

to 957.48 on 30 April 1997, a 279% decrease in 166 days. The decline continued and the index 

reached 472.6497 on 22 December 1999. The Economist (1997) stated that at the time of the boom, an 

estimated 300,000 small investors rallied the market and subsequently ―thousands of small and first-

time investors have lost their shirts‖ (The Economist 1997, 70). 

18
  Persons interviewed were the representatives of the Ministry of Finance (MOF), Bangladesh Bank, 

SECB, two exchanges, Department of Insurance (DOI), Privatization Commission, Investment 

Corporation of Bangladesh (ICB), ICAB, and other financial institutions and market observers (ADB 

2005a). 
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a ‗National Workshop on Corporate Governance‘ was held on 12 and 13 July 2003. In 

its TA completion report, ADB (2005b, 2) said:  

The Corporate Governance Workshop was high-level, with the Finance 

Minister giving the opening remarks, and it was widely attended, with 80 

participants from the government, capital market institutions, private sector 

companies, universities, and donor institutions. The corporate governance 

and shareholders’ rights manuals and the proposed amendments to the 

Companies Act were discussed at the National Workshop on Corporate 

Governance… the SEC Chairman proposed that in every general meeting, 

there should be at least one independent director representing minority 

shareholders. 

In the TA completion report, it was pointed out that future ADB assistance and policy 

dialogue along with donor coordination should be directed at strengthening institutional 

mechanisms for implementing the CG reform provisions in the Companies Act (ADB 

2005b). As a consequence, the ADB reached an understanding with the Government of 

Bangladesh to jointly finance the ADB‘s TA titled ‗Financial Markets Governance 

Program‘.
19

 One focus was on assisting capital market regulators to strengthen CG by 

adopting best practices with respect to: (i) the structure of the board of directors and the 

role of independent directors; (ii) protection of minority shareholders; (iii) transparency; 

(iv) setting up a commission to revise the Companies Act 1994; and (v) formulating a 

code of corporate governance (ADB 2003b). 

Under the above mentioned TA, a day-long workshop titled ―SEC Governance and 

Corporate Governance‖ was conducted on 30 May 2005. Apart from four executive 

directors of SECB, 12 persons representing exchanges, banking, non-banking financial 

institutions and non-financial institutions took part in the workshop.
20

 At the workshop, 

three relevant sources of CG materials were distributed to participants: the OECD 

Corporate Governance Principles 2004 (considered to be the benchmark of international 

best practice), the Malaysian Code of Corporate Governance of March 2000 (since the 

Malaysian stock market was not highly developed, and its market characteristics 

resemble the Bangladesh capital market) and the Hong Kong Stock Exchange Rules of 

Corporate Governance Disclosure in Annual Reports (since Hong Kong also has a 

common law tradition and is characterised by family-controlled corporate ownership) 

                                                 
19

  The estimated cost of the program was USD 690,000 and the understanding was that ADB would 

finance USD 550,000 (as a loan) and the remainder would be financed by the Bangladesh 

Government. The program was approved by ADB on 12 December 2003. 

20
  The Chairman of SECB spoke in the workshop (ADB 2007), which indicates its importance. 
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(ADB 2007). It was expected that stock exchanges in Bangladesh and the SECB would 

require listed companies to adopt similar CG provisions to those in Malaysia and Hong 

Kong (ADB 2007). 

While the WB was not directly involved in the development of CG guidelines in 

Bangladesh due to its mutual understanding with the ADB (World Bank 2002; ADB 

2003a, 2005a) the WB has nonetheless, taken an active role in promoting good 

governance around the world, including in Bangladesh, by helping emerging countries 

to evaluate their current CG practices and upgrade them to international levels (Aguilera 

and Cuervo-Cazurra 2009). The country study report of WB (2009) is such an attempt. 

CG has been adopted as one of 12 core best-practice standards by the international 

financial community. As part of the WB and the IMF program on Reports on the 

Observance of Standards and Codes (ROSC), WB assessed the CG of companies listed 

on the stock exchanges in Bangladesh, and the study report is the outcome of this 

assessment. Using the OECD Principles of Corporate Governance as the benchmark, the 

study identified major weaknesses in the existing CG system and provided policy 

recommendations in this respect. One recommendation was that ―a new CA [Companies 

Act] should be introduced as part of broader reform to make the legal framework for 

corporate governance more coherent and effective. This reform should strengthen 

shareholder rights and the accountability of directors‖ (executive summary in World 

Bank 2009). 

The above discussion shows clearly how external forces like the ADB and the WB can 

exert a major influence on the development of CG guidelines and practices in countries 

like Bangladesh. 
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2.4.2 Domestic Forces Influencing the Development of Corporate Governance 

Guidelines in Bangladesh 

While the market for corporate control barely exists in Bangladesh, and institutional 

investors mostly play a passive role in exerting pressure for CG reform, a number of 

domestic factors have influenced the development and content of CG guidelines in 

Bangladesh. Local bodies such as the Bangladesh Enterprise Institute (BEI), a private-

sector think-tank; the Institute of Chartered Accountants of Bangladesh (ICAB); and the 

Metropolitan Chamber of Commerce and Industry (MCCI), Dhaka, influenced the 

development of CG guidelines. The experience of other countries also seems to have 

been an important factor.  

Before the SECB‘s CG guidelines were issued in 2006, a number of other attempts had 

been made to develop CG voluntary codes. For example, a private consulting firm, 

Bangladesh Enterprise Institute (BEI), started a project in 2002 to examine the current 

state of CG norms and practices in four South Asian countries: India, Pakistan, Sri 

Lanka, and Bangladesh. It published a report titled ―A Comparative Analysis of 

Corporate Governance in South Asia: Charting a Roadmap for Bangladesh‖ in August 

2003 (BEI 2003). The report identified a number of reasons for developing CG 

standards in Bangladesh (BEI 2003, 16):  

First: Bangladesh should strive to reach international standards with 

regard to corporate governance practices not only as a prerequisite to 

attracting international capital, but also to enhance the commercial 

reputation of the country generally. Second: good corporate governance 

practices can be an important tool in improving domestic economic 

efficiency, business management, and risk management, which will assist in 

the development of the private sector. Finally, the corporate sector should 

strive to improve corporate governance as a mechanism to demonstrate 

corporate responsibility and attain trust and support of the public. 

Consistent with the above notion, in August 2003 the BEI formed a National Taskforce 

(comprising individuals from the private sector, the Government, NGOs, and other 

relevant bodies, including the SECB Chairman) to draft the ―Code of Corporate 

Governance for Bangladesh‖ (BEI 2004). The Taskforce prepared and published ―The 

Code of Corporate Governance for Bangladesh‖ in March 2004. In November 2004, 

BEI initiated the ―Corporate Governance Strengthening Project‖ (CGSP), supported by 
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the Royal Netherlands Embassy, with an aim to implement good governance practice in 

both public, private and NGO sectors of Bangladesh.
21

 

The Institute of Chartered Accountants of Bangladesh (ICAB) prepared a ―Draft Code 

of Corporate Governance-Bangladesh‖ in November 2004.
22

 Earlier, in January 2003, 

ICAB had published the results of a study funded by the WB that examined CG in 

Bangladesh, which included recommendations for improvement (ICAB 2003). 

As mentioned before, the current CG guidelines in Bangladesh came into effect through 

a notification on 20 February 2006. The notification replaces an order dated 9 January 

2006.
23

 There are two differences between the notification and earlier order: first, the 

number of independent directors was reduced from a fifth to a tenth of the board size 

and second, in the earlier order there was a requirement to disclose one additional 

statement by the board concerning the firm‘s significant plans and decisions such as 

corporate restructuring, business expansion and discontinuance of operations along with 

future prospects, risks and uncertainties surrounding the company (guideline 1.4(j)). 

While it is difficult to explain why the SECB changed the CG regulation after 42 days, 

the news on the MCCI, Dhaka website is worth mentioning: ―The Committee 

[Commercial Legislations Sub-Committee of MCCI] reviewed the new guidelines 

finalised by the Securities and Exchange Commission (SEC) with regard to Independent 

Directors, Audit Committee, etc… As decided by the Committee, a delegation met the 

Securities and Exchange Commission‘s Chairman and other high officials and 

submitted the proposals. The SEC later made amendments to the relevant Circular in 

accordance with the points submitted by the Chamber‖ (MCCI 2006).
24

  

Experience in other countries also seems to have influenced the development of CG 

guidelines in Bangladesh. It is evident from the news appearing in the quarterly 

publication of the SECB (SECB 2006, 5): ―after corporate debacle in Western countries 

                                                 
21

  Under the CGSP, BEI conducted an opinion survey to examine the awareness and practice of CG 

among the business community from December 2004 to January 2005 and published the study report 

titled ―Baseline Study on Corporate Governance Practices in Bangladesh‖ (Rahman and Rahman 

2005).  

22
  By being a part of the South Asian Federation of Accountants (SAFA) Corporate Governance Group, 

ICAB also was involved in the development of the ―Best Practices on Corporate Governance for 

South Asian Countries‖ of December 2005. 

23
  Order No. SEC/CMRRCD/2006-158/Admin/02-06. 

24
  From personal communication, I came to know that the meeting took place on 8 February 2006. 
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like other regulators of capital markets, the Commission has issued ―Corporate 

Governance Guidelines‖ on comply or explain basis to elevate corporate governance 

scenario in Bangladesh.‖
25

 

The above discussion suggests that apart from donor agencies‘ initiatives, the 

development of the CG guidelines was influenced by a small number of domestic 

bodies. One relevant question, therefore, arises: is there any way to determine to what 

extent the CG guidelines are driven by external or domestic forces? 

A similar question has been addressed by Hermes et al. (2006) in the context of 

countries in the European Union (EU). By comparing the contents of codes with the 

priorities set by the European Commission, they show the majority of the codes in the 

EU did not comply fully with the priorities of the European Commission. They interpret 

this finding as indicating CG codes are driven by both external and domestic forces. 

Following Hermes et al. (2006), I expect that if domestic forces are influential in the CG 

reform process, the resulting CG regulations need not converge fully with international 

best practice; rather it is likely there will be a divergence from international best 

practice because of differences in countries‘ legal, institutional, political, social, cultural 

and business environments.  

Since I am focusing on a single country, I have effectively only one set of formal CG 

guidelines to consider. Moreover, the CG guidelines are unlikely to reflect all CG 

reforms in a country, as other rules and regulations can include potentially important 

aspects of CG reform. Therefore, I take an alternate route. In a recently published CG 

assessment study report by the WB, a summary of observance of the OECD Corporate 

Governance Principles in Bangladesh is provided (World Bank 2009, 13-14). The level 

of observance is classified into one of five categories: fully implemented, broadly 

                                                 
25

  The SECB Chairman‘s comment to the press that the recent worldwide development on corporate 

governance practices and non-availability of any guideline in the country prompted the capital market 

watchdog to take initiatives for preparing the set of guidelines (The Daily Star 2006), supports this 

notion. 
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implemented, partly implemented, not implemented and not applicable.
26

 Using this 

publicly available WB report,
27

 I have further examined whether external or domestic 

forces are important in explaining CG reforms in Bangladesh. Table 2-5 is constructed 

using the information contained in the WB report.  

Table 2-5: Summary of Observance of OECD Corporate Governance Principles in Bangladesh 

 
OECD Corporate Governance Principle N 

Implementation Status in Bangladesh 

 FI BI PI NI Total
b
 

I. Ensuring the basis for an effective corporate 

governance framework 

4 0 0 4 0 4 

II. The rights of shareholders and key ownership 

functions 

19 0 8 10 1 26 

III. Equitable treatment of shareholders 7 0 2 5 0 9 

IV. Roles of stakeholders in corporate governance 5 0 0 4 1 4 

V. Disclosure and transparency 13 0 1 12 0 14 

VI. Responsibilities of the board 15 0 2 10 3 14 

Total
a
 

Total (in percentage) 

63 
100 

0 
0 

13 
20.64 

45 
71.43 

5 
7.93 

 

Total Compliance Score  189 0 26 45 0 71 

Using the information contained in the World Bank Country Study report (2009, 13-14), this table 

presents a summary of the implementation status of OECD Corporate Governance Principles in 

Bangladesh. N is the total number of indicators with respect to each CG principle applicable to 

Bangladesh. FI refers to ―Full Implementation‖. BI refers to ―Broad Implementation‖. PI refers to ―Partial 

Implementation‖. NI refers to ―No Implementation‖. Total
a
 is the sum score of implementation with 

respect to each OECD CG Principle. Total Compliance Score and Total
b
 is calculated by assigning 

weights to each level of implementation: FI = 3, BI = 2, PI = 1 and NI = 0. 

Table 2-5 shows that out of the 63 applicable indicators covering six broad CG 

principles, 13 indicators are broadly implemented (20.64%), 45 indicators are partly 

                                                 
26

  The assessment criteria used in classifying the level of observance into one of the five categories are: 

―Principles are Fully Implemented if the OECD Principle is fully implemented in all material respects 

with respect to all of the applicable Essential Criteria. Where the Essential Criteria refer to standards 

(that is, practices that should be required, encouraged or, conversely, prohibited or discouraged), all 

material aspects of the standards are present. Where the Essential Criteria refer to corporate 

governance practices, the relevant practices are widespread. Where the Essential Criteria refer to 

enforcement mechanisms, there are adequate, effective enforcement mechanisms. Where the Essential 

Criteria refer to remedies, there are adequate, effective and accessible remedies. A Broadly 

Implemented assessment is likely appropriate where one or more of the applicable Essential Criteria 

are less than fully implemented in all material respects. A Partly Implemented assessment is 

appropriate when (1) one or more core elements of the standards described in a minority of the 

applicable Essential Criteria are missing, but the other applicable Essential Criteria are fully or 

broadly implemented in all material respects (including those aspects of the Essential Criteria relating 

to corporate governance practices, enforcement mechanisms and remedies); and (2) the core elements 

of the standards described in all of the applicable Essential Criteria are present, but incentives and/or 

disciplinary forces are not operating effectively to encourage at least a significant minority of market 

participants to adopt the recommended practices; or the core elements of the standards described in all 

of the applicable Essential Criteria are present, but implementation levels are low because some or all 

of the standards are new, it is too early to expect high levels of implementation and it appears that the 

reason for low implementation levels is the newness of the standards (rather than other factors, such as 

low incentives to adopt the standards). A Not Implemented assessment likely is appropriate where 

there are major shortcomings‖ (World Bank 2009, 19). 

27
  Available at: http://www.worldbank.org/ifa/rosc_cg_bgd09.pdf. 
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implemented (71.43%), 5 indicators are not in place (7.93%) and none of the indicators 

is fully implemented (0%).  

Using a weighting scheme, providing weights of 3, 2, 1 and 0 for full implementation, 

broad implementation, partial implementation and non-implementation respectively, the 

total compliance score is shown in the last row of Table 2-5. Using this approach, the 

total compliance score is 71 out of a possible maximum of 189. The large difference 

between the actual total compliance score and maximum possible score suggests that 

the current state of CG regulation in Bangladesh does not fully reflect international best 

practice. While I have not explicitly investigated the full range of determinants of the 

CG reforms, this result provides at least partial support for the notion that apart from 

external forces, domestic forces also affect CG reform. A comment by the ICAB 

President (ICAB 2004, Foreword), that ―over the years, ICAB has followed a regular 

approach to adoption of new Standards, after a process of stringent technical review and 

considering their applicability to our country‖ supports this line of thinking. 

2.5 Influence of External Corporate Governance Reform on Firm-Level 

Practices  

In the previous section, I discussed various forces affecting the development of CG 

guidelines in Bangladesh. CG guidelines are likely to be more effective when firms 

comply with the ‗spirit‘ of the guidelines; that is, when they are more than an exercise 

in ‗ticking the boxes‘. A firm‘s CG choices depend on both internal factors and the 

external business environment. Agency issues vary across firms and change over time. 

Consequently, the costs and benefits of adopting particular governance mechanisms are 

also likely to vary. Thus, a firm‘s governance choices, to a large extent, will depend on 

a number of firm-characteristics that reflect the costs and benefits of adopting various 

governance mechanisms. I describe these firm-characteristics as internal factors 

affecting the firm‘s governance choices. Chapter 3 of this thesis discusses these internal 

factors in detail. 

In this section, I examine how developments taking place outside the firm affect the 

firm‘s governance choices. In the context of Bangladesh, four developments are 

considered here: (1) the CG guidelines issued by the SECB in 2006; (2) ICAB‘s 

decision to give ‗ICAB National Awards for Best Published Accounts and Reports‘ 

beginning in 2001, (3) SAFA‘s decision to give ‗SAFA Best Presented Accounts 
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Awards‘ beginning in 2002; and (4) ICMAB‘s (the Institute of Cost and Management 

Accountants of Bangladesh) decision to introduce ‗ICMAB National Best Corporate 

Award‘ beginning in 2007. 

The CG guidelines issued by the SECB in 2006 are not mandatory. The guidelines are 

to be applied on a ‗comply or explain‘ basis, whereby listed companies should include a 

compliance statement in their annual reports, stating specifically which guidelines they 

have complied with and which they have not, giving reasons for the non-compliance.  

I collected data on the level of compliance with the CG guidelines from published 

annual reports of listed companies in Bangladesh from 2005-06 to 2008-09. Table 2-6 

presents summary results of the level of compliance with the CG guidelines. 

Table 2-6: Summary of the Level of Compliance with the SECB Corporate Governance Guidelines by Listed 

Public Limited Companies During 2005-06 to 2008-09 

  2005-06 2006-07 2007-08 2008-09 

Sample size 227 232 246 232 

Number of companies including a compliance 

statement 147 204 226 223 

Percentage of total sample including the compliance 

statement 65 88 92 96 

Minimum score obtained  10 8 10 10 

Maximum score obtained 39 40 40 40 

Number of companies achieving maximum score 13 26 40 42 

As a % of companies providing compliance statement 9 13 18 19 

Overall compliance level (in %) 62 76 82 85 

>90% compliance level (out of 40 conditions) 7 7 9 21 

81%-90% compliance level (out of 40 conditions) 3 5 19 7 

71%-80% compliance level (out of 40 conditions) 5 17 7 9 

61%-70% compliance level (out of 40 conditions) 8 6 3 1 

51%-60% compliance level (out of 40 conditions) 1 4 1 1 

<51% compliance level (out of 40 conditions) 16 1 1 1 

This table presents a summary of the level of compliance with the SECB CG guidelines of 2006 by listed public 

limited companies in Bangladesh from 2005-06 to 2008-09. In preparing the table, the CG guidelines have been 

classified into 40 yes/no questions.  

In the first year following the issue of CG guidelines, of 227 sample companies from all 

listed companies on the DSE, about two-thirds (65%) included compliance statements 

in their annual reports. About 35% of the sample companies did not provide any 

information on their compliance with the guidelines. Inclusion of a compliance 

disclosure statement increased to 96% of cases in 2008-09 from 65% in 2005-06. In 9 

instances out of the total sample of 232 companies in 2008-09 there was no compliance 

statement. In year 2005-06, 13 companies (9% of complying companies) achieved the 

maximum score of 39. In 2008-09, 42 companies achieved the maximum score of 40 

(19% of complying companies). The overall compliance level has increased from 62% 
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in 2005-06 to 85% in 2008-09, meaning that compliance with the CG guidelines 

continued to increase. This is evidenced by the fact that the proportion of firms 

reporting exceeded 80% in relation to 28 out of 40 conditions in 2008-09. However, less 

than 51% compliance was found for one guideline condition: a report by the audit 

committee to the shareholders. Table 2-6 suggests that listed companies in Bangladesh 

have gradually adopted the CG guidelines, indicating that the issuance of CG guidelines 

has influenced CG practices in Bangladesh.  

It can be reasonably expected that firm‘s governance practices are likely to improve due 

to the reputational effects of being awardees of ICAB, ICMAB and SAFA. When 

selecting the winners, these professional bodes use specific selection criteria, one being 

the information disclosed on CG practices in the company‘s published annual report. 

For example, in the 2000 selection round, ICAB allocated 10 points (out of 200) for CG 

practices: statement of directors (4 points), audit committee information (4 points) and 

remuneration committee information (2 points) (ICAB 2001). 

The weights on disclosure of CG practices were doubled in 2010 (10 points out of 100) 

(ICAB 2010). Similarly, ICMAB‘s ―Questionnaire for ICMAB Best Corporate Award 

2007‖ included five questions relating to CG practices: number of board meetings held 

during the year, number of Executive Committee (EC) members and the name of the 

Chairman of the EC, number of EC meetings held during the year, name of the 

Chairman of the AC, and number of AC meetings held during the year. Beginning in 

2005, SAFA introduced a new category titled ―Corporate Governance Disclosure 

Award‖. One of the main aims of these awards by professional bodies is to encourage 

listed companies to act and report in a more informative, transparent and accountable 

manner, which are often viewed as essential for good corporate governance. 

Table 2-7 provides a name-wise list of the winners of ―ICAB National Awards for Best 

Published Accounts & Reports‖. As the table shows, 12 companies from the non-

financial sector have won the award since its inception in 2001. One important point to 

note is that except for one company (Singer Bangladesh Ltd.), no company has won 

first prize in two consecutive years, suggesting that companies compete for the awards. 

Competition is likely to be stronger among larger companies, since they can devote 

greater resources to implementing costly governance structures to improve their 

governance practices, and to disclosing those practices.  
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Table 2-7: Yearly Winners (from the Non-Financial Sector) of “ICAB National Awards for Best Published 

Accounts & Reports”  

Name of Company 

2
0

0
1
 

2
0

0
2
 

2
0

0
3
 

2
0

0
4
 

2
0

0
5
 

2
0

0
6
 

2
0

0
7
 

2
0

0
8
 

2
0

0
9
 

2
0

1
0
 

2
0

1
1
 

Beximco Pharmaceuticals Ltd. 1  3   3      

Beximco Textile Mills Ltd.  2          

Padma Textile Mills Ltd. 2 1 2         

GalxoSmithKline Bangladesh Ltd. 3 3 1 3 2 1  3 2 1 3 

Square Pharmaceuticals Ltd.    1 3  1     

ACI Ltd.    2      3  

BOC Bangladesh Ltd.     1       

Berger Paints Bangladesh Ltd.      2 2  3   

Singer Bangladesh Ltd.       3 1 1 2  

Renata Limited        2    

RAK Ceramics (Bangladesh) Ltd.           1 

Summit Power Limited           2 

This table presents the names of the companies from the non-financial sector (excluding banks, non-

banking financial institutions and insurance companies) that won the ―ICAB National Awards for Best 

Published Accounts & Reports‖ from 2001 to 2011. The numbers 1, 2, and 3 refer to first, second and 

third prizes respectively.  

 

2.6 Implications for Thesis 

In the previous sections, I have discussed different country-level CG reforms and the 

possible drivers of reform in the context of Bangladesh. I have also discussed how 

country-level reform initiatives influence firm-level governance practices. There are at 

least two implications of this discussion for my thesis. 

Since CG is a system of practices, reform of CG at the country-level does not occur 

immediately an issue arises. Rather, practices evolve over a number of years. I have also 

provided evidence that country-level reforms have important implications for firm-level 

governance practices, since firms tend voluntarily to change their governance practices 

in response to developments in the external environment. Like reform at the country-

level, adoption of evolving practices by firms occurs gradually reflecting differences in 

the cost-benefit aspects of adoption. Hence, there is scope to examine whether there is 

any difference across firms in any governance output measure, such as the timeliness of 

information disclosure, accounting performance, stock market performance, stock 

market liquidity, or the firm‘s cost of (equity) capital. These are the topics of Chapters 

4, 5 and 6. 

Although country-level developments have important implications for firm-level 

practices, it is not possible to incorporate all country-level matters into firm-level 

governance models, since country-level forces are not always easy to identify and 

suitable proxies for their effects are often difficult to find. However, considering the 
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importance of country-level factors, I will include year dummies in my models where 

appropriate, with the expectation that they will capture national developments over 

time.  

2.7 Summary 

Prior literature suggests that a number of domestic and external forces influence CG 

reform, which tends to evolve over a prolonged period of time, often in response to 

corporate failures or other systemic crises. As the socio-political and economic 

environment differ across countries, factors driving CG reform are also likely to differ 

from one country to another, setting a platform for a new line of research: which factors 

influence CG reform in a country in general, and the contents of the country‘s CG 

standards in particular. I examine these questions by examining the relevant CG reforms 

in an emerging country, Bangladesh. This chapter also examines how country-level 

developments affect firm-level governance practices. 

As in other countries, most companies in Bangladesh are either family controlled or 

controlled by one or a few substantial shareholders, paving the way for the interests of 

minority shareholders to be expropriated by corporate insiders. Weak investor 

protection has resulted in a less-developed capital market, and weak insider trading 

legislation and enforcement would have been associated with a higher cost of capital. 

Recognition of these outcomes has contributed to a number of CG reforms, such as the 

introduction of guidelines and laws to strengthen internal governance, protect and 

empower minority shareholders, enhance disclosure requirements, and monitor 

corporate behaviour and enforce the law. 

A number of steps have been taken since the early 1990s, mostly with support from the 

IFAs, but according to the observers there is scope for further improvement. One key 

area for attention is monitoring and public enforcement, since many contraventions 

remain undetected and unpunished, as pointed out by different studies and the WB 

reports. The importance of further CG reform has been highlighted by the WB‘s 

requiring improvement in CG in order to secure the continuity of financial assistance 

from the IFAs. 

This chapter has examined the drivers of the CG guidelines issued in 2006 which are an 

important outcome of CG reform initiatives. Consistent with prior literature, I have 
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focused on the roles of both domestic and external forces. Consistent with the relatively 

undeveloped state of the Bangladesh capital market, I found that factors such as 

globalization, opening up of financial markets, and foreign institutional investors have 

not played as significant a role as the IFAs. Since CG is one of the development goals 

of the IFAs, their supportive actions and communications have contributed to a number 

of CG reforms, including the development of the 2006 CG guidelines in Bangladesh. 

Domestic players such as the BEI, the ICAB, the MCCI, and experience from other 

countries, have influenced the guidelines too. 

I have also examined whether external or domestic forces are both drivers of CG 

reform. In so doing, I have followed an approach similar to Hermes et al. (2006) and 

used information from the WB country study report of 2009. Results show that out of 

the 63 applicable indicators of good governance, covering six broad CG principles of 

OECD, 13 indicators are broadly implemented (20.64%), 45 indicators are partly 

implemented (71.43%), 5 indicators are not in place (7.93%) and none of the indicators 

is fully implemented (0%). Using a weighting scheme, the total compliance score is 

found to be 71 out of a possible maximum of 189. I interpret my analysis as providing 

some support for the notion that apart from external forces, domestic forces do affect 

the nature of CG reform in an emerging market. 

Finally, I have examined how country-level development affects firm-level governance 

practices. Using information disclosed in companies‘ annual reports in relation to 

compliance with the SECB CG guidelines, I find evidence of an increasing trend in the 

overall level of compliance, from 62% in 2005-2006 to 85% in 2008-2009. Thus there 

is evidence that companies in Bangladesh are gradually changing their CG practices, 

based on compliance with the national guidelines. I have also examined the influence of 

other voluntary national and regional developments on firms‘ CG practices. In this 

respect, I have considered the selection criteria of three professional institutions (ICAB, 

ICMAB, and SAFA) in relation to their annual awards for the best published annual 

reports. Results show that except for one company, no company has won first prize in 

the ICAB‘s national award in two consecutive years. I interpret this result as evidence 

that the introduction of the annual corporate awards has motivated companies to 

improve their governance practices.  
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This chapter is not intended to provide a comprehensive study of why CG reforms 

diverge from the principles identified by the OECD. Future research could explore 

whether and to what extent domestic forces do indeed determine CG reforms, and if so, 

which country-level forces have greater influence. In this connection, there is a growing 

literature focusing on whether an Anglo-Saxon governance model, as promoted by the 

IFAs, adequately captures the socio-political and economic environment within which 

firms operate. Future research might also focus on that line of enquiry. 
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Chapter 3 
Corporate Governance Quality: Measurement and 

Determinants 

3.1 Introduction 

There is no unifying theory that determines the boundaries of corporate governance 

(CG). Indeed, academics take different standpoints when dealing with CG related 

issues. Such differences are non-trivial. For instance, Bhagat and Bolton (2008) find no 

consistent relationship between a variety of measures of the ‗quality‘ of corporate 

governance (CGQ)
28

 and firm performance, while Daines, Gow and Larcker (2010) 

report surprisingly small cross-sectional correlation among proprietary indices of CGQ.  

However, most agree that measures of governance quality should incorporate a number 

of country- and firm-level characteristics that reflect the costs and benefits of adopting 

various governance mechanisms. Country-level characteristics embody the effects of 

regulatory and legal environments on such costs and benefits, while firm-level 

characteristics reflect choices made according to particular circumstances. In this 

chapter I consider three questions: (1) Which firms are leaders, in the sense that they 

tend to change their corporate governance practices earlier than others? (2) What 

explains differences in corporate governance practices across firms from one year to the 

next? (3) What explains differences in corporate governance practices across firms at a 

given point of time?  

The purpose of this chapter is to develop a composite measure of governance quality in 

the context of a developing country, Bangladesh, in order to answer these questions. 

While earlier studies have focused primarily on developed countries with some limited 

attention to emerging markets, none, as far as I am aware, has studied these questions in 

the context of Bangladesh, a jurisdiction where there is little foreign investment, 

institutional investors are few and the level of legal protection of minority shareholders‘ 

rights is relatively low. In such an environment, firm-level characteristics tend to 

dominate in determining governance quality.  

                                                 
28

  ‗Quality‘ of a firm‘s corporate governance is best seen as its score according to some index 

constructed from a set of governance indicators or characteristics (Brown et al. 2011a). 



43 

 

Studies in the area of CG have considered various firm-level characteristics affecting 

corporate governance quality. The results are often mixed. Based on prior literature, a 

number of hypotheses are developed and tested in this chapter. Consistent with the 

findings of other studies, the results indicate a limited number of firm-level 

characteristics account for changes in CG quality from one year to the next, as well as 

cross-sectional differences in CG quality across firms at a given point of time. 

This chapter proceeds as follows. In Section 3.2, literature concerning the measurement 

of corporate governance quality is reviewed. The literature concerning the determinants 

of CGQ is reviewed in Section 3.3. Hypotheses are developed in Section 3.4. Data and 

methods including the models to be used are discussed in Section 3.5. Section 3.6 deals 

with data analysis followed by robustness checks in Section 3.7. A summary is 

presented in Section 3.8. 

3.2 Corporate Governance “Quality”: Is There a Best Measure? 

For this study, corporate governance ―quality‖ is indicated by the adoption of a broad 

set of rules and practices that help provide corporate insiders with incentives to act 

towards maximising firm value (De Nicolò, Laeven, and Ueda 2008). Agreement on the 

boundaries of CG is necessary to determine the extent to which a firm conforms to an 

agreed set of rules and practices. Unfortunately, as Brown et al. (2011a) point out, 

corporate governance lacks a unifying theory, resulting in different standpoints being 

taken by academics when dealing with CG related issues. Such standpoints differ in 

terms of ―… the nature of the questions asked, how they are framed, the core ideas, and 

the reasoning processes that underpin hypotheses, how models are specified, how the 

dependent and explanatory variables are defined and measured, which estimators are 

used and tests are applied, and the manner in which conclusions are reached‖ (Brown et 

al. 2011a, 99). Figure 3-1 describes some common ways of measuring governance 

quality. None is perfect. 
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Figure 3-1: Common Ways of Measuring Corporate Governance „Quality‟ 

  

Measuring Corporate Governance 

‗Quality‘  

Single Governance Component Composite Governance Measure 

Company by-laws and charter 

provisions 
Firm‘s Disclosure Environment 

Survey of Firms (interview, 

questionnaire survey etc.) 

Corporate Governance Databases 
Proprietary Indices by Rating 

Agencies 
Other Survey Results 

Unweighted Composite Measure Weighted Composite Measure 

Principal Components 

Analysis (PCA) 
Discrete Principal Components 

Analysis (DPCA) 

Recursive 

Partitioning 

Types 

Primary Source(s) of 

Information 

Other Source(s) of 

Information 

Weighting Scheme 

Data Reduction 

Techniques 

External Corporate Governance Internal Corporate Governance 

Governance 

Characteristics 

Other 

Techniques 
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Single measure and composite measure: As Figure 3-1 indicates, governance quality 

has been measured using a single governance characteristic or an index of several 

governance aspects combined into one measure. The measure can be based on internal 

or external governance characteristics.
29

 Internal governance characteristics include, 

among others, (i) board size (for example, Eisenberg, Sundgren, and Wells 1998; Mak 

and Kusnadi 2005; Boone, Field, Karpoff, and Raheja 2007); (ii) board composition (for 

example, Hermalin and Weisbach 1991; Barnhart and Rosenstein 1998; Bhagat and 

Black 1999; Prevost, Rao, and Hossain 2002; Kiel and Nicholson 2003; Petra 2005; 

Rashid et al. 2010; Bruce 2012); including the proportion of non-executive directors 

(for example, Chen and Jaggi 2000; Pass 2004; Mura 2007), independent directors (for 

example, Rosenstein and Wyatt 1990; Bhagat and Black 2002; Boone et al. 2007; Lefort 

and Urzúa 2008; Ramdani and Witteloostuijn 2010), CEO duality (for example, 

Rechner and Dalton 1991; Petra 2005; Elsayed 2007; Ramdani and Witteloostuijn 

2010); (iii) managerial ownership (for example, Kole 1996; Short and Keasey 1999; 

Rose 2005; Pergola and Joseph 2011); (iv) board committees (for example, Conyon and 

Simon 1998; Klein 1998, 2002; Petra 2005); (v) executive compensation (for example, 

Core, Holthausen, and Larcker 1999; Brick, Palmon, and Wald 2006); and (vi) board 

meeting frequency (for example, Vafeas 1999). Examples of external CG characteristics 

are: blockholders and analysts (for example, Holderness 2003; Lang, Lins, and Miller 

2004; Pergola and Verreault 2009); external auditors (for example, Cohen, 

Krishnamoorthy, and Wright 2002); competition and takeovers (for example, Cremers 

and Nair 2005; Webb 2006; Chou, Ng, Sibilkov, and Wang 2011); and regulation and 

enforcement (for example, La Porta, Lopez-De-Silanes, Shleifer, and Vishny 1998). 

Whether a composite index is more effective than a single governance element in 

measuring quality of corporate governance is an open question. Both approaches have 

their merits and limitations. The proponents of composite measures argue that, as there 

are many governance mechanisms and they are likely to interact with each other, it is 

unlikely that a single characteristic adequately captures the overall quality of a firm‘s 

CG and hence a composite index would do better (for example, Ødegaard and Bøhren 

2003; Ho 2005; Bauer, Frijns, Otten, and Tourani-Rad 2008). The simplicity of a single 

                                                 
29

  Following Brown et al. (2011a), internal characteristics are those that stem from the decisions and 

actions of the shareholders and the board while external characteristics encompass the decisions and 

actions of all other parties, such as blockholders and institutional investors, activists and external 

auditors. 
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number to capture the multiple dimensions of CG is another reason behind the 

popularity of a composite index.  

However, the adequacy of a single index remains questionable as there is no agreed 

theory of CG to guide the selection of the components of the index. The methods 

employed to construct an index of governance are largely arbitrary and, therefore, 

governance indices are often criticised for not capturing what really matters in corporate 

governance (Aggarwal, Erel, Ferreira, and Matos 2011). For instance, Bhagat and 

Bolton (2008) and Bhagat, Bolton and Romano (2008) find no consistent correlation 

between a number of governance measures and alternative measures of firm 

performance. Epps and Cereola (2008) show that for large US public companies, ISS 

corporate governance ratings are not significantly related to the firms‘ operating 

performance when measured by return on assets (ROA) or return on equity (ROE). 

Similarly, Daines et al. (2010) find the most commonly used proprietary indices have 

virtually no ability to predict governance-related outcomes. They also report little cross-

sectional correlations among proprietary indices, suggesting either the indices are not 

measuring the same CG constructs or there is a high degree of measurement error in the 

rating process, making the scores unreliable. Bhagat and Bolton (2008) point out that 

carefully selected single board characteristics can be an excellent proxy for overall 

quality of governance as a characteristic is often ―… simple, intuitive, less prone to 

measurement error, (and) not subject to the problem of weighting a multitude of 

governance provisions in constructing a governance index‖ (Bhagat and Bolton 2008, 

259). 

Sources of Governance Information: Information on internal or external governance 

characteristics is often obtained directly from primary data sources such as company by-

laws and charter provisions, information disclosed in regular reports and other channels, 

and responses to interviews, and questionnaires. Besides using these primary sources 

(Drobetz, Schillhofer, and Zimmermann 2004; Chhaochharia and Laeven 2009), 

researchers often rely on large corporate governance databases to measure governance 

quality, such as those provided by: the Center for International Financial Analysis and 

Research (CIFAR) (Francis, Khurana, and Pereira 2005), the Investor Responsibility 

Research Center (IRRC) (Gompers, Ishii, and Metrick 2003; Bebchuk, Cohen, and 

Ferrell 2009), and Institutional Shareholder Services (ISS) (Brown and Caylor 2006). 

Other sources of information include independent rankings by different rating agencies, 
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such as Standard & Poor‘s Corporate Governance Score (CGS) (Durnev and Kim 2005, 

2007), Credit Lyonnais Securities Asia (CLSA) rankings (Klapper and Love 2004; 

Durnev and Kim 2005), Horwath (NSW) Pty Limited‘s annual reports (Beekes and 

Brown 2006), the Corporate Governance Quotient (CGQ®) from ISS (Carcello, 

Hollingsworth, Klein, and Neal 2006), Audit Integrity‘s Accounting and Governance 

Risk (AGR) (Price, Sharp, and Wood 2011), the CG rating from Governance Metrics 

International (GMI) (Bauer et al. 2008), the rating from the Corporate Library (TCL) 

(Bhagat and Bolton 2008), and surveys by agencies like Stock Exchanges (Black, Jang, 

and Kim 2006a in Korea), Securities Exchange Commission; newspapers (Klein, 

Shapiro, and Young 2005; and Berthelot, Morris, and Morrill 2010 used the indices of 

corproate governance compiled by the Globe and Mail, a Canadian newspaper), non-

profit research institutions (Suvankulov and Ogucu 2011 used publicly available ratings 

by the Russian Institute of Directors (RID)) and International Financial Agencies such 

as the World Bank (WB) (McGee 2008).  

Love (2010) has identified advantages and drawbacks in using each type of data source. 

Primary data sources such as a company‘s by-laws have the advantage of being the 

most objective. However, they suffer from the fact that not all provisions may be 

implemented in reality and that the information contained in by-laws and charters is 

usually coarse in nature and often does not change over time. Independent rankings can 

be timelier, as the rating agencies are in a good position to track any change in a 

company‘s governance provisions. On the negative side, differences in the expertise of 

rating agencies can make their rankings less reliable and thus may introduce noise into 

the data. The focus of ranking agencies may also be different. For example, while 

Standard and Poor‘s rankings focus on disclosure, ISS uses a comprehensive set of 

governance attributes that relate to increasing the power of minority shareholders 

(Aggarwal, Erel, Stulz, and Williamson 2010). Moreover, the rankings are often biased 

when they are based on subjective information. For example, Klapper and Love (2004) 

point out that the CLSA database includes 30% of questions that are based on analysts‘ 

opinions. While subjectivity may be avoided to a large extent in a well-constructed 

survey of firms, a survey may suffer from the possibility that a firm misreports the 

quality of their governance. 

Weighting methods in composite measures: As pointed out earlier, a major difficulty 

when constructing a composite measure is the decision to use weights, where a varying 
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weight is assigned to each corporate governance provision or to different sets of 

governance provisions (sub-indices).
30

 Equally-weighted (that is, unweighted) indices 

are often used by academicians (for example, the G-Index in Gompers et al. 2003; the 

Gov-Score in Brown and Caylor 2006). Rating agencies, on the other hand, usually 

construct a weighted score when creating proprietary indices.
31

 As with the choice 

between a single or composite index, the choice between an un-weighted and a 

weighted index is no simple matter.
32

 All I assume is that the components are additive; 

that they do not interact.  

The issue of whether components are complements or substitutes is more subtle. The 

extent to which they are substitutes or complements determines the maximum value we 

expect to observe when a company has the ―highest‖ CGQ. Unfortunately, we have 

little to guide us on each of these two issues because ―… good governance features may 

well be substitutes to other governance mechanisms and the interactions among them 

may also be complex and subtle‖ (Bhagat et al. 2010, 104). Research evidence on this 

issue is also mixed. Some studies (Denis and Kruse 2000; Huson, Parrino, and Starks 

2001; Gillan, Hartzell, and Starks 2006) suggest that internal governance mechanisms 

are independent (substitutes) of external governance mechanisms, but the 

complementarity view is supported by other studies (Hadlock and Lumer 1997; 

Mikkelson and Partch 1997; Cremers and Nair 2005). The challenge in using an 

unweighted or a weighted index is to find weights consistent with those used by market 

participants, to avoid incorrect inferences about say the relationship between 

governance and firm performance (Bhagat et al. 2010).  

Broad or parsimonious index: In the absence of a well-developed theory to guide the 

construction of a reliable governance index, researchers often ask the question: which 

specific governance provisions are likely to be more important in explaining the 

relationship between corporate governance and a governance-related outcome? To 

                                                 
30

  The main objective is to bring together similar elements under a common heading. However, 

subjectivity is often involved in deciding the number of sub-indices and the elements to be included in 

each sub-index. Because of the subjectivity involved, Klapper and Love (2004) refrained from 

studying disaggregated indices. 

31
  The weights are either based on the rating agencies‘ discretion regarding the relative importance of the 

governance factor or some form of quantitative analyses (Bhagat, Bolton, and Romano 2010). 

32
  While the use of weights can produce better secondary results in terms of understandability, 

subjectivity in the selection of weights often makes comparison difficult (Donker and Zahir 2008; 

Lazardies and Drimpletas 2011). 
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answer the question, they often use different data reduction techniques. For example, 

Bebchuk et al. (2009) construct an entrenchment index (E-Index), consisting of a subset 

of just six of the 24 provisions in the G-Index of Gompers et al. (2003). Using the E-

Index, Bebchuk et al. (2009) confirm the correlation between governance and future 

firm performance found in Gompers et al. (2003). Similarly, Brown and Caylor (2006) 

initially start with a ‗Gov-Score‘, but afterwards find that seven key factors (Gov-7)
33

 

underlying the Gov-Score fully account for the correlation between Gov-Score and firm 

valuation. Other data reduction techniques used in the literature include Principal 

Components Analysis (PCA) (Larcker, Richardson, and Tuna 2007; Ammann, Oesch, 

and Schmid 2011), Discrete Principal Components Analysis (DPCA) (Beekes, Hong, 

and Owen 2010), and Recursive Partitioning (Larcker et al. 2007). 

I conclude from the above discussion that there is no one accepted way to measure 

governance quality and no measure is without its advantages and limitations. In my 

study, CG quality is measured using an unweighted composite index after considering 

the legal requirements and the disclosure environment in Bangladesh. Because so little 

work has been done on governance in emerging countries, I ―cast the net widely‖ in my 

search for components that may shed light on my search for links between CGQ and 

measures of corporate performance, stock market liquidity, and the cost of capital. 

3.3 Determinants of Corporate Governance Quality: Three Alternative 

Approaches 

What constitutes good corporate governance remains unclear in the corporate 

governance literature. The potentially conflicting interests of insiders who control the 

firm‘s resources and outsiders who supply the resources have been in the forefront of 

research in accounting and finance at least since Jensen and Meckling‘s (1976) 

pioneering work (Vafeas and Theodorou 1998). Much of this research has focused on 

designing and examining the effectiveness of different corporate governance 

mechanisms that can be employed by a firm to mitigate potential conflicts between the 

suppliers and users of corporate funds. In so doing, a number of different theoretical 

frameworks, originating from a broad range of disciplines including economics, finance, 

                                                 
33

  Brown and Caylor (2006) base their decision on the result found from using the three sets of 

regressions: regressing their performance measure on the sum of all the 51 governance factors in Gov-

Score, regressing their performance measure on each of the factors plus the remaining 50, and 

stepwise regression.  
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management and sociology, have been employed to explain and analyse corporate 

governance and its effectiveness. Using various terminologies, these frameworks view 

corporate governance from different perspectives. Among the different theoretical 

frameworks, agency theory is the most prominent. Besides agency theory, other 

commonly used theories include stewardship theory, transaction-cost economics, 

resource dependence theory, theory of managerial hegemony and stakeholder theory. 

Although these theories often overlap and share significant commonalities (Solomon 

and Solomon 2004),
34

 they differ significantly in terms of what constitutes good 

corporate governance. For example, agency theory (Jensen and Meckling 1976; Fama 

1980; Fama and Jensen 1983) assumes that insiders are opportunistic, therefore 

adequate incentive compensation contracts (such as stock ownership plans and 

performance contingent compensation) or monitoring or control mechanisms need to be 

in place to protect the interests of minority shareholders from their expropriation by 

insiders. According to agency theory, a small corporate board consisting of a majority 

of outside directors with clear separation between the roles of the Chairman of the board 

and the Chief Executive Officer (CEO) should better monitor the behaviour of top 

management. In contrast, stewardship theory (Donaldson 1990; Donaldson and Davis 

1991, 1994; Davis, Schoorman, and Donaldson 1997) claims that managers are not 

necessarily un-trustworthy individuals; rather, they are good stewards of the corporate 

resources entrusted to them and they are unlikely to appropriate corporate resources for 

their personal benefit. Proponents of stewardship theory contend that improved 

corporate performance will be linked to a majority of executive directors (in contrast to 

a majority of outside and independent directors) since ―… this adds to available 

expertise, allows ventilation of points of contention within management, and provides a 

status reward for the executives‖ (Donaldson 1990, 377). Similarly, in this theory CEO 

duality is seen as a positive force for improved corporate performance because ―… 

when the chairperson and the CEO are the same person, the command becomes unified, 

removing role ambiguities and conflicts that could otherwise arise when power is 

shared‖ (Donaldson 1990, 377). In contrast to the superiority of a small board size 

predicted by agency theory, resource dependency theory (Pfeffer 1972; Pfeffer and 

                                                 
34

  For example, agency theory and transaction-cost economics share key assumptions and approaches in 

conceptualizing boards (Stiles and Taylor 2002), and it is often difficult to clearly distinguish between 

the concept of stewardship and trusteeship (Learmount 2002). 
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Salancik 1978) predicts that the larger the size of the board, the higher the probability of 

the company‘s access to various resources through directors‘ high level links to the 

external environment.  

Consistent with the conflicting predictions of the three theories just mentioned, 

conflicting results appear in the literature, suggesting that neither theory is sufficient to 

explain what constitutes good corporate governance. A number of papers have 

attempted to weigh up these conflicting results through meta-analysis (for example, 

Wagner, Stimpert, and Fubara 1998; Rhoades, Rechner, and Sundaramurthy 2000, 

2001). They suggest that, rather than relying on the predictions of individual 

governance theory, a contingency approach (Finkelstein and D'Aveni 1994; Boyd 1995) 

can do a better job. For example, in a firm environment characterized by a high level of 

uncertainty, an insider-dominated board with rich, inside information would be better. 

Outside dominated boards should be better when the environment is characterized by 

organizational slack resulting from the potential misallocation of excess corporate 

resources (Rhoades et al. 2000). 

The above discussion suggests that agency problems vary across firms and change over 

time. Consequently, the costs and benefits of adopting particular governance 

mechanisms are likely to vary. On the benefits side, adoption of ―best practice‖ 

guidelines can act as a signalling device to assure prospective investors that the firm is 

well-governed. Such a signal might facilitate easier access to external capital or access 

on better terms, which enhances firm value (Chhaochharia and Laeven 2009). As 

another example, adopting ―best practice‖ (perhaps followed by cross-listing on a 

foreign stock market with more stringent governance requirements) can serve as a 

bonding mechanism, whereby firms commit to investors to adhere credibly to a better 

governance regime (Licht 2003; Doidge, Karolyi, and Stulz 2004). These benefits do 

not come without cost. A major cost is the reduced ability on the part of the controlling 

shareholders to expropriate company resources at the expense of minority shareholders 

(Doidge et al. 2004). Corporate governance mechanisms can involve significant 

transactions costs. Examples are: the cost of changing company charter provisions; 

establishing audit, remuneration, and nomination committees; paying for the services of 

outside directors, advisers and external auditors; and the proprietary costs of 

disseminating value-relevant information to enhance corporate transparency 
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(Chhaochharia and Laeven 2009). The adoption of governance attributes may also limit 

management flexibility (Aggarwal et al. 2010).  

Firms tend to change their governance practices when the benefits justify the costs. 

Hence, the optimal governance structure should differ from one firm to another. This 

view is supported by the literature, suggesting that a firm‘s governance choices are 

endogenously determined by its contracting environment which, in turn, influences the 

costs and benefits the firm faces when choosing its governance mechanisms 

(Himmelberg, Hubbard, and Palia 1999; Bujaki and McConomy 2002; Klapper and 

Love 2004; Filatotchev, Toms, and Wright 2006; Gillan et al. 2006; Anand, Milne, and 

Purda 2007; Boone et al. 2007; Chhaochharia and Grinstein 2007; Lehn, Patro, and 

Zhao 2009; Bruno and Claessens 2010).  

The overall costs and benefits of adopting governance mechanisms depend on a host of 

country and firm-level characteristics. One of the most frequently discussed country-

level characteristics is the level of investor protection in a given country. It has been 

argued that in countries with weak investor protection, firms might find it difficult to 

adopt different corporate governance mechanisms either because they are unavailable to 

the firm, or because of the costs of implementing them, for example investors and 

judges in that country might find it difficult to understand unfamiliar governance 

contracts (La Porta et al. 1998; Doidge, Karolyi, and Stulz 2007; Aggarwal et al. 2010).  

Therefore, firms in a relatively weak legal environment such as Bangladesh may not 

have the required flexibility to improve investor protection by themselves and, 

consequently, they have lower governance ratings and the rights of minority 

shareholders are determined mostly as the country level (Doidge et al. 2007). In support 

of this view, Doidge et al. (2007) report that country-level characteristics explain 39% 

to 73% of the variance in governance quality ratings, with firm-level characteristics 

explaining 4% to 22%. They also report that firm-level characteristics explain virtually 

none of the variance in governance quality ratings of companies domiciled in less-

developed countries. Recent empirical evidence, however, suggests that both country-

level and firm-level characteristics do affect the quality of governance in all countries 

(Chen, Chen, and Wei 2009; Bruno and Claessens 2010).  
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Cornelius (2005) argues that while county-level characteristics influence the articulation 

and practical protection of investor rights and the norms of transparency and disclosure, 

they are no guarantee that all companies in a given framework will demonstrate equally 

strong CG standards, implying that firm-level characteristics are also important. 

Besides, country-level governance studies cannot answer all of the questions researchers 

ask, such as which factors explain the cross-sectional differences in governance quality 

within a country (Durnev and Kim 2005, 2007). An evolving strand of research has thus 

focused on possible firm-level determinants of corporate governance in both developed 

and emerging economies (for example, Himmelberg et al. 1999; Himmelberg, Hubbard, 

and Love 2002; Klapper and Love 2004; Durnev and Kim 2005; Francis et al. 2005; 

Durnev and Kim 2007). The results are, unfortunately, somewhat mixed. 

3.4 Hypotheses 

The hypotheses of this chapter developed in this section are based on a contingency 

approach. The choice is consistent with the provisions of the CG guidelines in 

Bangladesh. For instance, the guidelines‘ requirements of a small board and for separate 

individuals to fill the positions of Chairman and CEO are consistent with agency theory. 

On the other hand, the minimum requirement of one-tenth of directors to be 

independent (subject to minimum of one) is more consistent with stewardship theory.  

Growth opportunities and the need for external financing: The quality of governance 

may be related to growth opportunities and a subsequent need for external financing as 

―…one is less likely to commit a crime if one has something valuable to lose‖ (Durnev 

and Kim 2005, 1462). La Porta, Lopez-De-Silanes, Shleifer and Vishny (1997) argue 

that, when investors are better protected, they are more willing to supply funds on better 

terms, resulting in a lower cost of capital. Firms requiring external funds to finance their 

growth opportunities, a characteristic of larger, listed companies, may find it optimal to 

increase their level of investor protection by improving their governance quality. 

Moreover, insiders will be less likely to divert corporate resources for personal use 

since the controlling shareholders‘ rights to the income derived from such opportunities 

is larger (once they are financed) compared to the benefits of expropriating the 

resources for private gain (Durnev and Kim 2007). Klapper and Love (2004), Francis et 

al. (2005) and Durnev and Kim (2005, 2007) support this argument in multi-country 

settings. 
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It has been found in single-country settings (Anand et al. 2007 in Canada; Khanchel 

2007 in the US; da Silveira, Leal, Barros, and Carvalhal-da-Silva 2009 in Brazil) that a 

firm‘s growth opportunities and its governance quality are related. However, only weak 

evidence is reported by Barucci and Falini (2005) in Italy, and Black, Jang and Kim 

(2006b) do not find any significant relation between a firm‘s growth opportunities and 

governance quality in Korea. Nonetheless, Black, Jang and Kim (2006b) do find weak 

support for governance quality to be directly related to the firm‘s usage of external 

financing. 

Based on this discussion, I predict that, for listed companies in Bangladesh: 

H3.1: Ceteris paribus, there is a positive association between a firm‘s need for 

external fund to finance its growth opportunities and the quality of its governance. 

Ownership Concentration: Whether concentrated ownership, often found in family 

controlled firms, provides incentives to reduce agency costs through a better alignment 

of shareholder and management interests, or further exacerbates it by providing greater 

opportunity to expropriate corporate wealth at the expense of minority shareholders, 

remains an open empirical question. The literature suggests a number of compelling 

reasons why concentrated ownership structure may reduce agency costs. First, family 

firms with concentrated ownership have an increased incentive to reduce agency costs 

because ―the more concentrated is ownership, the greater the degree to which benefits 

and costs are borne by the same owner‖ (Demsetz and Lehn 1985, 1156). Hence, 

entrepreneurs with higher ownership divert less for private benefit, consistent with the 

view of Durnev and Kim (2005, 1462) who posit that ―one does not steal from himself‖. 

Second, the controlling family‘s special technical knowledge in relation to the firm‘s 

operations may put it in a better position to influence and monitor the firm (Anderson 

and Reeb 2003; Bartholomeusz and Tanewski 2006). Finally, it is often believed that 

family firms take a longer term view in their decisions. It is suggested that the founder-

owner derives mental satisfaction (the ―amenity potential‖ argument of Demsetz and 

Lehn, 1985) from having a subsequent generation run the business that bears the family 

name (Burkart et al. 2003). This long-term perspective of family firms ―… acts as an 

incentive for proprietors to postpone consumption out of a concern for the welfare of the 

proprietor‘s children, grandchildren, as well as other family members‖ (James 1999, 

47). 
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There is another line of argument. It is that family control creates agency costs because 

families possess the voice as well as the power to influence decisions detrimental to the 

interests of minority shareholders (for example, Morck and Yeung 2003). As Morck, 

Stangeland and Yeung (2000, 331) explain: 

They [family members] may interfere in corporate decision making to 

benefit themselves or their friends, to advance pet projects, or to push 

political goals. They may use their transfer pricing to shift income from 

publicly traded firms they control to private firms they own outright, from 

firms low in control pyramids to firms near their apexes, or from firms they 

control via supervoting shares to firms in which they actually own a 

majority of the stock. Such transfer pricing can be accomplished via 

payments for intermediate goods, the private placement of one firm’s 

securities with another, royalty payments for patent or brand-name use, 

captive insurance subsidiaries, or any number of channels. 

Like its relationship with the extent of agency conflicts, the relationship between 

concentrated ownership and governance quality is also not clear ex ante. Durnev and 

Kim (2005, 2007) show that corporate governance quality improves with an increase in 

ownership concentration but at a decreasing rate, suggesting that ownership 

concentration resolves conflict between controlling and minority shareholders in 

countries with weaker investor protection. Anand et al. (2007), in contrast, report that 

insiders are less likely to voluntarily adopt governance mechanisms when they control a 

significant portion of voting rights or there is a majority owner. 

Substantial ownership concentration is quite common in Bangladesh,
35

 with family 

members sitting on the board and being part of the management team. As such, in some 

cases they can be expected to adopt a longer-term perspective on the firm and therefore, 

improve its governance quality. On the other hand, since regulations protecting minority 

shareholders are comparatively weak in Bangladesh, the opposite can also be true. 

Therefore I predict there is an association, but I do not predict which effect is dominant: 

H3.2: Ceteris paribus, there is an association between the proportion of insider 

ownership and the quality of the firm‘s governance. 

Institutional Ownership: There should be a positive relationship between institutional 

ownership in the firm and governance quality. When institutional shareholders own 

                                                 
35

  Imam and Malik (2007) report that the top 3, top 5 and top 10 shareholders in Bangladesh own on 

average 32.33%, 36.96%, and 41.06% of shares in listed public limited companies respectively.  
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more of the firm they would find it beneficial to monitor it more closely (Admati, 

Pfleiderer, and Zechner 1994). As part of their monitoring activities, they actively take 

part in selecting board members (some board members may even represent specific 

institutional owners) and demand greater transparency and stricter governance on the 

part of management. Ajinkya, Bhojraj and Sengupta‘s (2003) find support for this view, 

suggesting that institutional ownership in the firm creates a more favourable 

environment for credible and regular earnings forecasts.  

Whether any level of institutional ownership is beneficial to minority shareholders is an 

open question. Khan (2006) notes that the role of institutional investors in monitoring 

the performance of company management is rather limited in India, as the role of 

nominee directors of financial institutions has been restricted to safeguarding the 

interests of the institutions they represent. A previous study by Al Farooque, van Zijl, 

Dunstan and Karim (2007a) shows that in Bangladesh, lower levels of institutional 

ownership have a significantly negative effect on performance but the relationship is 

positive when the level of ownership increases. They interpret this as evidence that 

institutional investors lack the incentive to monitor at lower levels of ownership, but 

once they attain substantial stakes in the firm they become active. Cornett, Marcus, 

Saunders and Tehranian (2007) show that institutional investors act as good monitors of 

management activities, resulting in positive operating cash flow returns but only when 

they do not have any business relationship with the firm. 

While data constraints limit my ability to categorize institutional investors, however, I 

note that types of institutional shareholders are also likely to influence the way in which 

a firm is monitored. For example, by classifying instititutional investors into three 

groups  dedicated, quasi-indexer, and transient  Bushee (1998) shows that while 

dedicated institutions actively monitor the activities of the firm‘s managers, transient 

institutions are unlikely to exert any such influence, and the monitoring role of the 

quasi-indexer can not be determined a priori. Similarly, Chen, Harford, and Li (2007c) 

note that only independent, long-term institutions actively monitor the performance of 

managers and therefore looking at total institutional holdings or holdings by other types 

of institution may conceal important variation in the monitoring behaviour of 

institutions. 
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In the context of Bangladesh, institutional shareholders own on average 15.65% (see 

Table 3-5) of the shares issued by non-financial companies. Often, their representatives 

sit on the board of directors, suggesting that institutional ownership is likely to be 

positively associated with a firm‘s governance quality. However, the low level of 

institutional ownership may not provide sufficient motivation to influence significantly 

their investees‘ governance structures. Therefore I predict:  

H3.3: Ceteris paribus, there is an association between the proportion of 

institutional ownership and the quality of the firm‘s governance. 

Foreign Ownership: The arguments made for the relationship between institutional 

ownership and governance quality also apply to foreign ownership. As a result, the 

demand for information and stricter governance should increase with greater foreign 

ownership.  

In Bangladesh, foreign shareholdings in listed non-financial companies are relatively 

low: foreign shareholders own, on average, 1.79% (see Table 3-5) of the shares issued 

by non-financial listed companies. Nonetheless, the potential impact of foreign 

shareholdings on governance quality is worth testing. The hypothesis is:  

H3.4: Ceteris paribus, there is an association between the proportion of foreign 

ownership and the quality of the firm‘s governance. 

Firm size: Most of the existing literature reports a positive association between a firm‘s 

size and its governance quality. Larger firms may face greater agency costs as a result of 

their ―free cash flows‖ (following Jensen 1986) and complexity of operation and 

therefore they may opt for stricter governance. The financial capacity of larger firms 

also enhances the possibility of implementing more costly governance mechanisms. 

This view is supported by a positive association between firm size and governance 

quality reported by Beiner, Drobetz, Schmid and Zimmermann (2006), Black et al. 

(2006b), Khanchel (2007), da Silveira et al. (2009), Samaha, Dahawy, Hussainey and 

Stapleton (2012), among many others. The alternative argument is that smaller firms 

tend to grow faster and require more external capital, providing them with a strong 

motivation to continuously improve their governance quality. For Bangladeshi listed 

companies, the hypothesis is: 
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H3.5: Ceteris paribus, there is a positive association between firm size and the 

quality of the firm‘s governance. 

Leverage: Armstrong, Guay and Weber (2010) argue that debt providers tend to 

consider the borrower‘s reputation with respect to financial transparency, corporate 

governance, risk management systems in place, and other strategic and operating 

policies before entering into any agreements. Hence, firms becoming more highly 

leveraged should improve their governance quality to earn the confidence of creditors in 

the firm‘s governance systems and thus reduce the perception of credit risk. Consistent 

with this view, Linck, Netter and Yang (2008) find the proportion of debt in the capital 

structure to be a significant determinant of board size and board independence. 

Similarly, Bujaki and McConomy (2002) find a positive relationship between leverage 

and the comprehensiveness of corporate governance disclosure in Canada. An 

alternative view argued by Jensen (1986) is that debt in the capital structure can be an 

effective instrument in reducing agency costs arising from free cash flows and therefore, 

it can act as a substitute to other governance measures associated with higher 

governance quality. Black et al. (2006b) also argue that firms with a high percentage of 

debt in their capital structure may face closer monitoring by creditors, resulting in less 

need for other governance measures. Eng and Mak (2003) support this view reporting 

an inverse relationship between the level of debt and the extent of voluntary disclosure. 

In the case of Bangladesh, current and non-current liabilities average more than two-

thirds of total assets (69.61%; see Table 3-5) of the listed non-financial companies. 

Hence, it may be interesting to assess the influence of debt on governance quality. 

However, the loan sanction process in Bangladesh is often politicized (BEI 2003), 

suggesting that lenders may not have sufficient capacity and authority to act as an 

effective monitor. Thus the hypothesis is: 

H3.6: Ceteris paribus, there is an association between the proportion of debt and 

the quality of the firm‘s governance. 

Composition of Assets: According to Himmelberg et al. (1999), the composition of the 

assets of a firm affects the degree of investor protection and therefore, its governance 

quality. For example, managers of firms operating with a higher proportion of tangible 

assets would find it harder to divert these resources as they are easier to monitor. On the 

other hand, firms with a higher proportion of their assets in intangibles are subject to 
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higher managerial discretion and therefore, they would find it advantageous either to 

improve their governance quality if doing so mitigated the misuse of the intangibles, or 

to signal to investors that they intended to act in the best interest of the investors. Asset 

tangibility and governance would then act as substitutes. A complementary relationship 

is also possible whereby firms with a higher proportion of tangible assets could adopt 

stronger governance measures since they are easier to monitor (Black et al. 2006b). 

While Himmelberg et al. (1999), Klapper and Love (2004), and Khanchel (2007) find 

empirical support for the substitution story, the evidence in Black et al. (2006b) is 

largely mixed. Following the substitution story, I predict that: 

H3.7: Ceteris paribus, there is an inverse relationship between the proportion of 

tangible assets and the quality of the firm‘s governance in Bangladesh. 

Volatility: In the literature, it is argued that information asymmetry results in a moral 

hazard problem, because the principal cannot directly observe or monitor all of the 

agent‘s actions (Hölmstrom 1979). The greater the information asymmetry, the more 

uncertain investors become about the actions of the managers and hence the greater the 

need for closer monitoring. Demsetz and Lehn (1985) argue that firm-specific 

uncertainty captured by volatility has a direct relationship with the firm‘s control 

potential and therefore its need for governance. Thus, firms with high stock volatility 

are likely to improve their governance practices resulting in a positive relationship 

between volatility and governance quality. In Korea, Black et al. (2006) find a 

significant and positive relationship volatility and governance quality. Therefore, I 

hypothesize: 

H3.8: Ceteris paribus, there is a positive relationship between volatility and the 

quality of the firm‘s governance in Bangladesh. 

Subsidiary of a Foreign Company: Drawing on agency theory, Kim, Prescott and Kim 

(2005) argue that different levels of agency conflict are likely to arise between 

headquarters‘ and the subsidiaries, depending on the strategic roles given to the 

subsidiaries. Hence, the parent companies of foreign subsidiaries are likely to improve 

their subsidiaries‘ governance quality to limit these agency conflicts. There are other 

compelling reasons to justify the improved governance quality of a foreign subsidiary. 

First, firms that operate globally may face greater challenges, greater complexities, 

more risks and greater competition; hence, they are likely to have adopted better 
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governance structures (Ariff, Ibrahim, and Othman 2007). Second, in order to expand 

their business across borders, these firms may seek greater global access to capital and 

on more favourable terms. Growth opportunities and a need for external capital can also 

justify raising the firm‘s governance quality to meet global standards. Hence the 

following hypothesis will be tested: 

H3.9: Ceteris paribus, there is a positive association between whether the firm is a 

subsidiary of a foreign company and the quality of its governance. 

Age: Firms that have been operating for a longer time period are likely to have a more-

established system of governance because they have had more time to improve their 

governance in response to internal needs or investor pressure. This notion is weakly 

supported by Black et al. (2006b) and Haque, Arun and Kirkpatrick (2011), who report 

a positive, though statistically insignificant, association between firm age and a 

governance quality measure. On the other hand, younger firms might also exhibit better 

governance quality since they need to compete with older firms to survive. In the UK 

context, Lei (2006) finds a negative association between firm age and changes in the 

governance quality score. Therefore I do not predict a specific sign for the association 

and the hypothesis is: 

H3.10: Ceteris paribus, there is an association between firm age and the quality of 

the firm‘s governance in Bangladesh. 

Several other firm-level variables have been used in the literature as determinants of 

governance quality. For example, Klapper and Love (2004) and Durnev and Kim (2005) 

include a dummy variable indicating whether American Depository Receipts (ADRs) 

are traded by firms on a major US stock exchange, arguing that such firms should 

exhibit higher governance quality. This is not relevant to my study as no Bangladeshi 

listed company is traded this way. Other studies have used firm performance as one of 

the determinants of governance (for example, da Silveira et al. 2009) arguing that firms 

with improved profitability will be more willing to improve their governance. However, 

whether better performance is followed by improvement in governance, or vice-versa, is 

not clear in the literature. The question of whether any performance related variable is a 

determinant of governance quality is deferred until Chapter 5. 



  

 

61 

  

3.5 Data and Method 

3.5.1 Measuring Corporate Governance Quality in Bangladesh 

Unlike developed countries, governance quality data sources in developing nations are 

limited. There is neither a formal CG database nor any data on analysts‘ forecasts in 

Bangladesh. CG Quality (CGQ) in my study is measured from disclosures in publicly 

available annual reports. Specifically, a disclosure index is created for this purpose. 

Such a disclosure index is used in a variety of earlier accounting disclosure studies (for 

example, Cooke 1989, 1993).  

A useful starting point is the list of conditions specified in the CG Guidelines issued by 

the Securities and Exchange Commission, Bangladesh (SECB) on 9 January 2006 (as 

amended on 20 February 2006). The checklist used for this study includes all conditions 

in the Guidelines. The other governance elements have been chosen following an 

extensive review of the corporate governance disclosure literature,
36

 the listed 

companies‘ disclosure practices as well as the legal and regulatory environment in 

Bangladesh.
37

  

I started with a preliminary index comprising 150 elements. Following a number of 

iterations both to eliminate ambiguous, irrelevant and overlapping items and to include 

relevant items, a final list of 148 elements was formed (see Appendix D). These 148 

elements cover five broad sub-indices: (1) Ownership Structure and Investor Rights (15 

elements); (2) Financial Transparency and Information Disclosure in the Annual 

Report (24 elements); (3) Corporate Responsibility and Compliance (16 elements); (4) 

Board and Management Structure and Process (80 elements); and (5) Auditing (13 

elements).  

                                                 
36

  Publications of the United Nations Conference on Trade and Development (UNCTAD 2006a, 2006b, 

2007, 2008, 2009, 2010), Standard & Poor‘s Corporate Governance Disclosure Scorecard for 

Indonesia (Standard & Poor's 2004), the Credit Lyonnais Securities Asia‘s (CLSA) checklist (Klapper 

and Love 2004), the CG checklist in Beiner et al. (2006), the Institutional Shareholder Services‘s 

(ISS) data on governance attributes in Aggarwal, Erel, Stulz and Williamson (2010) and in Pergola 

and Joseph (2011), and the Governance Metrics International‘s (GMI) governance attributes data in 

Ammann et al. (2011), are among those I consulted. 

37
  More specifically, the Companies Act of 1994, the Listing Regulations of the Dhaka Stock Exchange 

of 1996, the Securities and Exchange Ordinance of 1969, The Securities and Exchange Rules of 1987, 

and other securities-related regulations (orders, notifications, directives, and guidelines) were 

considered when developing my index. 
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Ownership Structure and Investor Rights captures different aspects of ownership 

transparency, ownership concentration (if any), and shareholder rights. Financial 

Transparency and Information Disclosure in the Annual Report includes questions 

regarding the board‘s statement in the annual report in relation to requirements in the 

CG Guidelines, related party transactions, and other disclosures. Board and 

Management Structure and Process captures aspects of the composition and functioning 

of the board of directors, its sub-committees, board and executive remuneration, and the 

establishment and effectiveness of the internal control system. Corporate Responsibility 

and Compliance includes questions relating to the company‘s performance with respect 

to its obligations to various stakeholders such as workers, employees, creditors, 

shareholders, government and society at large. Auditing deals with elements relating to 

auditor appointment and rotation, the boundaries of the auditor‘s activities, and the 

composition of fees paid to the auditors.  

Using this list of governance elements, the corporate governance quality score 

(GovScore) was calculated for each company in each year, as follows: 

 Each element was coded 1 when the company provided some information in-

conformity with the requirements of the element, and 0 otherwise. Support for 

such a system stems from Cooke (1989, 1993) and is consistent with Williams 

(2001), Bujaki and McConomy (2002), and Barako, Hancock and Izan (2006). 

Any undisclosed item received a score of zero, consistent with Morris, Pham 

and Gray (2011). This treatment is preferred because, when a company does not 

disclose an element, we cannot tell from non-disclosure per se whether: (a) the 

company does not have the element; (b) the company has the element but it is 

immaterial and hence disclosure is not warranted; or (c) the company has the 

element, it is considered material, but the company chooses not to disclose it. 

Coding such items as zeros tends to avoid any judgement error during the coding 

process (Morris et al. 2011). 

 An unweighted disclosure model was used, where all elements are treated 

equally. This technique was used to avoid subjectivity in the scoring techniques. 

The use of any equally weighted (that is, an unweighted) system is consistent 

with Cooke (1989, 1993).  
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 After scoring all items, the governance score (GovScore) is calculated by 

summing the scores. The score, by definition, can range from 0 to 148. It is 

common in the literature to use additive indices (for example, Williams 2001; 

Bujaki and McConomy 2002; Gompers et al. 2003; Bebchuk et al. 2009; 

Aggarwal et al. 2010). 

Obviously one can disagree both with the choice of governance elements and with the 

measurement system I use. However, if the GovScore were to convey no information, I 

will find no association between firm value and my governance quality measure. 

3.5.2 Sample Selection and Source Documents 

Given the study‘s longitudinal objective, annual reports were collected for listed 

companies whose financial year ended between 30 June 1996 and 30 June 2009. A 

number of reasons support the selection of this time period. First, a major stock market 

crash took place in 1996 (November-December). The crash was followed by a number 

of reforms to improve the share market. I took 30 June 1996 as my starting point which 

provides an opportunity to examine corporate governance disclosure practices just 

before a major stock market crash, and changes in governance related disclosures 

subsequent to the reform initiatives. Second, the collection of annual reports of a 

sufficient number of companies prior to 30 June 1996 was severely limited due to their 

unavailability in the DSE and SECB library. Finally, I could not extend my study 

beyond 30 June 2009 due to time constraints on completion of my PhD studies. 

Only the annual reports of publicly listed companies in Bangladesh are used in this 

study as the CG Guidelines in Bangladesh are applicable only to them. Financial 

companies (banking and non-banking financial institutions, and insurance companies) 

were removed from the sample due to the distinct nature of their financing, their 

operations, their reporting requirements, and their supervisory arrangements.  

The sample used in this study is generated from companies listed on the Dhaka Stock 

Exchange (DSE). I obtained a list of these firms from the year-end issue of the 

―Monthly Review‖, a monthly publication of the DSE, and I collected annual reports in 

electronic format from the DSE library. However, the depository of annual reports at the 

DSE library was not sufficient for this study purpose as electronic copies of annual 
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reports were not available after 2006 and many annual reports were missing from the 

collection.  

Hence I collected hard copies of the annual reports from the Securities and Exchange 

Commission, Bangladesh (SECB) library, DSE library, and street-vendors in Dhaka. 

Where a report was unavailable from these sources, I contacted the company‘s head-

office. Of the possible maximum of 2,523 firm-level yearly observations, complete data 

is available for 2,305 firm-level observations over the 14-year period 1996-2009. The 

final sample constitutes an unbalanced panel, as indicated in Table 3-1. 

Company annual reports are the major source for this study. The monthly publications 

of the Dhaka Stock Exchange (DSE) (titled the ―Monthly Review‖) and the Lanka 

Bangla Securities Limited (titled the ―Market Pulse‖) are used to cross-check the 

ownership data. Of the 2,305 firm-year observations, ownership data are found for 

2,009 firm-year observations. To avoid loss of observations during regression analysis, I 

take a firm‘s most recent year‘s ownership data as the proxy for any missing year‘s 

ownership data.
38

 

3.5.3 Definitions of Variables 

The explanatory and control variables used in the current study are based on the 

hypotheses developed in Section 3.4. Previous research and data availability influenced 

the measurement of the variables. Table 3-2 shows the explanatory variables used by 

researchers while examining the determinants of corporate governance quality. As the 

table shows, a number of proxies have been used to measure a particular variable. Data 

availability guides the selection and measurement of the variables in this study. Table 3-

3 presents the dependent and independent variables used in this study and their 

measurements. 

 

 

                                                 
38

  I have checked the Pearson‘s product-moment correlation coefficients for the pairs of current-year and 

last-year‘s ownership variables. The correlations are 0.967, 0.926 and 0.925 for the insider‘, 

institutional and foreign ownership respectively over the 2,009 firm-year observations, for which 

actual data could be derived. After using the proxy for a missing year‘s data, the correlations are 

0.970, 0.933 and 0.927 for the insider‘, institutional and foreign ownership respectively over the 2,276 

firm-year observations. 
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Table 3-1: Sample Attrition, by Year 

  1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 Total 

Number of companies listed on the DSE at end 

of year 
186 202 208 211 221 230 241 248 237 247 255 266 276 236 3,264 

Excluded: 
               

 Financial, and Insurance companies 32 33 34 34 39 42 43 47 51 61 69 80 86 90 741 

 Firms with missing Annual Reports 16 6 5 4 8 11 14 16 3 12 12 16 21 52 196 

 Firms with incomplete Annual Reports 1 3 2 2 1 1 1 3 3 1 1 2 1 0 22 

Total excluded 49 42 41 40 48 54 58 66 57 74 82 98 108 142 959 

Final sample 137 160 167 171 173 176 183 182 180 173 173 168 168 94 2,305 

This table shows the sample attrition, by year. Annual reports were collected for a total of 2,305 firm years covering the 14-year period 1996 to 2009. Financial and insurance companies have been 

excluded as they are subject to rules and regulations different from other companies. The final sample is calculated after excluding missing and incomplete annual reports and before deleting any 

extreme observations. 
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Table 3-2: Measurement of the Explanatory Variables Used in the Literature in Modelling the Determinants of Corporate Governance Quality 

Authors Firm 

Size 

Growth 

Opportunities 

Need for 

External 

Finance 

Asset Composition Firm-Specific 

Risk 

Leverage Age Ownership 

Concentration 

Institutional 

Ownership 

Klapper and 

Love (2004) 

ln(sales) 3-year average growth 

rate of sales39 

N/A 3-year average of 

(tangible fixed 

assets/Sales) 

N/A N/A N/A N/A N/A 

Barucci and 

Falini (2005) 

ln(sales) Market value/Book 

value of equity 

N/A N/A N/A N/A N/A Ownership by 

largest shareholder 

Ownership by 

outside 

blockholders 

Ownership 

by 

institutional 

investors 

Beiner et al. 

(2006) 

ln(assets) 3-year average growth 

rate of sales 

N/A Intangible assets/Total 

assets 

N/A N/A N/A N/A N/A 

Black et al. 

(2006b) 

ln(assets) Capital 

expenditure/Sales 

Advertising/Sales 

2-year average growth 

rate of sales  

Actual  

sustainable 

growth rate 

Tangible assets/Sales 

Capital 

expenditure/Sales 

R&D/Sales 

4-year average of 

the weekly 

standard 

deviation of stock 

returns 

ln(debt/market 

value of equity) 

ln(years 

listed) 

Ownership by 

largest shareholder 

N/A 

Durnev and 

Kim (2005, 

2007) 

ln(sales) 2-year average growth 

rate of sales 
Actual  

sustainable 

growth rate 

R&D/Sales N/A N/A N/A Ownership by 

largest shareholder 

N/A 

Anand et al. 

(2007) 

N/A Annual growth rate of 

sales 

 

Actual  

sustainable 

growth rate 

R&D/Total assets 

Tangible assets/Sales 

N/A N/A N/A N/A N/A 

Khanchel 

(2007) 

N/A Capital 

expenditure/Total 

assets 

Growth rate of sales 

 

Total debt/Total 

assets 

R&D/Total assets 

 

N/A N/A N/A Ownership by 

directors and 

officers 

Ownership 

by 

institutional 

investors 

Ariff et al. 

(2007) 

ln(sales) Growth rate of sales N/A N/A N/A Total debt/Total 

assets 

ln(years 

incorporated) 

Dummy variable if 

largest shareholder 

holds at least 50% 

of shares 

N/A 

                                                 
39

 Klapper and Love (2004) use this variable to proxy for both growth opportunities and the need for external finance. 
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Authors Firm 

Size 

Growth 

Opportunities 

Need for 

External 

Finance 

Asset Composition Firm-Specific 

Risk 

Leverage Age Ownership 

Concentration 

Institutional 

Ownership 

da Silveira et 

al. (2009) 

ln(assets) 3-year average growth 

rate of net revenue 

N/A Total fixed assets/Net 

operational revenue 

N/A Non-current 

debt/Total assets 

N/A Ownership by 

largest shareholder 

N/A 

          

Lazardies and 

Drimpletas 

(2011) 

ln(assets) Investment/Total assets N/A N/A N/A Total debt/Total 

equity 

ln(years 

established) 

Ownership by the 

five largest 

shareholders, and 

their squared term 

N/A 

Braga-Alves 

and Morey 

(2012) 

ln(sales) Annual growth rate of 

sales 

 

N/A Capital 

expenditure/Sales 

 

Standard 

deviation of 

weekly stock 

returns  

Total debt/Total 

equity 

N/A  N/A 

Samaha, et al. 

(2012) 

ln(assets) N/A N/A N/A N/A Long-term 

debt/Total assets 

N/A Ownerships by 

directors, and 

blockholders 

N/A 

This table presents the measurement of firm-level explanatory variables of governance quality used in the literature. Only the variables relevant to the hypotheses developed in this chapter are tabulated. 

N/A signifies that the variable was not used in the particular study. 
 

Table 3-3: Definitions of Dependent and Independent Variables in Chapter 3 

Acronym Definition Measure 

Dependent Variable 

GovScore Governance quality measure based on a checklist of governance items Governance Quality 

Independent Variables 

LnAssets Natural log of total assets Firm Size 

CapExRatio Capital expenditure/Total assets Growth Opportunities 

Book2Mkt Book value of equity/Market value of equity Growth Opportunities 

TangAssRatio Tangible assets/Total assets Capital Intensity 

Liab2Assets Total liabilities/Total assets Leverage 

PctInsiders Percentage ownership by insiders Insider Ownership 

PctInstitns Percentage ownership by institutions Institutional Ownership 

PctForeign Percentage ownership by foreigners Foreign Ownership 

AGE Number of years since the company was listed on the Dhaka Stock Exchange Age 

MNCoy Dummy variable indicting the firm is a foreign company Foreign Subsidiary 

Volatility Weekly stock return volatility over the 52-week period ending on the Balance Sheet date Firm Risk 

Year_D Dummy variable indicating the financial year Controlling for year effects 

Industry_D Dummy variable indicating the firm‘s industry Controlling for industry effects 
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3.5.4 Models 

Multiple regressions are used to assess the extent to which variability across firms in the 

overall governance quality score (          or the change in it (          are 

explained by firm-level explanatory variables. A number of dummy variables have been 

included among the explanatory variables to control for the effects of year and industry 

classification.
40

 The following basic model is estimated: 

                                   

Where 

           : Changes in governance for firm i, from previous year to the current 

year (the time subscript is omitted for convenience) 

            : Corporate governance quality measure for firm i 

      : Firm-level determinants of                         

      : Control variables (industry effect and year effect) 

      : Error term  

I include time and industry fixed-effects in the regression equation and report standard 

errors adjusted for serial-correlation within a firm to address possible bias in the 

standard errors, following Petersen (2009) and Gow, Ormazabal and Taylor (2010). I 

could not use standard errors adjusted for serial-correlation within an industry since the 

F-statistic cannot be calculated when the number of estimated coefficients is more than 

the number of clusters (in my case 13 industries). 

3.6 Data Analysis 

3.6.1 Descriptive Statistics 

Table 3-4 reports the mean scores of all the governance elements before and after the 

introduction of the CG Guidelines in 2006. The governance attributes are arranged by 

sub-category. In the case of 16 elements, the total score is found to be zero over the 

sample period, and in another instance, the total score is equal to the number of 

observations in the sample. These 17 elements could have been excluded from the list. 

However, I opt not to do that at this point since they ―drop out‖ when I standardize the  

  

                                                 
40

  Dummy variables are used to represent the 13 industries in the non-financial sector in Bangladesh, 

following the classification scheme adopted by the Dhaka Stock Exchange (DSE). 
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 Table 3-4: Comparison of Mean Score of Individual Corporate Governance Elements and Overall 

Governance Quality Measure Before (N=1,638) and After (N=667) the Introduction of Corporate Governance 

Guidelines in 2006 

Governance Element 
Before the 

Guidelines 

After the 

Guidelines 
t-value 

I. Ownership Structure and Investor Rights 6.678 8.903 27.069 

I.A Transparency of Ownership     

Disclosure of ownership structure (% of equity held by Sponsors, 

Government, Institutions, Foreigners and General Public) 
0.820 0.958 11.255 

Name-wise details of aggregate number of shares held by 

parent/subsidiary/associated companies and other related parties 
0.070 0.273 11.065 

Name-wise details of aggregate number of shares held by directors, CEO, 

Company Secretary, CFO, Head of Internal Audit and their spouses and 

minor children 

0.037 0.705 36.497 

Name-wise details of aggregate number of shares held by executives 0.004 0.229 13.751 

Distribution schedule of each class of equity security for categories like less 

than 500 shares, 501 to 5,000 shares,… … ,over 1,000,000 shares 
0.562 0.895 19.495 

I.B Ownership Concentration    

The identity of shareholder(s) holding less than 10% of voting shares in total 0.012 0.088 6.728 

The number and identity of shareholders holding 10% or more 0.020 0.495 24.113 

I.C Shareholder Rights    

Availability and accessibility of AGM agenda/disclosure of AGM Notice 0.998 0.999 0.181 

Date and location of AGM disclosed 0.998 0.999 0.181 

AGM notice sent at least 14 days before the AGM 0.935 0.963 2.852 

Availability and accessibility of proxy form/proxy form sent with annual 

report 
0.978 0.997 4.522 

There is no requirement for a proxy appointment to be notarize /signature by 

witness 
0.347 0.406 2.633 

Disclosure of the company‘s policy/strategy to facilitate effective 

communication with shareholders and other stakeholders 
0.048 0.126 5.589 

Disclosure of company‘s policy on ensuring participation of shareholders in 

the AGM and providing reasonable opportunity for shareholder participation 

in the AGM 

0.837 0.744 4.857 

Company has a formalized dividend policy and has disclosed of it 0.010 0.027 2.557 

II. Financial Transparency and Information Disclosure in the Annual 

Report 
7.292 14.603 44.290 

Statement of the Board‘s responsibilities regarding financial communication 0.194 0.489 13.579 

Statement of fairness of financial statements in the annual report 0.020 0.852 58.522 

Statement of maintenance of proper books of accounts 0.022 0.852 58.239 

Statement of consistent adaptation of appropriate accounting policies and 

estimates 
0.093 0.858 49.835 

Statement of compliance with International Accounting Standards, as 

applicable in Bangladesh and disclosure of any departure therefrom 
0.589 0.966 26.758 

Principal accounting policies followed in preparing financial statements are 

disclosed 
0.980 0.999 4.930 

Statement of significant changes in accounting and valuation principles and 

impact of alternative accounting decisions 
0.003 0.015 2.436 

Disclosure of risk and uncertainty in use of estimates and judgments 0.218 0.492 12.505 

Disclosure of the company‘s ability to continue as a going concern 0.443 0.943 32.898 

Disclosure of significant deviation from last year operating results  0.000 0.837 58.390 

Financial and operating results for at least last three years have been 

disclosed 
0.464 0.877 23.318 

Company has received an unqualified audit opinion 0.881 0.792 5.060 

Company‘s financial statements are audited within 120 days from the 

financial year end date 
0.375 0.508 5.859 

Company‘s annual accounts are approved at an AGM within 9 months from 

the financial year end date 
0.786 0.883 6.062 

Disclosure of related party transactions 0.254 0.493 10.798 

There has been no related party transaction during the year 0.070 0.127 3.979 

Dividend information and disclosure for non-payment 0.833 0.922 6.429 

Disclosure of information on financing and management of the staff pension 

fund/employee provident fund 
0.232 0.427 8.949 

Disclosure of information about future plans 0.363 0.405 1.880 

Disclosure of events occurring after the Balance Sheet date 0.325 0.615 13.073 

The company has a Corporate Governance Charter or Code of Best Practice 0.046 0.133 6.193 

The details of the Corporate Governance Charter or Code of Best Practice 

are disclosed 
0.046 0.133 6.193 
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Governance Element 
Before the 

Guidelines 

After the 

Guidelines 
t-value 

There is a separate Corporate Governance statement/separate section for CG 0.054 0.175 7.724 

The company has complied with the SECB notification 0.002 0.811 53.225 

III. Board and Management Structure and Process 7.536 21.748 36.331 

Disclosure of the number of directors on the board and the identities of board 

members 
0.987 0.990 0.482 

Number of directors on the board is between 5 and 20 0.745 0.874 7.671 

The board is reconstituted every year through the appointment and rotation 

of the board members 
0.987 0.990 0.482 

Disclosure of classification of directors as an executive or an outside director 0.013 0.030 2.394 

Disclosure of the number of directorships held by individual board member 0.001 0.021 3.647 

Disclosure of the qualifications and biographical information of the board 

members 
0.014 0.052 4.216 

Former CEO does not serve on the board 0.969 0.939 3.024 

Disclosure of the role and functions of the board 0.066 0.201 8.085 

The company has clearly distinguished the roles and responsibilities of the 

board and management 
0.012 0.039 3.356 

The company has appointed one or more independent directors to the board 0.000 0.576 30.061 

The company has disclosed the number of independent directors  0.000 0.447 23.192 

Independent directors constitute at least 1/10th of the board 0.000 0.540 27.946 

The Chairman and CEO positions are held by different individuals who are 

not from the same family 
0.518 0.693 8.051 

The company has a non-executive director as the Chairman of the board 0.007 0.022 2.590 

An independent director is the Chairman of the board 0.000 0.000  

An audit committee has been established  0.010 0.586 29.963 

Number of directors on the audit committee (AC) 0.010 0.412 20.934 

AC has at least three members 0.000 0.589 30.907 

Existence of non-executive directors on the audit committee 0.005 0.031 3.810 

Existence of independent director(s) on the audit committee 0.000 0.532 27.528 

Chairman of the audit committee is a non-executive director 0.004 0.019 2.846 

Chairman of the audit committee is an independent director 0.000 0.145 10.646 

Chairman of the audit committee is not the Chairman of the board 0.002 0.388 20.433 

Disclosure of the professional qualification of the Chairman of the audit 

committee 
0.002 0.033 4.450 

Disclosure of the qualifications of audit committee members 0.002 0.015 2.727 

The audit committee has a formal charter/disclosure of audit committee's 

roles and responsibilities 
0.004 0.136 9.864 

Audit committee reports its activities to the board of directors (BOD) 0.000 0.583 30.527 

Audit committee immediately reports conflicts of interest to the BOD 0.000 0.583 30.527 

Audit committee immediately reports suspect/presumed 

fraud/irregularity/material defect in internal control system to the BOD 
0.000 0.579 30.247 

Audit committee immediately reports suspected infringement of laws to the 

BOD 
0.000 0.583 30.527 

Audit committee immediately reports all other relevant matters to the BOD 0.000 0.583 30.527 

Audit committee reports irregularities to the SECB if not addressed properly 

by the BOD 
0.000 0.582 30.433 

Disclosure of audit committee report to the shareholders in the annual report 0.000 0.108 8.977 

Disclosure of the number of audit committee meetings during the year 0.001 0.106 8.845 

Audit committee meets at least two times during the year 0.001 0.088 7.971 

Disclosure of the attendance in the audit committee meetings 0.000 0.040 5.301 

Average attendance in the audit committee meetings is at least 75% 0.000 0.036 4.986 

A remuneration committee has been established 0.005 0.037 4.218 

Number of directors on the remuneration committee 0.005 0.037 4.218 

CEO/managing director does not sit on the remuneration committee 0.000 0.022 3.914 

Existence of non-executive directors on the remuneration committee 0.003 0.006 0.896 

Existence of independent directors on the remuneration committee 0.000 0.000  

Chairman of the remuneration committee is a non-executive director 0.003 0.006 0.896 

Chairman of the remuneration committee is an independent director 0.000 0.000  

The company has disclosed the roles and functions of the remuneration 

committee 
0.005 0.006 0.143 

The company has disclosed the number of remuneration committee meetings 

during the year 
0.003 0.006 0.896 

A nomination committee has been established 0.000 0.000  

Number of directors on the nomination committee 0.000 0.000  

Existence of non-executive directors on the nomination committee 0.000 0.000  
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Governance Element 
Before the 

Guidelines 

After the 

Guidelines 
t-value 

Existence of independent directors on the nomination committee 0.000 0.000  

Chairman of the nomination committee is a non-executive director 0.000 0.000  

Chairman of the nomination committee is an independent director 0.000 0.000  

The company has disclosed the roles and functions of the nomination 

committee are stated 
0.000 0.004 1.735 

The company has disclosed the number of nomination committee meetings 

during the year 
0.000 0.004 1.735 

The company has appointed a Chief Financial Officer (CFO)  0.047 0.672 33.991 

The company has defined the roles, responsibilities and duties of the CFO  0.000 0.001 1.000 

The company has appointed the Head of Internal Audit (HIA) 0.002 0.594 32.052 

The company has defined the roles, responsibilities and duties of the HIA 

have been defined 
0.000 0.000  

The company has appointed a Company Secretary (CS) 0.844 0.931 6.523 

The company has defined the roles, responsibilities and duties of the CS have 

been defined 
0.000 0.000  

The company has disclosed the number of board meetings held during the 

year 
0.193 0.828 36.084 

The board meets at least four times during the year 0.192 0.820 35.339 

Disclosure of aggregate board attendance in the board meeting 0.000 0.100 8.624 

Average board meeting attendance is at least 75% during the year 0.007 0.534 27.072 

The company has disclosed attendance of individual directors at board 

meetings 
0.012 0.694 37.816 

The CFO and CS have attended board meetings during the year  0.000 0.556 28.892 

Disclosure of information on a regular review of the performance of the 

board 
0.000 0.000  

Disclosure of information on a succession plan 0.000 0.000  

Disclosure of director remuneration (cash) in the annual report 0.738 0.774 1.820 

Disclosure of director remuneration (non-cash) in the annual report 0.259 0.220 1.986 

Disclosure of managing agent/officers‘ remuneration (cash) in the annual 

report 
0.350 0.343 0.325 

Disclosure of managing agent/officers‘ remuneration (non-cash) in the 

annual report 
0.329 0.294 1.666 

Disclosure of information about induction/orientation program for all new 

directors  
0.000 0.000  

Disclosure of information on the professional development and training 

activities for directors  
0.000 0.000  

Disclosure of information on the availability and use of advisors by directors 

during reporting period at the company‘s expense 
0.000 0.000  

Statement of director's responsibility to establish appropriate system of 

internal control  
0.044 0.787 44.629 

Disclosure of key features of the internal control system, and the manner in 

which the system is monitored by the Board, Audit Committee or Senior 

Management 

0.027 0.064 3.644 

Statement that the directors have reviewed the adequacy of the system of 

internal controls 
0.008 0.019 1.996 

Statement of business risks facing the organization/disclosure of the 

identification of risks the company is exposed to both internally and 

externally 

0.060 0.121 4.370 

Disclosure of information on risk management objectives, systems and 

activities in the organization 
0.040 0.090 4.158 

IV. Corporate Responsibility and Compliance 1.353 2.277 9.436 

Statement of corporate social and environmental responsibility 0.029 0.109 6.318 

Disclosure of information on social and environmental activities - qualitative 0.104 0.238 7.416 

Disclosure of information on social and environmental activities - 

quantitative (for example, scholarship program, Zakat fund, Donations to 

charitable institutions, Direct philanthropic activities, Donations to Chief 

Advisor's/PM's Relief fund etc.) 

0.004 0.015 2.154 

The company has complied with international and legal laws regarding 

environmental protection  
0.012 0.079 6.278 

The company has policies on recruitment and promotion of employees 0.016 0.040 2.905 

The company explicitly mentions the safety and welfare of its employees 0.068 0.121 3.761 

The company provides a retirement plan/fund or its equivalent for its 

employees 
0.563 0.637 3.304 
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Governance Element 
Before the 

Guidelines 

After the 

Guidelines 
t-value 

The company provides a continuing training program for its employees 0.197 0.273 3.809 

The company explicitly mentions its obligations (for example, creation and 

growth in value; stability and long-term competitiveness) to shareholders 
0.012 0.019 1.212 

The company explicitly mentions its obligation to creditors 0.007 0.019 2.113 

Disclosure of information on the company‘s contribution to the national 

exchequer and to the economy  
0.260 0.396 6.217 

The company has a code of business conduct and ethics/core values 0.042 0.147 7.231 

Disclosure of the contents of a code of business conduct and ethics/statement 

of ethics and values, covering basic principles such as integrity, conflict of 

interest, compliance with laws and regulation etc. 

0.035 0.138 7.310 

Disclosure of information on dissemination/communication of the statement 

of ethics & business practices to all directors and employees and their 

acknowledgement of the same 

0.000 0.018 3.493 

The company has disclosed the board's statement on commitment to 

establishing high level of ethics and compliance within the organization 
0.003 0.024 3.441 

Disclosure of information on effective anti-fraud programs and controls, 

including effective protection of whistle blowers, establishing a hot line for 

reporting irregularities etc. 

0.000 0.001 1.000 

V. Auditing 4.212 9.723 50.982 

The company has a brand name auditor (audit firms with international 

linkage) 
0.294 0.250 2.141 

Audit firm is rotated at the AGM 1.000 1.000  

Auditor rotation takes place at least once every three years 0.681 0.649 1.447 

The company has declared that external auditor has not been engaged in 

appraisal or valuation services or fairness opinions 
0.000 0.822 55.380 

The company has disclosed that external auditor has not been engaged in 

financial information systems design and implementation 
0.000 0.825 55.953 

The company has disclosed that external auditor has not been engaged in 

bookkeeping/accounting records/preparing financial statements 
0.000 0.828 56.540 

The company has disclosed that external auditor has not been engaged in 

broker-dealer services 
0.000 0.825 55.953 

The company has disclosed that external auditor has not been engaged in 

actuarial services 
0.000 0.825 55.953 

The company has disclosed that external auditor has not been engaged in 

internal audit services 
0.000 0.828 56.540 

The company has disclosed that external auditor has not been engaged in any 

other services as determined by the audit committee 
0.000 0.579 30.247 

The company has disclosed information on the amount of audit fees paid to 

auditors 
0.962 0.966 0.396 

Disclosure of information on the amount of fees for non-audit service paid to 

auditors, if any 
0.346 0.399 2.359 

Amount of audit fees is more than non-audit fees 0.930 0.930 0.022 

Overall Index 27.071 57.253 43.730 

The table presents the mean score of each individual governance element prior to and subsequent to the introduction 

of CG Guidelines in 2006. Out of the total sample (N = 2,305), 1,638 firm-year observations are taken before the 

issuance of CG guidelines in 2006 and the remaining 667 firm-year observations are taken since then. All variables 

are coded as either yes=1 or no=0. Non-disclosure of any item is coded as 0. t-statistics (assuming unequal variance) 

of the difference in means between before and after the introduction of CG guidelines are reported in the final 

column. t-statistics significant at the 5% level or better are shown in boldface. Wilcoxon-Mann-Whitney‘s Rank-Sum 

z-statistics (unreported) provide similar results. 
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variables.
41

 Two tests, one parametric (independent sample t-test) and one non-

parametric (Wilcoxon-Mann-Whitney sign rank test) are performed to check whether 

the difference in the average corporate governance score before and after the 

introduction of the CG Guidelines in 2006 is statistically significant. For 124 of the 148 

elements, the mean score (or ranking) is higher ‗after CG Guidelines‘, of which 107 are 

significant using a t-test. For 7 of the 148 elements, the mean score is higher for the 

‗before CG Guidelines‘ group and the difference is significant for 4 of these. The non-

parametric test yields similar results. So only the t-test results are shown in Table 3-4.  

Table 3-4 indicates that Bangladeshi listed companies have made progress in a number 

of governance areas in conformity to the CG guidelines. Examples are inclusion of 

independent director(s) on the board; establishment of an audit committee and a 

remuneration committee; appointment of a Chief Financial Officer (CFO), Head of 

Internal Audit (HIA), and Company Secretary (CS); and additional governance 

statements by the board. However, there are important governance areas where 

Bangladeshi companies lag behind their counterparts in other countries. For example: 

no Bangladeshi company has established a nomination committee, and few have a 

remuneration committee. 

Descriptive statistics for the continuous and count variables for the overall sample 

period are provided in Table 3-5. Governance score (GovScore) has a mean value of 

35.805 with a minimum of 12 and maximum of 104 over the whole sample period. 

Quartile 3 (Q3) indicates 75% of the sample companies (2,305 company-years) have a 

score less than 44 over the sample period. Company insiders (sponsors and directors) in 

Bangladesh owned, on average, 42.83% of a listed company‘s issued share capital over 

the period with median ownership of 48.84%. Institutions and foreign shareholders 

owned, on average, 15.64% and 1.78% respectively. Panel B in Table 3-5 shows that 

foreign subsidiaries are 4.34% of the total sample. Panel C in Table 3-5 documents 

trends in the average ownership and other continuous variables over the period 1996 to 

2009. There is a decline in average stock ownership by insiders as well as foreigners, 

and institutional shareholdings have fluctuated between 12.5% and 17.8% over the 14-

year period. Other continuous variables are relatively stable over this time-frame,  

                                                 
41

  All continuous regressors are standardized by deducting the mean and dividing by the standard 

deviation. In the case of a dichotomous variable, I deduct the mean. This procedure is followed for the 

particular sub-sample used to fit each model.  
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Table 3-5: Descriptive Statistics for the Dependent and Independent Variables in Chapter 3 

Panel A: Count and continuous variables for the overall period from 1996 to 2009 

Variable N Mean SD Minimum Q1 Median Q3 Maximum 

GovScore 2305 35.805 17.512 12.000 24.000 29.000 44.000 104.000 

LnAssets 2305 19.608 1.450 15.326 18.756 19.650 20.423 24.796 

Book2Mkt 2147 0.920 2.835 -16.341 0.348 0.940 1.802 16.292 

CapExRatio 2257 0.035 0.056 0.000 0.001 0.010 0.043 0.317 

TangAssRatio 2305 0.480 0.240 0.000 0.286 0.489 0.670 0.991 

Liab2Assets 2249 0.696 0.451 0.002 0.438 0.619 0.820 3.402 

Volatility 2144 0.065 0.032 0.000 0.043 0.060 0.082 0.176 

PctInsiders 2276 42.834 19.480 0.000 33.330 48.840 50.750 98.220 

PctInstitns 2276 15.635 14.903 0.000 0.910 12.795 24.979 96.190 

PctForeign 2276 1.784 5.657 0.000 0.000 0.000 0.010 57.390 

Age 2299 11.685 7.355 0.000 6.000 11.000 17.000 33.000 

Panel B: Binary variable 

Variable N   Value    % 

MNCoy 2205 

100 

  0 

1 

   95.66 

4.34 

Panel C: Annual mean values from 1996 to 2009 

FYR LnAssets B/M CAPEX TangAss L2Assets Volatility %Insiders %Institns %Foreign Age 

1996 19.25 0.29 0.04 0.49 0.75 0.08 44.89 12.52 3.61 7.80 

1997 19.38 0.51 0.04 0.49 0.70 0.10 43.75 14.36 3.04 7.92 

1998 19.41 0.60 0.04 0.50 0.71 0.07 43.88 13.73 2.72 8.58 

1999 19.45 0.86 0.04 0.50 0.70 0.06 43.70 14.14 2.18 9.35 

2000 19.47 0.70 0.03 0.49 0.71 0.06 43.13 16.04 1.90 9.99 

2001 19.49 1.09 0.03 0.49 0.69 0.06 42.54 16.38 1.75 10.75 

2002 19.51 1.16 0.03 0.49 0.65 0.05 43.69 15.85 1.30 10.90 

2003 19.58 1.42 0.03 0.48 0.64 0.05 43.21 15.95 1.22 11.71 

2004 19.58 1.34 0.03 0.48 0.68 0.05 42.52 15.99 1.17 12.64 

2005 19.69 1.58 0.03 0.47 0.71 0.06 42.78 16.38 1.28 13.71 

2006 19.82 1.08 0.04 0.47 0.72 0.06 42.17 17.37 1.31 14.31 

2007 19.90 1.20 0.03 0.45 0.70 0.06 42.30 17.76 1.33 15.10 

2008 20.11 0.31 0.03 0.45 0.73 0.08 41.35 16.01 1.53 15.52 

2009 19.99 0.15 0.04 0.44 0.66 0.09 38.28 15.16 0.95 16.36 

This table presents descriptive statistics. Panel A shows the sample sizes, means, standard deviations, and 

percentiles (minimum, first quartile (Q1), median, third quartile (Q3), and maximum) of the count and 

continuous variables. Panel B reports descriptive statistics of the binary variable, MNCoy and Panel C 

shows the time trend in the annual mean values for the continuous variables. GovScore is the governance 

quality measure using the 148 item checklist. LnAssets is the natural log of total assets, Book2Mkt is the 

book-to-market value of equity ratio, CapExRatio is the ratio of capital expenditure to total assets, 

TangAssRatio is the tangible assets to total assets ratio, Liab2Assets is the total liabilities to total assets 

ratio, Volatility is the weekly stock return volatility over the 52-week period ending on the Balance Sheet 

date, PctInsiders is the percentage ownership by the company insiders (sponsors and/or directors), 

PctInstitns is the institutional shareholding in percentage from, PctForeign is the percentage shareholding 

of the foreign shareholders, and Age measures the number of years since the company was listed on the 

Dhaka Stock Exchange. MNCoy is a dummy variable taking the value of 1 if the firm is a subsidiary of a 

foreign company and zero otherwise. 
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although there is evidence that the book-to-market ratio increased until 2005 and 

decreased sharply since then. The average age more than doubled from 1996 to 2009, 

reflecting the fact that many companies maintained their listings despite the market 

volatility over the sample period. 

Descriptive statistics for the governance score (GovScore) and its sub-indices from 1996 

to 2009 are presented in Table 3-6. There is an upward trend in the average GovScore 

and in most of the sub-indices, indicating that sample firms voluntarily enhanced their 

governance structures prior to 2006. The mean governance score increased from 23.679 

in 1996 to 62.787 in 2009 or 165% over the period, the largest increase being in 2006. 

Except for governance Sub-Index I (ownership rights and investor rights), the average 

score has at least doubled over the sample period for all sub-indices. Except for Sub-

Index V (auditing), no firm achieved the maximum possible score in any Sub-Index. For 

Sub-Index V, 9 firms achieved the maximum possible score of 13. 

Pearson‘s product-moment correlation coefficients for the pairs of continuous variables 

are presented in Table 3-7. They were used to validate data consistency as well as to 

check instances of significant multicollinearity, keeping in mind that collinearities that 

sometimes arise in a multivariate data analysis can remain undetected in bivariate 

correlations (Henry 2008). Significant correlations exist between governance and firm 

size, the capital expenditure ratio, the tangible assets ratio, leverage, institutional 

shareholdings and firm age. No statistically significant correlation is found between 

governance and the book-to-market ratio, firm risk (measured by stock volatility), 

insider ownership and foreign ownership. With the exception of the correlation between 

leverage and growth opportunities (measured by Book2Mkt), all independent variable 

associations are below 0.30, suggesting that multicollinearity may not be a serious 

problem.  

To further check for obvious instances of significant multicollinearity, Variance 

Inflation Factors (VIFs) of the independent variables are computed. All VIFs for each 

independent variable are less than 2.10 (results untabulated), suggesting that 

multicollinearity is not a problem in the estimation of the models.
42

 

                                                 
42

  It is commonly argued that multicollinearity becomes a serious problem when VIFs exceed 10 

(Kutner, Nachtsheim, Neter, and Li 2005; Gujarati and Porter 2009) 
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Table 3-6: Descriptive Statistics for the Overall Corporate Governance Quality Measure and Five Sub-Indices 

Panel A: Corporate Governance Quality Measure (GovScore) 

Year N Mean SD Minimum Q1 Median Q3 Maximum 

1996 137 23.679 4.047 12 21 23 26 34 

1997 160 23.719 4.139 14 21 23 27 36 

1998 167 24.437 4.362 13 21 24 27 36 

1999 171 24.690 4.711 12 21 25 28 37 

2000 173 26.607 6.193 15 22 26 30 53 

2001 176 28.261 7.069 16 24 27 31 51 

2002 183 29.268 7.590 16 24 28 32 56 

2003 182 29.973 7.909 14 25 29 33 58 

2004 180 30.289 8.092 16 25 29 34 62 

2005 173 37.364 16.471 17 26 30 46 97 

2006 173 50.717 18.080 17 36 51 63 103 

2007 168 58.839 16.923 20 49 62 71 103 

2008 168 61.446 16.048 20 55 63 71 104 

2009 94 62.787 12.621 20 58 64 70 93 

Overall 2305 35.805 17.512 12 24 29 44 104 

Panel B: Sub-Index I: Ownership Rights and Investor Rights (maximum possible score 15) 

1996 137 5.708 1.126 2 5 6 6 9 

1997 160 5.850 1.011 2 5 6 6 9 

1998 167 6.216 1.198 2 5 6 7 9 

1999 171 6.497 1.210 2 6 6 7 9 

2000 173 6.769 1.245 3 6 7 8 10 

2001 176 6.949 1.225 3 6 7 8 10 

2002 183 7.109 1.172 4 6 7 8 10 

2003 182 7.176 1.222 4 6 7 8 10 

2004 180 7.178 1.295 4 6 7 8 10 

2005 173 7.890 1.987 4 7 8 9 13 

2006 173 8.642 2.082 2 7 8 10 14 

2007 168 8.964 1.911 5 7 9 10 14 

2008 168 9.006 1.836 5 8 9 10 13 

2009 94 8.904 1.729 5 8 9 10 13 

Overall 2305 7.321 1.827 2 6 7 8 14 

Panel C: Sub-Index II: Financial Transparency and Information Disclosure (maximum possible score 24) 

1996 137 5.577 1.580 2 5 6 7 9 

1997 160 5.581 1.540 2 5 6 7 9 

1998 167 5.671 1.581 2 5 6 7 9 

1999 171 6.123 1.956 2 5 6 7 12 

2000 173 7.168 2.674 2 6 7 8 16 

2001 176 7.875 3.506 2 6 7 9 21 

2002 183 8.454 3.626 2 6 8 10 21 

2003 182 8.687 3.695 2 6 8 10 21 

2004 180 8.944 3.598 2 7 8 11 20 

2005 173 10.717 4.602 3 7 9 14 22 

2006 173 13.642 4.164 5 11 14 16 22 

2007 168 14.720 3.514 4 13 15 17 22 

2008 168 15.143 3.363 5 13 15 18 23 

2009 94 15.298 2.910 6 14 15 17 21 

Overall 2305 9.407 4.693 2 6 8 13 23 
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Table 3-6 Cont. 

Panel D: Sub-Index III: Board and Management Structure and Process (maximum possible score 80) 

Year N Mean SD Minimum Q1 Median Q3 Maximum 

1996 137 7.022 1.865 2 6 7 8 11 

1997 160 6.900 1.847 2 5 7 8 11 

1998 167 7.036 1.894 2 5 7 8 12 

1999 171 7.105 1.844 2 6 7 9 12 

2000 173 7.630 2.426 4 6 8 9 24 

2001 176 7.869 2.525 4 6 8 9 24 

2002 183 7.902 2.701 3 6 8 9 26 

2003 182 8.044 2.875 2 6 8 9 26 

2004 180 8.100 3.091 2 6 8 9 26 

2005 173 10.873 7.506 2 6 8 13 49 

2006 173 17.462 9.802 4 10 14 26 49 

2007 168 23.006 9.792 4 14 25 30 49 

2008 168 24.679 9.429 4 18 27 30 50 

2009 94 25.617 7.579 5 23 28 31 39 

Overall 2305 11.649 8.637 2 6 8 12 50 

Panel E: Sub-Index IV: Corporate Responsibility and Compliance (maximum possible score 16) 

1996 137 0.956 1.063 0 0 1 1 4 

1997 160 0.969 1.152 0 0 1 2 6 

1998 167 1.048 1.134 0 0 1 2 5 

1999 171 1.164 1.206 0 0 1 2 6 

2000 173 1.260 1.324 0 0 1 2 6 

2001 176 1.403 1.451 0 0 1 2 6 

2002 183 1.514 1.674 0 0 1 2 8 

2003 182 1.731 1.820 0 0 1 2 8 

2004 180 1.839 2.025 0 0 1 3 10 

2005 173 1.971 2.174 0 0 1 3 12 

2006 173 2.035 2.246 0 0 1 3 12 

2007 168 2.202 2.287 0 1 2 3 13 

2008 168 2.393 2.413 0 0 2 4 13 

2009 94 2.362 2.238 0 1 2 4 11 

Overall 2305 1.620 1.846 0 0 1 2 13 

Panel F: Sub-Index V: Auditing (maximum possible score 13) 

1996 137 4.416 0.773 2 4 4 5 6 

1997 160 4.419 0.797 2 4 4 5 6 

1998 167 4.467 0.856 2 4 4 5 6 

1999 171 3.801 0.918 1 3 4 4 6 

2000 173 3.780 0.798 1 3 4 4 6 

2001 176 4.165 0.876 1 4 4 5 6 

2002 183 4.290 0.818 1 4 4 5 6 

2003 182 4.335 0.809 1 4 4 5 6 

2004 180 4.228 0.761 2 4 4 5 6 

2005 173 5.913 2.840 2 4 5 10 12 

2006 173 8.936 3.058 1 6 10 11 13 

2007 168 9.946 2.638 1 10 11 11.5 13 

2008 168 10.226 2.461 1 10 11 12 13 

2009 94 10.606 1.936 2 10 11 12 13 

Overall 2305 5.807 2.989 1 4 5 6 13 

This table presents the sample size, mean, standard deviation (SD), and percentiles (minimum, first 

quartile (Q1), median, third quartile (Q3), and maximum) of the overall corporate governance score 

(GovScore) and its 5 sub-indices. GovScore is measured as the sum of 148 yes/no questions. Panel A 

presents descriptive statistics of GovScore across the study period. Descriptive statistics of the 

governance sub-indices are presented in Panels B to F. 
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Table 3-7: Pearson Pairwise Correlation Coefficients for the Continuous Variables in Chapter 3 and for the Overall Period from 1996 to 2009 

Variable  GovScore LnAssets Book2Mkt CapExRatio TangAssRatio Liab2Assets Volatility PctInsiders PctInsiders PctForeign 

LnAssets 0.3629*          

Book2Mkt 0.0188 0.1422*         

CapExRatio 0.0768* 0.0542* 0.0242        

TangAssRatio -0.1487* -0.1689* 0.0171 0.1873*       

Liab2assets -0.1157* -0.1591* -0.6052* -0.1788* -0.0321      

Volatility -0.0226 -0.0628* -0.1383* -0.0499* 0.0155 0.0674*     

PctInsiders -0.0028 -0.1471* -0.0105 0.1099* 0.1800* 0.0045 -0.0702*    

PctInstitns 0.0614* 0.0336 0.0425* -0.0056 0.0064 -0.0059 -0.0376 -0.2252*   

PctForeign 0.0095 0.1565* 0.0292 0.0302 0.0602* -0.0894* 0.0555* -0.0311 -0.0576*  

Age 0.2971* 0.0528* -0.0982* -0.1248* -0.2659* 0.1741* -0.0929* -0.1159* 0.1025* -0.1325* 

This table presents Pearson correlation coefficients between the continuous variables. GovScore is the primary governance quality measure based on a checklist of governance items. LnAssets is the 

natural log of total assets. GovScore is the governance quality measure using the 148 item checklist. Book2Mkt is the book to market value of equity ratio, CapExRatio is the ratio of capital expenditure 

to total assets, TangAssRatio is the tangible assets to total assets ratio, Liab2Assets is the total liabilities to total assets ratio, Volatility is the weekly stock return volatility over the 52-week period ending 

on the Balance Sheet date, PctInsiders is the percentage ownership by insiders (sponsors and/or directors), PctInstitns is the institutional shareholding in percentage form, PctForeign is the percentage 

shareholding of the foreign shareholders, and Age measures the number of years since the company was listed on the Dhaka Stock Exchange. Correlation significant at the 5% level is denoted by *. 

 

 

 

Table 3-8: Indications of the Extent of Stickiness in the GovScore of Listed Public Limited Companies in Bangladesh 

  1996-1997 1997-1998 1998-1999 1999-2000 2000-2001 2001-2002 2002-2003 2003-2004 2004-2005 2005-2006 2006-2007 2007-2008 2008-2009 

Number of paired observations 134 156 164 166 171 170 177 176 170 167 166 160 92 

Pairs with equal GovScore ( in number)                                         56 52 41 35 39 48 58 58 42 17 34 38 23 

Pairs with equal GovScore ( in percentage)                                                 41.79 33.33 25.00 21.08 22.81 28.23 32.77 32.95 24.71 10.18 20.48 23.75 25 

Pearson‘s rank order coefficient of correlation 

between the GovScores in adjacent years 
0.93 0.90 0.91 0.86 0.92 0.96 0.96 0.96 0.76 0.71 0.83 0.92 0.98 

Rate of change in total score from last year to 

current year (in percentage) 
1.63 3.20 1.27 7.41 6.19 3.07 1.64 0.86 22.09 36.31 14.49 4.34 1.00 

This table indicates the extent of stickiness in the GovScore of listed public companies in Bangladesh over the period 1997 to 2009. GovScore is the governance quality measure based on a checklist of 

governance items (see Appendix D for details). 
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3.6.2 Stickiness of Corporate Governance Characteristics 

Table 3-8 reports some indications of the extent of stickiness (lack of year-to-year 

change) in the CG measures of listed public companies in Bangladesh. The table shows 

that, except for 2005-2006, a firm‘s governance score in one year is the same as in the 

previous year in more than 20% of cases. This indicator of stickiness is highest in 1996-

1997 (41.79% cases) and lowest in 2005-2006 (10.18% cases), the latter reflecting the 

impact of the introduction and adoption of CG Guideline in 2006. As another indication, 

I calculated Pearson‘s rank order coefficient of correlation between the governance 

scores in adjacent years. This correlation has consistently exceeded 0.80 for most pairs 

of adjacent years, with the exception of 0.76 for 2004-2005 and 0.71 for 2005-2006, 

again reflecting the fact that quite a number of firms in Bangladesh changed their 

governance practices following the release of the CG Guidelines. The maximum 

correlation is 0.98 for 2008-2009. I also analysed the rate of change in the average 

governance score in adjacent years. The results show that the average governance score 

changed by less than 5% in 8 out of 13 adjacent years with the minimum change 

(0.86%) being from 2003 to 2004 and the maximum change (36.31%) being from 2005 

to 2006. Clearly, stickiness is an issue of concern for Bangladesh. However, such 

findings are not unexpected: Brown et al. (2011a) report similar results for Australian 

and New Zealand firms. 

3.6.3 Characteristics of the First-Ranked Company 

Characteristics of the first-ranked company, that is, the company with the highest 

corporate governance score are reported in Table 3-9. In 11 out of 13 years, the first-

ranked company is a foreign-owned subsidiary, supporting the argument that the 

governance quality of foreign companies is typically higher. In 12 out of 13 years, the 

first-ranked company belonged either to the food or pharmaceuticals industry. In 6 

instances, the first-ranked company retained its position in the following year. The first-

ranked company‘s score is at least equal to the last year‘s score in all years with the 

exception of 2001, when the score was 2 points lower. No first-ranked company is 

found to have raised additional equity capital in the following year suggesting that the 

need for external equity capital may not be the primary motive for the very ‗best‘ firm- 
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Table 3-9: Characteristics of First-Ranked Company 

Characteristics 
 First-Ranked Company 

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 

1.   Number of companies ranked first 1 1 1 1 1 2 1 1 1 1 1 1 2 

2.   Score obtained 34 36 36 37 53 51 56 58 62 97 103 103 104 

3.   Increase (decrease) from last year‘s 

maximum score 

 2 0 1 16 (2) 5 2 4 35 6 0 1 

4.   Difference from 1996 score (34)  2 2 3 18 16 21 23 27 62 68 68 69 

5.   Industry  Food Food 

 

Pharma Pharma Food Textile Pharma Pharma Pharma Food Food Food Pharma, 

Food 

6.   Subsidiary of foreign company or not Yes Yes Yes No Yes No Yes Yes Yes Yes Yes Yes Yes 

7.   Retention of last year‘s first ranking   Yes No No No No No Yes Yes No Yes Yes Yes 

8.   Raised capital in the following year No No No No No No No No No No No No No 

9.   (Avg.) ROA of first-ranked one (ones) 19.35 25.12 13.21 11.28 25.28 10.92 15.62 9.67 9.42 13.15 16.00 21.37 21.15 

10. Mean ROA of all companies 7.03 6.53 5.15 3.84 5.21 5.096 4.84 4.52 3.78 4.59 5.11 5.26 5.89 

11. Significance of difference in ROA Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

12. (Avg.) LnMCap of first-ranked 

company (companies) 

22.97 22.37 20.41 21.10 22.18 20.025 20.95 21.09 21.45 22.45 22.34 22.91 22.66 

13. Mean LnMCap of all companies 18.80 18.70 18.32 18.23 18.23 18.15 18.15 18.17 18.28 18.21 18.34 18.66 19.35 

14. Significance of mean difference in 

LnMCap 

Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

This table presents the characteristics of companies ranked first in term of their governance score each year. In the table, Pharma means firms in the pharmaceutical industry. ROA is 

the return on assets calculated as EBITDA/Total assets where EBITDA is earnings before interest, taxes, depreciation and amortization. LnMCap is the natural log of the firm‘s share 

market capitalization at the Balance Sheet date. 
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level governance practices. A positive mean difference is found, in ROA and market 

capitalization, between the first-ranked company and the rest in each sample year. 

3.6.4 Multivariate Analysis 

3.6.4.1 Firm-Level Determinants of Changes in Corporate Governance Quality 

To answer the research question relating to the determinants of changes in corporate 

governance, pooled ordinary least squares (OLS) regression methods are used. These 

results are reported in Table 3-10. Six models are estimated with ‗changes in 

governance score from last year to current year‘ (         ) as the dependent 

variable. The first 2 models are based on standard errors without controlling for 

heteroscedasticity, models 3 and 4 are based on robust estimates of standard errors 

using the Huber-White-sandwich estimator of variance, and the remaining models are 

based on standard errors adjusted for possible serial-correlation within a firm to address 

possible biases in the standard errors following Petersen (2009) and Gow, Ormazabal 

and Taylor (2010). Ownership variables are included in the even-numbered models.  

On average, the governance score increases by 3 points per annum as indicated by the 

constant term. The influence of size (measured by the natural log of total assets), growth 

opportunities (measured by the book-to-market ratio) and leverage (total liabilities to 

total assets ratio) is of the same order of magnitude, so that a (marginal) one standard 

deviation change in the explanatory variable is associated with a changes in the 

GovScore (difference) by about half a point. These variables are significant at the 5% 

level or better when the ownership variables are excluded from the models and their 

signs are in the expected direction for the directional hypotheses.Volatility is found to 

be marginally significant at the 10% level when standard errors adjusted for 

heteroscedasticiy and possible serial-correlation within a firm are used and ownership 

variables are included in the model. These variables account for about 28% of the 

variation in the annual change in a firm‘s governance score and the findings hold for all 

models. None of the ownership variables is significant in explaining changes in 

GovScore from one year to the next. 
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Table 3-10: Pooled OLS Estimates of the Determinants of the Year-to-Year Change in a Company‟s Governance Score 

 Expected Dependent Variable:           

 Sign (1) (2) (3) (4) (5) (6) 

Constant  3.044*** 3.075*** 3.044*** 3.075*** 3.044*** 3.075*** 

  (20.57) (20.60) (20.57) (20.60) (30.87) (31.53) 
LnAssets(t-1) + 0.394** 0.489*** 0.394** 0.489*** 0.394*** 0.489*** 

  (2.27) (2.64) (2.22) (2.60) (3.34) (3.98) 

Book2Mkt(t-1)  -0.604*** -0.592*** -0.604*** -0.592*** -0.604*** -0.592*** 

  (-2.96) (-2.87) (-2.68) (-2.60) (-2.51) (-2.44) 

CapExRatio(t-1) + 0.143 0.135 0.143 0.135 0.143 0.135 

  (0.89) (0.83) (0.95) (0.89) (1.03) (0.98) 
TangAssRatio(t-1)  -0.066 -0.049 -0.066 -0.049 -0.066 -0.049 

  (-0.38) (-0.28) (-0.36) (-0.27) (-0.46) (-0.35) 

Liab2Assets(t-1) +/ -0.457** -0.462** -0.457** -0.462** -0.457** -0.462** 

  (-2.15) (-2.15) (-2.26) (-2.25) (-2.37) (-2.32) 

Volatility(t-1) + 0.179 0.214 0.179 0.214* 0.179 0.214* 

  (1.06) (1.24) (1.17) (1.38) (1.26) (1.49) 
Age(t-1) +/ 0.151 0.188 0.151 0.188 0.151 0.188 

  (0.83) (0.99) (0.89) (1.09) (1.04) (1.28) 

MNCoy + 0.582 0.045 0.582 0.045 0.582 0.045 
  (0.73) (0.05) (0.58) (0.04) (1.17) (0.08) 

PctInsiders(t-1) +/  0.230  0.230  0.230 

   (1.26)  (1.26)  (1.56) 
PctInstitns(t-1) +/  0.040  0.040  0.040 

   (0.25)  (0.25)  (0.41) 
PctForeign(t-1) +/  -0.163  -0.163  -0.163 

   (-0.96)  (-1.05)  (-1.45) 

Year Dummy  Yes Yes Yes Yes Yes Yes 
Industry Dummy  Yes Yes Yes Yes Yes Yes 

Adjusted R2  0.276 0.275 0.276 0.275 0.276 0.275 

F-Statistic  22.922 20.705 11.393 10.324 33.221 30.646 
Observations  1839 1823 1839 1823 1839 1823 

This table reports estimates of coefficients of firm-level pooled OLS regressions of changes in governance quality,            on different firm characteristics.           measures the changes in governance from the last to 
the current year. Firm characteristics include LnAssets (natural log of year- end total assets); Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity); CapExRatio (capital expenditure to total assets 
ratio); TangAssRatio (ratio of tangible assets to total assets); Liab2Assets (ratio of total liabilities to total assets); Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date); Age (number 

of years since the company was listed on the Dhaka Stock Exchange); MNCoy (dummy variable taking the value of one if the company is a subsidiary of a foreign company and zero otherwise); PctInsiders (percentage stock 

ownership by the company‘s sponsors and/or directors in the firm); PctInstitns (percentage stock ownership by institutional shareholders); PctForeign (percentage stock ownership by foreigners). All continuous regressors are 
normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-

statistics are in parentheses. Regressions (1) and (2) are pooled OLS without controlling for heteroscedasticity. Regressions (3) and (4) are based on robust standard errors. Regressions (5) and (6) are based on robust standard 

errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.    
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3.6.4.2 Firm-Level Determinants of Corporate Governance Quality 

In this subsection, I examine the firm-level determinants of corporate governance 

quality of Bangladeshi firms by estimating ordinary least square (OLS) regressions. 

Table 3-11 reports the results. As all the variables are transformed to have a mean of 

zero, the constant term shows the mean score of the dependent variable, GovScore. The 

regression produced an adjusted R
2
 of 0.71 irrespective of whether ownership variables 

are included in the regressions. In model 1 and model 2, results are reported using 

standard OLS regressions. When ownership variables are excluded from the regression 

equation, all explanatory variables, with the exception of volatility, are statistically 

significant (at the 1% level) in the expected direction (for directional hypotheses). The 

results show that larger companies, companies that are older, companies that are 

subsidiaries of foreign companies, companies with a higher capital expenditure ratio, 

lower book-to-market ratio, lower tangible assets ratio, and higher proportion of assets 

being financed by equity capital have a higher governance score. The negative relation 

between the total liabilities to assets ratio and corporate governance quality indicates 

that in Bangladesh, companies are subject to closer monitoring by creditors and lenders, 

who may act as a substitute for other governance measures. This finding is consistent 

with Eng and Mak (2003) but contrary to Linck et al. (2008) who reported a positive 

association between the long-term debt to assets ratio and governance quality, measured 

by board size and board independence. When ownership variables are included in 

Model 2, insiders‘ ownership and foreign ownership are found to be statistically 

significant at the 1% level. These two ownership variables are of the same order of 

magnitude so that a one standard deviation increase in the ownership variable is 

associated with an increase in the governance score of about a point. Institutional 

ownership has a positive coefficient but its relationship with the governance score is not 

statistically significant. All other explanatory variables have coefficients that are much 

the same as in Model 1. The results are unchanged after adjusting for heteroscedasticity 

(Model 3 and Model 4).  

Some of the variables tend to be less significant (but none becomes statistically 

insignificant) when errors are clustered at the firm-level, as we might expect. For 

example, firm age, book-to-market ratio, tangible assets ratio, insiders‘ ownership, and 

foreign ownership are significant at the 5% level when errors are clustered at the firm- 
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Table 3-11: Pooled OLS Estimates of the Determinants of Firm-level Governance Score for the Overall Period from 1996 to 2009 

 Expected Dependent Variable: GovScore 

 Sign (1) (2) (3) (4) (5) (6) 

Constant  37.570*** 37.724*** 37.570*** 37.724*** 37.570*** 37.724*** 

  (166.54) (166.80) (166.54) (166.80) (77.09) (78.30) 

LnAssets(t-1) + 3.741*** 3.832*** 3.741*** 3.832*** 3.741*** 3.832*** 
  (14.14) (13.65) (11.82) (11.53) (5.35) (5.40) 

Book2Mkt(t-1)  -1.693*** -1.585*** -1.693*** -1.585*** -1.693** -1.585** 

  (-5.44) (-5.07) (-3.22) (-3.00) (-1.94) (-1.81) 
CapExRatio(t-1) + 0.929*** 0.916*** 0.929*** 0.916*** 0.929*** 0.916*** 

  (3.80) (3.73) (3.72) (3.67) (2.75) (2.74) 

TangAssRatio(t-1)  -0.989*** -1.084*** -0.989*** -1.084*** -0.989** -1.084** 

  (-3.69) (-4.00) (-3.55) (-3.83) (-1.76) (-1.88) 

Liab2Assets(t-1) +/ -2.259*** -2.175*** -2.259*** -2.175*** -2.259*** -2.175*** 

  (-6.97) (-6.67) (-6.07) (-5.69) (-3.50) (-3.30) 
Volatility(t-1) + -0.855 -0.748 -0.855 -0.748 -0.855 -0.748 

  (-3.32) (-2.85) (-3.72) (-3.20) (-2.86) (-2.56) 

Age(t-1) +/ 0.995*** 1.158*** 0.995*** 1.158*** 0.995** 1.158** 

  (3.57) (4.04) (3.79) (4.34) (1.99) (2.32) 

MNCoy + 7.699*** 5.875*** 7.699*** 5.875*** 7.699*** 5.875** 

  (6.37) (4.41) (5.00) (3.74) (2.80) (2.09) 
PctInsiders(t-1) +/  1.176***  1.176***  1.176** 

   (4.25)  (4.48)  (2.42) 

PctInstitns(t-1) +/  0.369  0.369  0.369 

   (1.50)  (1.41)  (0.71) 

PctForeign(t-1) +/  0.686***  0.686***  0.686** 

   (2.68)  (2.90)  (2.04) 
Year Dummy  Yes Yes Yes Yes Yes Yes 

Industry Dummy  Yes Yes Yes Yes Yes Yes 

Adjusted R2  0.709 0.711 0.709 0.711 0.709 0.711 
F-Statistic  141.276 128.820 131.319 124.980 54.469 53.457 

Observations  1839 1823 1839 1823 1839 1823 

This table reports estimates of coefficients for firm-level pooled OLS regressions of the corporate governance quality measure, GovScore, on firm characteristics. GovScore is the governance quality measure based on a checklist 

of governance items. Firm characteristics include LnAssets (natural log of year- end total assets); Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), CapExRatio (capital expenditure to total 
assets ratio); TangAssRatio (ratio of tangible assets to total assets); Liab2Assets (ratio of total liabilities to total assets); Volatility (weekly stock market volatility over the 52-week period ending on the Balance Sheet date); Age 

(number of years since the company was listed on the Dhaka Stock Exchange); MNCoy (dummy variable taking the value of one if the company is a subsidiary of a foreign company and zero otherwise); PctInsiders (percentage 

stock ownership by the sponsors and/or directors in the firm); PctInstitns (percentage stock ownership by institutional shareholders); PctForeign (percentage stock ownership by foreigners). All continuous regressors are 
normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-

statistics are in parentheses. Regressions (1) and (2) are pooled OLS without controlling for heteroscedasticity. Regressions (3) and (4) are based on robust standard errors. Regressions (5) and (6) are based on robust standard 

errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.   
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level. Foreign subsidiary is significant at the 5% level when errors are clustered at the 

firm-level and ownership variables are included in the model.  

3.7 Robustness Checks 

3.7.1 Firm-Level Determinants of Corporate Governance Quality using Sub-

Indices 

In this sub-section, I examine the extent to which firm-level determinants of the 

governance score also account for variation in individual Sub-Indices. The results are 

shown in Table 3-12. Overall, the explanatory variables account for about 40% to 69% 

of the variation. Firm size, the capital expenditure ratio, and the liabilities to assets ratio 

are significant irrespective of whether the regression errors are clustered or not. The 

other variables found to be significant predictors of GovScore (that is, the overall score) 

are not consistently significant in explaining variation in an individual Sub-Index when 

standard errors are clustered at the firm-level. 

For example, when using Sub-Index I (ownership structure and investor rights) as the 

dependent variable, the results indicate that larger companies with a higher capital 

expenditure ratio and lower liabilities to assets ratio are significant determinants 

irrespective of whether errors are clustered or not. Among the other variables, the 

tangible assets ratio, subsidiary of a foreign company, the book-to-market ratio, and the 

three ownership variables are no longer statistically significant when errors are 

clustered. 

3.7.2 Other Robustness Checks of the Firm-Level Determinants of Corporate 

Governance Quality  

A robustness check for the results of GovScore is conducted to check whether these 

results change if different reduced indices (GovScore with one Sub-Index excluded) are 

substituted for GovScore. Table 3-13 shows the results for the reduced indices. In 

contrast to the results that appear in Table 3-12, the variables found to be statistically 

significant in Table 3-11 are also significant with the reduced indices as the dependent 

variable and when errors are not clustered. However, like previous regression results, 

the explanatory variables tend to lose their significance when errors are clustered. The 

adjusted R
2
 increases marginally from 0.711 to 0.718 when Sub-Index IV (corporate  
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Table 3-12: Pooled OLS Estimates of the Determinants of the Governance Sub-Indices for the Overall Period from 1996 to 2009 

 Expected Sub-Index I  Sub-Index II  Sub-Index III  Sub-Index IV  Sub-Index V 

 Sign (1) (2) (3)  (4) (5) (6)  (7) (8) (9)  (10) (11) (12)  (13) (14) (15) 

Constant  7.561*** 7.561*** 7.561***  10.031*** 10.031*** 10.031***  12.345*** 12.345*** 12.345***  1.788*** 1.788*** 1.788***  5.998*** 5.998*** 5.998*** 

  (232.81) (232.81) (94.22)  (142.72) (142.72) (59.87)  (101.26) (101.26) (54.30)  (55.44) (55.44) (21.87)  (148.77) (148.77) (85.55) 

LnAssets + 0.429*** 0.429*** 0.429***  1.011*** 1.011*** 1.011***  1.384*** 1.384*** 1.384***  0.806*** 0.806*** 0.806***  0.202*** 0.202*** 0.202** 

  (10.64) (9.30) (3.80)  (11.58) (10.40) (4.58)  (9.15) (8.00) (4.13)  (20.12) (18.18) (7.31)  (4.04) (3.66) (1.99) 

Book2Mkt  -0.074** -0.074* -0.074  -0.258*** -0.258** -0.258  -0.787*** -0.787*** -0.787**  -0.240*** -0.240*** -0.240***  -0.226*** -0.226** -0.226* 

  (-1.66) (-1.54) (-0.90)  (-2.65) (-1.90) (-1.07)  (-4.67) (-2.94) (-1.87)  (-5.37) (-4.83) (-2.56)  (-4.06) (-2.29) (-1.46) 

CapExRatio + 0.076** 0.076*** 0.076**  0.243*** 0.243*** 0.243***  0.344*** 0.344*** 0.344**  0.161*** 0.161*** 0.161***  0.092** 0.092** 0.092** 

  (2.16) (2.45) (1.94)  (3.19) (3.22) (2.43)  (2.60) (2.56) (1.96)  (4.58) (4.15) (3.62)  (2.09) (2.24) (1.68) 

TangAssRatio  -0.062* -0.062* -0.062  -0.517*** -0.517*** -0.517***  -0.281** -0.281** -0.281  -0.204*** -0.204*** -0.204***  -0.020 -0.020 -0.020 

  (-1.58) (-1.45) (-0.67)  (-6.14) (-5.69) (-2.61)  (-1.92) (-1.93) (-1.08)  (-5.29) (-5.95) (-2.69)  (-0.42) (-0.39) (-0.21) 
Liab2Assets +/ -0.184*** -0.184*** -0.184*  -0.518*** -0.518*** -0.518***  -0.939*** -0.939*** -0.939***  -0.244*** -0.244*** -0.244***  -0.289*** -0.289*** -0.289** 

  (-3.94) (-3.85) (-1.96)  (-5.11) (-4.87) (-2.74)  (-5.34) (-4.76) (-2.86)  (-5.26) (-5.39) (-2.63)  (-4.97) (-4.01) (-2.43) 

Volatility + 0.019 0.019 0.019  -0.164 -0.164 -0.164  -0.405 -0.405 -0.405  -0.138 -0.138 -0.138  -0.060 -0.060 -0.060 

  (0.50) (0.54) (0.44)  (-2.01) (-2.31) (-1.78)  (-2.87) (-3.29) (-2.70)  (-3.69) (-4.34) (-3.06)  (-1.28) (-1.29) (-1.08) 

PctInsiders +/ 0.118*** 0.118*** 0.118  0.479*** 0.479*** 0.479***  0.463*** 0.463*** 0.463**  0.011 0.011 0.011  0.105** 0.105** 0.105 

  (2.98) (3.04) (1.42)  (5.56) (5.83) (2.78)  (3.10) (3.23) (2.02)  (0.28) (0.31) (0.14)  (2.13) (2.01) (1.07) 

PctInstitns +/ 0.065* 0.065* 0.065  0.009 0.009 0.009  0.293** 0.293** 0.293  -0.042 -0.042 -0.042  0.044 0.044 0.044 

  (1.83) (1.72) (0.79)  (0.11) (0.10) (0.05)  (2.21) (2.08) (1.17)  (-1.20) (-1.15) (-0.47)  (1.00) (0.99) (0.59) 
PctForeign +/ 0.111*** 0.111*** 0.111  0.160** 0.160* 0.160  0.331** 0.331*** 0.331**  0.113*** 0.113*** 0.113  -0.029 -0.029 -0.029 

  (3.03) (3.26) (1.57)  (2.00) (1.90) (1.17)  (2.40) (2.97) (2.05)  (3.08) (2.65) (1.33)  (-0.64) (-0.71) (-0.52) 

Age +/ 0.024 0.024 0.024  0.266*** 0.266*** 0.266  0.564*** 0.564*** 0.564**  0.196*** 0.196*** 0.196***  0.108** 0.108** 0.108 

  (0.59) (0.55) (0.27)  (2.99) (3.34) (1.61)  (3.65) (3.74) (2.24)  (4.80) (5.63) (2.63)  (2.11) (2.21) (1.31) 

MNCoy + 0.464** 0.464** 0.464  -0.632 -0.632 -0.632  4.819*** 4.819*** 4.819***  1.818*** 1.818*** 1.818***  -0.594 -0.594 -0.594 

  (2.42) (2.43) (1.21)  (-1.53) (-1.72) (-0.85)  (6.71) (5.00) (2.93)  (9.56) (6.35) (2.69)  (-2.50) (-2.81) (-1.84) 

Year Dummy Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.406 0.406 0.406  0.599 0.599 0.599  0.665 0.665 0.665  0.484 0.484 0.484  0.690 0.690 0.690 

F-Statistic  36.588 33.334 18.083  78.726 121.362 53.155  104.391 78.197 40.777  49.804 39.477 9.953  117.010 126.337 85.098 

Observations 1823 1823 1823  1823 1823 1823  1823 1823 1823  1823 1823 1823  1823 1823 1823 

This table reports estimates of coefficients of firm-level pooled OLS regressions of sub-indices (Sub-Index I to Sub-Index V) of GovScore, on firm characteristics. Sub-Index I deals with Ownership Structure and Investor 

Rights (15 elements), Sub-Index II is related to Financial Transparency and Information Disclosure in the Annual Report (24 elements), Sub-Index III is related to Board and Management Structure and Process (80 elements), 
Sub-Index IV deals with Corporate Responsibility and Compliance (16 elements), and Sub-Index V is related to Auditing (13 elements). Firm characteristics include LnAssets (natural log of year- end total assets); Book2Mkt 

ratio (ratio of book value of equity to the year-end market value of equity); CapExRatio (capital expenditure to total assets ratio); TangAssRatio (ratio of tangible assets to total assets), Liab2Assets (ratio of total liabilities to total 

assets); Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date); Age (number of years since the company was listed on the Dhaka Stock Exchange); MNCoy (dummy variable taking 
the value of one if the company is a subsidiary of a foreign and zero otherwise); PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm); PctInstitns (stock ownership by institutional shareholders in 

percentage form), PctForeign (stock ownership by foreigners in percentage form). Except for MNCoy, all variables are lagged by one year. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are in parentheses. The first Regression of 
each Sub-Index is based on standard errors without controlling for heteroscedasticity; the second regression of each Sub-Index is based on robust standard errors, the remaining regressions are based on robust standard errors 

clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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 Table 3-13: Pooled OLS Estimates of the Determinants of the Reduced Governance Indices for the Overall Period from 1996 to 2009 

 Expected GovScore  Sub-Index I  GovScore  Sub-Index II  GovScore  Sub-Index III  GovScore  Sub-Index IV  GovScore  Sub-Index V 

 Sign (1) (2) (3)  (4) (5) (6)  (7) (8) (9)  (10) (11) (12)  (13) (14) (15) 

Constant  30.162*** 30.162*** 30.162***  27.693*** 27.693*** 27.693***  25.378*** 25.378*** 25.378***  35.935*** 35.935*** 35.935***  31.725*** 31.725*** 31.725*** 
  (143.84) (143.84) (69.35)  (155.70) (155.70) (76.95)  (194.50) (194.50) (82.20)  (170.84) (170.84) (83.01)  (158.46) (158.46) (72.28) 

LnAssets + 3.403*** 3.403*** 3.403***  2.822*** 2.822*** 2.822***  2.448*** 2.448*** 2.448***  3.027*** 3.027*** 3.027***  3.630*** 3.630*** 3.630*** 

  (13.07) (11.28) (5.45)  (12.78) (10.65) (5.14)  (15.11) (13.06) (5.60)  (11.59) (9.87) (4.77)  (14.60) (12.26) (5.59) 

Book2Mkt  -1.511*** -1.511*** -1.511**  -1.327*** -1.327*** -1.327**  -0.798*** -0.798*** -0.798*  -1.345*** -1.345*** -1.345**  -1.359*** -1.359*** -1.359** 

  (-5.21) (-3.04) (-1.84)  (-5.40) (-3.21) (-1.99)  (-4.42) (-2.78) (-1.61)  (-4.62) (-2.73) (-1.67)  (-4.91) (-3.04) (-1.83) 
CapExRatio + 0.840*** 0.840*** 0.840***  0.672*** 0.672*** 0.672***  0.572*** 0.572*** 0.572***  0.755*** 0.755*** 0.755**  0.824*** 0.824*** 0.824*** 

  (3.69) (3.59) (2.64)  (3.48) (3.44) (2.61)  (4.03) (4.05) (3.10)  (3.31) (3.28) (2.45)  (3.79) (3.71) (2.80) 

TangAssRatio  -1.023*** -1.023*** -1.023**  -0.567*** -0.567*** -0.567*  -0.803*** -0.803*** -0.803**  -0.880*** -0.880*** -0.880**  -1.064*** -1.064*** -1.064** 

  (-4.07) (-3.93) (-1.98)  (-2.66) (-2.62) (-1.35)  (-5.14) (-4.68) (-2.13)  (-3.49) (-3.31) (-1.66)  (-4.44) (-4.30) (-2.10) 

Liab2Assets +/ -1.990*** -1.990*** -1.990***  -1.657*** -1.657*** -1.657***  -1.236*** -1.236*** -1.236***  -1.930*** -1.930*** -1.930***  -1.886*** -1.886*** -1.886*** 

  (-6.58) (-5.62) (-3.29)  (-6.46) (-5.55) (-3.23)  (-6.57) (-5.64) (-3.14)  (-6.37) (-5.42) (-3.17)  (-6.53) (-5.74) (-3.31) 

Volatility + -0.766 -0.766 -0.766  -0.584 -0.584 -0.584  -0.343 -0.343 -0.343  -0.610 -0.610 -0.610  -0.688 -0.688 -0.688 

  (-3.16) (-3.54) (-2.80)  (-2.83) (-3.14) (-2.55)  (-2.27) (-2.54) (-1.98)  (-2.50) (-2.80) (-2.27)  (-2.97) (-3.38) (-2.71) 

PctInsiders +/ 1.057*** 1.057*** 1.057**  0.697*** 0.697*** 0.697*  0.713*** 0.713*** 0.713**  1.165*** 1.165*** 1.165**  1.070*** 1.070*** 1.070** 

  (4.12) (4.32) (2.36)  (3.20) (3.38) (1.91)  (4.46) (4.67) (2.22)  (4.52) (4.70) (2.59)  (4.37) (4.69) (2.57) 

PctInstitns +/ 0.304 0.304 0.304  0.360* 0.360* 0.360  0.075 0.075 0.075  0.411* 0.411* 0.411  0.325 0.325 0.325 

  (1.33) (1.26) (0.64)  (1.86) (1.76) (0.90)  (0.53) (0.50) (0.23)  (1.80) (1.70) (0.89)  (1.49) (1.39) (0.68) 

PctForeign +/ 0.574** 0.574*** 0.574*  0.526*** 0.526*** 0.526**  0.355** 0.355** 0.355  0.573** 0.573*** 0.573**  0.715*** 0.715*** 0.715** 

  (2.42) (2.63) (1.94)  (2.61) (2.97) (2.13)  (2.40) (2.24) (1.28)  (2.40) (2.71) (2.04)  (3.15) (3.42) (2.34) 

Age +/ 1.134*** 1.134*** 1.134**  0.892*** 0.892*** 0.892**  0.594*** 0.594*** 0.594*  0.962*** 0.962*** 0.962**  1.051*** 1.051*** 1.051** 

  (4.27) (4.57) (2.51)  (3.96) (4.19) (2.34)  (3.59) (3.93) (1.89)  (3.61) (3.82) (2.10)  (4.14) (4.48) (2.35) 

MNCoy + 5.411*** 5.411*** 5.411**  6.507*** 6.507*** 6.507***  1.056* 1.056* 1.056  4.057*** 4.057*** 4.057**  6.469*** 6.469*** 6.469*** 
  (4.38) (3.62) (1.98)  (6.21) (4.87) (2.74)  (1.37) (1.43) (0.75)  (3.27) (2.89) (1.72)  (5.48) (4.47) (2.45) 

Year Dummy Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.711 0.711 0.711  0.700 0.700 0.700  0.673 0.673 0.673  0.718 0.718 0.718  0.689 0.689 0.689 

F-Statistic  129.137 123.339 52.542  122.547 103.191 49.071  107.927 133.305 63.577  133.856 131.615 57.367  116.549 110.896 46.331 

Observations 1823 1823 1823  1823 1823 1823  1823 1823 1823  1823 1823 1823  1823 1823 1823 

This table reports estimates of coefficients of firm-level pooled OLS regressions of reduced indices (GovScore  indicated Sub-Index), on firm characteristics. Sub-Index I deals with Ownership Structure and Investor Rights (15 
elements), Sub-Index II is related to Financial Transparency and Information Disclosure in the Annual Report (24 elements), Sub-Index III is related to Board and Management Structure and Process (80 elements), Sub-Index 

IV deals with Corporate Responsibility and Compliance (16 elements), and Sub-Index V is related to Auditing (13 elements). Firm characteristics include LnAssets (natural log of year- end total assets), Book2Mkt ratio (ratio of 

book value of equity to the year-end market value of equity); CapExRatio (capital expenditure to total assets ratio); TangAssRatio (ratio of tangible assets to total assets); Liab2Assets (ratio of total liabilities to total assets); 
Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date); Age (number of years since the company was listed on the Dhaka Stock Exchange); MNCoy (dummy variable taking the value 

of one if the company is a subsidiary of a foreign and zero otherwise); PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm); PctInstitns (stock ownership by institutional shareholders in 

percentage form); PctForeign (stock ownership by foreigners in percentage form). Except for MNCoy, all variables are lagged by one year. All continuous regressors are normalised, so that the intercept is the mean of the 
dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are in parentheses. The first Regression of 

each Sub-Index is based on standard errors without controlling for heteroscedasticity; the second regression of each Sub-Index is based on robust standard errors, the remaining regressions are based on robust standard errors 

clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.  
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responsibility and compliance) is excluded from the overall governance quality 

measure. The adjusted R
2
 (0.711) is similar to the one reported in Table 3-11 when Sub- 

Index I (ownership rights and investor rights) is excluded from the quality measure. One 

possible explanation is the low level of variation (measured by the standard deviation) 

among firms in relation to the elements in these two sub-indices (1.827 for Sub-Index I 

and 1.846 for Sub-Index IV over the sample period from 1996 to 2009). 

Following Black et al. (2006b), I include the omitted Sub-Index as an additional control 

variable in regressions (untabulated) that are otherwise similar to Table 3-13. All Sub- 

Indices are found to take positive coefficients, and each Sub-Index is significant at the 

1% level. This is consistent with the notion that firms tend to improve their governance 

in all areas simultaneously. The economic significance of this effect is also high. The 

largest influence comes from the ‗ownership rights and investor rights‘ Sub-Index (Sub-

Index I), for which a one point increase is predicted to add 2.90 points to the other Sub-

Indices. Results for other variables are similar to those reported in Table 3-11 when 

Sub-Index V is used as a control. In other cases, the results are largely mixed. For 

example, foreign ownership is no longer significant when Sub-Index I, Sub-Index III or 

Sub-Index IV is used as a control variable and it is significant at the 5% level when 

Sub-Index II is used as a control variable and errors are not clustered. Institutional 

ownership is found to be significant (at the 5% level) when Sub-Index II or Sub-Index 

IV is used as a control and errors are not clustered.  

To investigate further the mixed findings, all of the governance elements are classified 

into either voluntary or non-voluntary categories (results untabulated).
43

 The findings 

are similar to those reported in Table 3-11 except for institutional ownership and foreign 

ownership. Foreign ownership does not predict the non-voluntary governance score but 

institutional ownership does, suggesting that institutional shareholders do influence 

their investees towards compliance with regulatory requirements. However, when errors 

are clustered at the firm-level, this result is no longer statistically reliable. 

The relationship between ownership variables and governance quality is further 

examined by including the squared and cubic values for insiders‘ ownership, and the 

squared value for institutional ownership. The results (untabulated) show that the 

                                                 
43

  This classification is done on the basis of whether any governance element is related to any regulatory 

requirement in Bangladesh, irrespective of when the regulation came into effect. 



 

89 

 

relationship is non-linear, with governance quality increasing when insiders‘ ownership 

ranges from 0% to 40.3%, decreasing when insiders own between 40.3% and 63.4%, 

and governance quality increasing again beyond 63.4% ownership by insiders. It is to be 

noted that the non-linear terms are not significant when regression standard errors are 

clustered at the firm-level, although insiders‘ ownership per se is positive and 

marginally significant at the 10% level.  

In the case of institutional ownership, I find a non-linear relationship irrespective of 

whether errors are clustered or not. More specifically, the results (untabulated) show 

that governance quality initially decreases when institutional shareholders hold between 

0% and 19.4% of firm ownership, suggesting that institutional shareholders do not play 

an important role for their lower levels of firm ownership. Beyond 19.4%, a positive 

association between governance quality and institutional ownership is found, suggesting 

that once institutional owners own more than about 20%, they become active in 

monitoring the firm‘s activities, resulting in better governance quality. It is to be noted 

that the inferences about the other variables remain unchanged when I allow for non-

linearity of insiders‘ and institutional ownership. 

Finally, to check whether using the proxy for missing ownership data has any effect, I 

re-estimate models 3-11 (results untabulated). The inferences remain unchanged for all 

variables except for foreign ownership, which is not significant when the regression 

errors are clustered at the firm-level.  

3.7.3 Robustness Checks of the Firm-Level Determinants of Changes in 

Corporate Governance Quality 

I also checked the robustness of the findings reported in Table 3-10 by classifying all of 

the governance elements into either voluntary or non-voluntary. The significant 

variables in Table 3-10 remain significant irrespective of such classification (results are 

not tabulated). While the adjusted R
2
 increases from 0.276 to 0.291 when ‗changes in 

non-voluntary governance quality‘ is used as the dependent variable, it is considerably 

smaller (0.055) when ‗changes in voluntary-governance quality‘ is used as a dependent 

variable.  

The relationship between ownership variables and changes in governance quality is 

further examined by including the squared and cubic values for insiders‘ ownership, and 
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the squared value for institutional ownership. The results (untabulated) do not change 

the prior inference that ownership variables and GovScore are unrelated, while the 

inferences regarding the other variables remain unchanged. 

In order to examine whether using the proxy for missing ownership data has any effect, 

I re-estimate (results untabulated) models 3-10. The inferences remain unchanged for all 

variables except for insiders‘ ownership, which is marginally significant at the 10% 

level when the regression errors are clustered at the firm-level.  

3.8 Summary 

Apart from measuring corporate governance quality in the context of a developing 

country, Bangladesh, this chapter has examined whether a firm‘s decision to change its 

governance practices earlier than others, differences in governance quality among firms 

operating within the same country at a given point of time as well as changes in the 

quality of governance from one period to the next, are associated with firm-level 

characteristics.  

Lack of a unifying theory poses a challenge when drawing up an acceptable measure of 

governance quality. A composite measure consisting of 148 governance elements has 

been constructed and used in this chapter to find answers to the above mentioned 

questions. Governance scores over time indicate that Bangladeshi listed companies 

made a number of changes to their governance after the introduction of CG Guidelines 

in 2006. However, their scores lag behind other countries in some areas, such as board 

and management structures and processes. 

Results indicate that firms in Bangladesh have changed their governance relatively 

slowly over time, with Pearson‘s rank order correlation between the governance scores 

in adjacent years consistently exceeding 0.80, supporting the ‗stickiness of governance‘ 

argument of Brown et al. (2011a). When looking at the first-ranked company during the 

sample period, in 11 out of the 13 years (1996 to 2008) a subsidiary of a foreign 

company scored the highest, suggesting that they adapt their governance practices 

earlier than others. Results also suggest that a need for external equity capital may not 

be the primary motive for an improvement in firm-level governance in Bangladesh. 

Interestingly, the first-ranked company tends to perform better both in accounting terms 

and in market capitalization.  
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Table 3-14 summarizes the hypotheses on the firm-level determinants of governance 

quality and changes in it from one year to the next and the status of empirical support.  

Table 3-14: Ten Hypotheses Relating to the Drivers of Governance Quality and Changes in it and Empirical 

Support Status 

 
Hypotheses 

Empirical Support  

GovScore GovScore 

Hypothesis 3.1 Ceteris paribus, there is a positive association 

between a firm‘s need for external fund to finance its 

growth opportunities and the quality of its 

governance 

Some
44

 Yes 

Hypothesis 3.2 Ceteris paribus, there is an association between the 

proportion of insider ownership and the quality of 

the firm‘s governance  

No
45

 Yes 

Hypothesis 3.3 Ceteris paribus, there is an association between the 

proportion of institutional ownership and the quality 

of the firm‘s governance  

No No 

Hypothesis 3.4 Ceteris paribus, there is an association between the 

proportion of foreign ownership and the quality of 

the firm‘s governance  

No Yes 

Hypothesis 3.5 Ceteris paribus, there is a positive association 

between firm size and the quality of the firm‘s 

governance 

Yes Yes 

Hypothesis 3.6 Ceteris paribus, there is an association between the 

proportion of debt and the quality of the firm‘s 

governance  

Yes Yes 

Hypothesis 3.7 Ceteris paribus, there is an inverse relationship 

between the proportion of tangible assets and the 

quality of the firm‘s governance in Bangladesh 

No Yes 

Hypothesis 3.8 Ceteris paribus, there is a positive relationship 

between volatility and the quality of the firm‘s 

governance in Bangladesh 

Some
46

 No 

Hypothesis 3.9 Ceteris paribus, there is a positive association 

between whether the firm is a subsidiary of a foreign 

company and the quality of a firm‘s governance. 

No Yes 

Hypothesis 3.10 Ceteris paribus, there is an association between firm 

age and the quality of its governance  

No Yes 

It is to be noted that due to unavailability of ownership data in the company annual 

reports during the early years of the sample period, I use the most recently available 

ownership data to substitute for a missing value in order to avoid loss of observations in 

the regression models. In the robustness section, except for one model, I find the 

inferences remain unchanged by the use of this substitute. As Table 3-14 suggests, three 

firm-level characteristics, namely firm size, growth opportunities (measured by book-to-

                                                 
44

  I have found support using the book-to-market ratio but no statistically significant association is found 

when growth opportunities are measured by the capital expenditure ratio. 

45
  When errors are clustered at the firm-level, I find weak evidence (significant at the 10% level) of a 

positive association between insiders‘ ownership and change in governance quality. 

46
  When ownership variables are included in the model and standard errors adjusted for 

heteroscedasticiy and possible serial-correlation within a firm are used, I find weak evidence 

(significant at the 10% level) of a positive association between volatility and change in governance 

quality. 
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market ratio) and leverage, are associated with changes in governance quality from one 

year to the next. Except for volatility, which becomes marginally significant when 

ownership variables are included in the model and robust standard errors or standard 

errors clustered at the firm-level are used, results are similar for the different regression 

models. These variables account for about 28% of the variation in the change in the 

firm‘s governance score from one year to the next. None of the three ownership 

variables is significant in predicting changes in governance quality.  

When governance quality is used as the dependent variable and all explanatory variables 

are included in the regression model, results indicate that, except for institutional 

ownership and stock volatility, all the explanatory variables are statistically significant, 

with or without controlling for heteroscedasticity. The negative and significant 

association between the liabilities to assets ratio and governance quality suggests that 

creditors and lenders act as a substitute mechanism for other governance measures. The 

coefficient of institutional ownership is positive, but it is not significant, suggesting that 

institutional shareholders may not exert sufficient pressure to change a firm‘s 

governance quality in Bangladesh. 

To check for non-linearity, when squared and cubic values of ownership variables are 

included in the regression model, institutional ownership is found to be non-linearly 

related to governance quality, with governance quality initially decreasing (up to 19.4% 

institutional ownership) and increasing beyond 19.4%. A non-linear relationship is also 

found between insiders‘ ownership and corporate governance, where governance quality 

initially increases (up to 40.3%), then decreases (between 40.3% and 63.4%), and 

increases again beyond 63.4%. Other inferences are unchanged when non-linearity of 

ownership variables is accommodated by including the squared and cubic values of the 

relevant variables.  

The findings of this chapter raise a number of other questions. Are firms with better 

governance quality more transparent in the sense that they are timelier in disclosing 

good and bad news or in holding regular AGMs? Is there a relationship between 

governance quality and firm performance, after controlling for endogeneity? Is the 

governance quality of a firm also rewarded by the capital market in Bangladesh, through 

improved liquidity and a lower cost of equity capital? These questions will be addressed 

in the following chapters.  
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Chapter 4 
Corporate Governance and Corporate 

Transparency 

4.1 Introduction 

Investors‘ confidence that their rights are protected is vital for a well-functioning capital 

market. Reliable, timely and a continuous flow of information facilitates that 

confidence. For developing economies, the provision of timely financial information by 

investees cannot be overemphasized as other information sources such as media releases 

or news conference are rarely available, and financial analysts‘ forecasts are often non-

existent (Leventis, Weetman, and Caramanis 2005). It is taken for granted in the 

corporate governance literature that better-governed firms are timelier in releasing 

value-relevant information.  

Prior studies examining links between governance quality and corporate transparency 

have mostly focused on individual governance characteristics of firms in developed 

countries. While these studies provide valuable insights into the effects of different 

governance characteristics on corporate transparency, a question remains whether 

governance principles are equally effective in emerging markets when it comes to 

enhancing corporate transparency. This sets the stage for this chapter, which examines 

whether governance quality has any influence on the timely release of financial 

information in a country like Bangladesh, where investors are believed to suffer from a 

lack of timely corporate financial information (Ahmed 2003; Karim and Ahmed 2005; 

Karim et al. 2006). 

The contribution of this chapter is to investigate the relationship between corporate 

governance quality and the timeliness of financial information in a developing capital 

market by taking advantage of a hand-collected panel dataset on audit timing, reporting 

lags, and company ownership. In contrast to most prior studies in emerging markets that 

rely on one or two years of information, I use a dataset consisting of 14 years of data 

from 1996 to 2009. Such a large dataset provides an opportunity to examine the 

relationship over a longer period of time. My study is the first of its kind to examine the 

influence of overall governance quality on the different reporting lags and the timeliness 
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of price discovery in an emerging market. The outcome of this investigation should 

provide valuable input for further development of the Bangladesh capital market. 

The rest of the chapter proceeds as follows. Section 4.2 discusses the regulatory 

framework as it relates to timely reporting in Bangladesh. Literature concerning the 

relationship between corporate governance and corporate transparency is reviewed and 

the hypothesis for this chapter is developed in Section 4.3. Data and research methods, 

including the models used, are discussed in Section 4.4. Section 4.5 deals with data 

analysis and is followed by robustness checks in Section 4.6. A summary is presented in 

Section 4.7. 

4.2 Regulatory Framework for Timely Reporting in Bangladesh 

The legal and institutional framework for timely reporting in Bangladesh is described in 

two sub-sections. The first sub-section focuses on the regulatory framework in relation 

to financial reporting and the Annual General Meeting (AGM). A discussion of the 

continuous disclosure requirements of the SECB and the exchanges in Bangladesh 

follows in sub-section two. 

4.2.1 Regulatory Framework Concerning Financial Reporting and the Annual 

General Meeting (AGM) 

Different legal and institutional frameworks have been put in place in Bangladesh to 

ensure timely reporting by listed companies. These include the Companies Act of 1994, 

the Listing Regulations of the Dhaka Stock Exchange (DSE) Limited, and the Securities 

and Exchange Rules of 1987. The Companies Act of 1994 requires a Bangladeshi listed 

company to hold its first Annual General Meeting (AGM) within eighteen months from 

the date of its incorporation, and the gap between two successive AGM dates must not 

be more than 15 months, and one AGM must be held in each Gregorian calendar year 

after the first AGM [Section 81(1)].
47

 Following this provision, Table 4-1 shows the 

                                                 
47

  Section 81(1) of the Companies Act, 1994, however, allows a company to apply to the Registrar of the 

Joint Stock Companies and Firms to extend the date of holding the second or subsequent AGM by a 

period not exceeding ninety days or not exceeding the 31st December of the calendar year in relation 

to which the annual general meeting is required to be held, whichever is earlier. The court may, upon 

application, call or direct the calling of a company‘s AGM at a later date [Section 81(2)]. Failure to 

comply with the requirements of Section 81 results in a penalty of up to ten thousand taka on each 

director of the company and a further fine of two hundred and fifty taka each day in the case of 

continuing default [Section 82]. 
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maximum time lag (in months) from the end of the financial year until the AGM date 

under normal circumstances. 

Table 4-1: Maximum Interval (in months) Between the End of the Financial Year and the Annual General 

Meeting Date 

Year End  

(End of) 

Maximum Interval (in months) allowed to hold 

First AGM Second AGM Third AGM Fourth AGM Fifth AGM Other 

January 6 9 12 12 12 12 

February 6 9 11 11 11 11 

March 6 9 10 10 10 10 

April 6 9 9 9 9 9 

May 6 8 8 8 8 8 

June 6 7 7 7 7 7 

July  6 6 6 6 6 6 

August  6 9 12 15 17 17 

September 6 9 12 15 16 16 

October 6 9 12 15 15 15 

November 6 9 12 14 14 14 

December 6 9 12 13 13 13 

This table shows the maximum time lag (in months) allowed under the Companies Act of 1994 in 

Bangladesh, between the last month of the financial year and the month of successive AGMs. 

Table 4-1 indicates that depending on the year-end date, listed companies in Bangladesh 

are allowed to take between 6 and 17 months to present their annual accounts to 

shareholders for approval at their AGMs. The Act also requires companies to have their 

annual accounts audited by a qualified chartered accountant [Section 183(3)], and to 

send copies of the accounts and reports to shareholders at least 14 days prior to the 

AGM date [Section 191].  

The Listing Regulations of the Dhaka Stock Exchange (DSE) Limited, however, require 

a listed company to hold its AGM and to have the audited accounts approved at that 

AGM within nine months of its financial year-end date, unless an extension (maximum 

of three months) is sought and approved by the Board of Councillors of the Exchange 

[Regulation 19].  

Following the Securities and Exchange Rules (SER), 1987 (amended on 4 January 

2000), a listed company in Bangladesh must also have its financial statements audited 

within 120 days of the financial year-end date and must submit a copy of its audited 

financial statements to the Securities and Exchange Commission Bangladesh (SECB) 

and the Stock Exchanges within 14 days of the date of the auditor‘s report, except when 

an application for extension is filed with and granted by the Commission [Rule 
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12(3A)].
48

 In October 2009, the SECB directed companies to set their record date or the 

commencement date of the book closure period (to determine who will receive a notice 

of AGM) to within 15 working days of the date of the board‘s declaration of a dividend 

and to hold their AGMs within 45 working days of the record date or book closure end 

date (SECB 2009b).  

Under Rule 13 (amended on 4 January 2000) of SER of 1987, a listed company is 

required to prepare and send half-yearly accounts, within one month of the close of its 

first-half year, to the Stock Exchanges on which its securities are listed, to the security 

holders, and to the Commission. In a subsequent order dated 23 February 2000, the 

SECB required listed companies to publish the news that they have despatched the half-

yearly accounts together with the date of such despatch in two (one in Bangla and one 

in English) widely circulated national dailies (SECB 2000b). In September 2009, the 

SECB directed listed companies in Bangladesh to submit quarterly financial statements 

(audited or unaudited), within 45 days of the end of the first quarter (90 days for life 

insurance companies) and 30 days of the end of the third quarter, to the Commission 

and the Stock Exchange (SECB 2009a). Under this notification, companies are also 

required to publish the quarterly financial statements in at least two widely circulated 

national dailies, one in Bangla and one in English. Moreover, the issuer company is 

required to provide reasons when a significant deviation arises from any one quarter to 

the next. The SECB instructed the Stock Exchanges to monitor and ensure the 

publication of quarterly reports on each company‘s website as well as on exchange 

websites (SECB 2010a). Furthermore, the Exchanges are required to submit compliance 

reports in this regard to the Commission on a quarterly basis. Table 4-2 summarises 

these provisions.  

                                                 
48

  Before the amendment on 4 January 2000, the requirement was to submit the financial statements to 

the Exchanges and to the Government at least fourteen days before the AGM date [Rule 12(4)]. 
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Table 4-2: Reporting Requirements for Listed Companies in Bangladesh 

Activity Due Date Relevant Law 

Submission and publication of First 

Quarterly Report  

45 days (90 days for life 

insurance companies) from the 

close of first quarter 

SEC Notification dated 27 

September 2009 

Submission of Half-Yearly Report  One month from the close of 

first-half year 

Rule 13 of SER, 1987 

Submission and publication of 

Third Quarterly Report  

30 days from the close of third 

quarter 

SEC Notification dated 27 

September 2009 

Auditing of Financial Statements 120 days of the annual report 

date 

Rule 12(3A) of SER, 1987 

Submission of the audited financial 

statements to the Commission and 

the Exchanges 

134 days of the annual report 

date 

Rule 12(3A) of SER, 1987 

Communication of audited 

financial statements to shareholders 

At least 14 days before the 

AGM date 

Section 191 of the Companies 

Act, 1994 

Record Date/Book Closure 

commencement Date 

15 working days from the 

board declaration 

SEC Notification dated 5 

October 2009 

Maximum interval between record 

dates/book closure date 

45 working days SEC Notification dated 5 

October 2009 

AGM Date Within 9 months from the 

annual report date 

Section 19 of DSE Listing 

Regulations, 1996 

This table presents reporting requirements for listed companies in Bangladesh under different regulations. 

4.2.2 Regulatory Framework for the Informativeness of Disclosures to the 

Stock Market in Bangladesh 

Timely disclosure of information is a listing requirement. Regulation 43 of the Listing 

Regulations (DSE 1996) requires every listed company to follow six specific policies 

concerning disclosure to ensure that everyone investing in its securities has equal access 

to information for informed investing. The policies are: (1) immediate public disclosure 

of all material information; (2) public clarification or confirmation of rumours and 

reports; (3) response to unusual market action; (4) no promotional disclosure exceeding 

what is necessary for informed investment decisions; (5) no trading by a firm‘s insiders 

on the basis of material information unavailable to the public or within 5 market days 

from the public dissemination of such information; and (6) at least four working days‘ 

notice must be given before any share transaction by a company‘s sponsors.
49

  

                                                 
49

  In Bangladesh, ‗sponsor‘ is a common term used to refer to the ‗promoters‘ of the company. In 

Section 145(6) the Companies Act of 1994, a ‗promoter‘ is defined as a party to the preparation of the 

prospectus of the company. 
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The SECB also requires listed companies to make immediate full disclosure of all price 

sensitive information by ensuring simultaneous publication of such disclosure in two 

widely circulated national dailies, one in Bangla and one in English (SECB 2000b).
50

  

The main objective of the above regulations is to ensure a fair and orderly stock market 

operation based on continuous flow of information. Hence, it will be interesting to 

investigate whether listed companies in Bangladesh with better CGQ are more 

forthcoming and balanced in their disclosures of good and bad news, which would 

indicate they are more likely to be complying with the regulations. 

4.3 Corporate Governance and Corporate Transparency: Arguments 

and a Hypothesis 

While there are a number of definitions of corporate governance, the term 

―transparency‖ is rarely defined in the literature. It is defined in the Willard Report as 

―… a process by which information about existing conditions, decisions, and actions is 

made accessible, visible and understandable‖ (1998, iv). Both CG and corporate 

transparency aim at resolving the information asymmetry between more knowledgeable 

insiders and shareholders who lack inside information. Hence, they are related and, as 

Morris, Pham and Gray (2011) point out, the boundaries of these two issues, and the 

relationship between them are not distinct. For example, OECD (2004) and Patel, Balic 

and Bwakira (2002) consider transparency an integral part of governance, while 

Bushman, Piotroski and Smith (2004) take the stand that financial transparency 

(capturing the intensity, timeliness, interpretation and dissemination aspects of financial 

disclosure) and governance transparency (which includes firm-specific CG 

mechanisms) are both part of a broader concept of corporate transparency. In this 

chapter, I consider whether CG quality is associated with corporate transparency. 

From an agency theory perspective, information asymmetry results in agency costs. 

Information asymmetry arises as insiders are more knowledgeable about the company‘s 

operations and financial position than current or prospective investors. Such information 

                                                 
50

  The SECB‘s definition of material (price-sensitive) information includes any information relating to: 

(a) a company‘s financial position; (b) dividend; (c) any decision to make a rights or bonus issue or 

similar benefits to shareholders; (d) any decision to transact in fixed assets; (e) the company‘s 

Balancing, Modernisation, Renovation and Expansion (BMRE) project or establishment of a new unit; 

(f) basic changes in company activities; and (g) other matters as determined by the commission 

through Gazette notification (SECB 1995). 
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asymmetry results in moral hazard and adverse selection problems.
51

 Corporate 

governance is widely recognized as an important tool in alleviating agency problems 

by: (1) motivating managers to work in the best interest of the firm and its creditors and 

shareholders rather than pursuing self-serving activities to the exclusion of others, and 

(2) enhancing corporate transparency through continuous and timely disclosure of 

value-relevant information (Bushman and Smith 2003). Disclosure of value-relevant 

information, such as accounting information, is important as it ―…supports the 

existence of enforceable contracts, such as compensation contracts with payoffs to 

managers contingent on realized measures of performance, the monitoring of managers 

by the board of directors and outside investors and regulators, and the exercise of 

investor rights granted by existing securities law‖ (Bushman and Smith 2003, 69). By 

improving shareholders‘ knowledge of the firm‘s management practices, greater 

transparency and better disclosure practices help to reduce the costs of adverse selection 

and moral hazard. A firm‘s motivation to be more transparent also stems from the 

signalling hypothesis (Spence 1973), where higher quality firms have an incentive to 

signal their quality through higher financial reporting transparency and thus avoid the 

penalty of being treated as ―average‖ quality by share market investors (Morris and 

Gray 2007).  

Kulzick (2004) mentions eight facets of transparency from a user perspective: accuracy, 

consistency, appropriateness, completeness, clarity, timeliness, convenience, and 

governance and enforcement. This chapter focuses on one aspect of transparency – 

timeliness. Timeliness in relation to corporate financial reporting requires that financial 

information should be available to users within a reasonable time after becoming known 

to management and on a sufficiently frequent basis to ensure informed judgements and 

economic decisions.  

The timeliness of financial reporting has been recognized as one of the qualitative 

characteristics of accounting information by different accounting standard setting bodies 

around the world. Empirical research on timeliness of financial reporting provides 

                                                 
51

  Adverse selection can be defined as a product of information asymmetry whereby those offering 

securities for sale practise self-selection, implying that securities of different ‗quality‘ sell for the 

same price. In an agency relationship, adverse selection occurs where one party to a contract has 

superior information and the other party cannot check whether the private information has been 

utilised in their best interests. Moral hazard is another aspect of information asymmetry, whereby the 

agent will attempt to benefit from the principal‘s inferior information set (Beaver 1989; Kreps 1990; 

Bromwich 1992; Solomon and Solomon 2004) 
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evidence that the degree of timeliness of information release is value relevant, that is, it 

has a predicted significant relation with share prices. For example, Ball and Brown 

(1968) find that the content of financial statements is related to stock price movements. 

However, they report that the annual report is not a particularly timely medium for 

disseminating a company‘s financial information as about 85% to 90% of the 

information content of annual earnings of US companies is reflected in security prices 

prior to the month of release of annual results. Presumably, other more prompt sources 

of information allow the market to anticipate earnings reports before their official 

release. Therefore, as Chambers and Penman (1984) argue, the longer the reporting 

lag,
52

 the higher the probability that more of the information in the reports is leaked 

through timelier media. In support of this argument, Givoly and Palmon (1982) and 

Chambers and Penman (1984) find evidence of higher return variability for stocks with 

earnings reports released earlier than their expected dates relative to stocks with 

earnings reports released on time or later. Moreover, Kross (1982), Chambers and 

Penman (1984), and Kross and Schroeder (1984) report positive abnormal returns for 

stocks with earlier release dates and negative abnormal returns for stocks with 

unexpectedly late releases. In a similar vein, Atiase, Bamber and Tse (1989) find 

evidence that after controlling for firm size, longer reporting delays are associated with 

smaller market reactions. Recognizing the theoretical and practical importance of timely 

information disclosure, securities regulators around the world have imposed timeliness 

requirements (as the upper bound) on the publication and filing of audited financial 

statements by publicly listed companies, as discussed in Brown, Dobbie and Jackson 

(2011b).  

In the academic arena, the concept of timeliness has been widely researched in different 

research settings. Since the pioneer study of Dyer and McHugh (1975), a number of 

studies have looked into different firm-level determinants (including individual 

governance characteristics) of the timeliness of financial reporting using univariate 

methods (for example, Dyer and McHugh 1975; Courtis 1976; Davies and Whittred 

1980; Whittred 1980a, 1980b) and multivariate methods (for example, Ashton, 

Willingham, and Elliott 1987; Ashton, Graul, and Newton 1989; Carslaw and Kaplan 

1991; Bamber, Bamber, and Schoderbek 1993). Since this chapter focuses on a possible 

                                                 
52

  The reporting lag is the difference between the financial year-end date and the financial report release 

date. 
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link between corporate governance and the timeliness aspect of corporate transparency, 

only studies directly relevant to the research question are considered in this section.
53

 

Since first used by Gilling (1977), a number of studies have included different auditing 

and audit firm-related variables, such as the nature of the audit opinion, audit firm size, 

and auditor rotation, as possible determinants of audit delay (for example, Davies and 

Whittred 1980 in Australia; Ashton et al. 1989 in Canada; Carslaw and Kaplan 1991 in 

New Zealand; Ng and Tai 1994 in Hong Kong; Schwartz and Soo 1996 in the US; 

Ahmed 2003 in the South Asian region; Nelson and Shukeri 2011 in Malaysia). The 

results are, however, mixed. While Gilling (1977), Ahmed (2003), and Nelson and 

Shukeri (2011) report a negative association between audit firm size and audit report 

timeliness, other studies do not confirm their findings. Similarly, mixed findings are 

reported for other auditing related variables. 

Ownership concentration has been used in a number of studies in relation to the audit 

report lag (Bamber et al. 1993; Al-Ajmi 2008; Afify 2009). Bamber et al. (1993), for 

example, consider ownership concentration as a proxy for audit risk, arguing that the 

greater the number of individual investors, the higher the probability the client (and the 

auditor) will be exposed to litigation and to adverse publicity risk because a greater 

number of individual investors will rely on the audit client‘s financial statements. Using 

972 firm-year observations over the sample period 1983 to 1985 in the US, they report a 

negative relationship between a simple measure of ownership concentration (the ratio of 

the number of shares outstanding to the number of common shareholders) and the audit 

lag. Similarly, Al-Ajmi (2008) reports that, in Bahrain, the interim period (time interval 

between the audit report signature date and the date of publication in a local newspaper) 

is shorter when the number of shareholders holding at least 5% of shares in a firm 

increases and the period is longer with an increase in the number of shareholders. In 

contrast, Afify (2009) does not find any association between ownership concentration 

and the audit report lag in Egypt. 

Ettredge, Li and Sun (2006) examine the impact of internal control quality on audit 

delay (number of days from a company‘s financial year-end date to the date the auditors 

sign their audit report) following the implementation of the Sarbanes-Oxley Act (2002) 

                                                 
53

  Ahmed (2003) and Afify (2009) review the literature on the determinants of corporate timeliness 

measured by reporting lag. 



 

102 

 

in the US. Using a sample of 4,688 firm-year observations, they find evidence that the 

presence of a material weakness in internal control with respect to financial reporting 

leads to a longer audit delay (about 16 days, after controlling for other delay factors).  

Other governance characteristics that have been considered in relation to the timeliness 

of financial reporting include corporate board related variables such as board 

independence, CEO duality, number of board meetings and audit committee (AC) 

related variables such as the existence of an AC, its size and composition, the level of 

expertise of the AC members, and the number of AC meetings. The results are mixed. 

For example, the proportion of experienced audit committee members and the frequency 

of board meetings are found to be inversely related to the timeliness of the corporate 

annual report (the interval between the financial statements‘ release date and the 

financial year-end date) for firms listed on the Nairobi Stock Exchange in Kenya, as 

reported by Tauringana, Kyeyuen and Opio (2008). Using a sample of 85 listed 

companies, Afify (2009) finds that board independence, CEO duality and the existence 

of an AC are significant in affecting the audit report lag in Egypt. Using a sample of 

628 Malaysian annual reports for the year ended 2002, Mohamad Naimi, Rohami and 

Wan-Hussin (2010) report that the audit report lag is inversely related to the size of the 

audit committee, and the number of audit committee meetings. However, they do not 

find the audit report lag to be significantly related to other governance characteristics 

such as the independence of the AC and the level of expertise of its members. Using a 

more recent sample of 703 Malaysian listed companies in 2009, Nelson and Shukeri 

(2011) find similar evidence of an inverse relationship between audit committee size 

and audit report timeliness. However, they do not find any significant influence of board 

independence, number of audit committee meetings, and the qualifications of the audit 

committee members on the timeliness of the audit report. 

The above mentioned studies consider different aspects of corporate governance when 

examining its relationship with corporate transparency. However, as argued in Chapter 

3, governance quality may be measured more effectively using a composite index. None 

of the prior studies has looked into the relationship between overall governance quality 

and the timeliness of financial reporting as defined in this section. I fill this void. 

Another strand of research on corporate timeliness has focused on the effect of 

corporate governance characteristics on the extent to which current accounting earnings 
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capture the value-relevant information embedded in the stock price. Using a reverse 

regression of earnings on returns to measure timeliness (Basu 1997), these studies have 

examined the link between different board characteristics (such as board composition 

and the role of non-executive directors) and timeliness (as defined by Basu 1997). The 

results are, however, not uniform. For a sample of 784 US firms in the Fortune 1000, 

Bushman, Chen, Engel and Smith (2004), for example, find that when governance 

quality is measured by high ownership concentration, strong equity based incentives of 

directors and executives, and a higher proportion of experienced outside directors, it is 

associated with lower earnings timeliness. However, they do not find any significant 

association with the timeliness of earnings when governance quality is measured using 

either board size or the percentage of inside directors. Similarly, Dimitropoulos and 

Asteriou (2010) do not find any relationship between the informativeness of annual 

accounting earnings (using the firm‘s stock price) and board size. In contrast, using a 

sample of 508 firm-year observations between 1993 and 1995 in the UK, Beekes, Pope 

and Young (2004) find firms with a higher proportion of outside directors recognize bad 

news in earnings on a timelier basis. However, they find little support for their 

prediction that firms with a higher proportion of outside directors are more conservative 

when recognizing good news in earnings on a timely basis. Dimitropoulos and Asteriou 

(2010) confirm the findings of Beekes et al. (2004) for a sample of companies in 

Greece. 

The Basu model has been criticised in a number of papers questioning its reliability (for 

example, Dietrich, Muller, and Riedl 2007; Patatoukas and Thomas 2011a, 2011b) and 

validity (for example, Givoly, Hayn, and Natarajan 2007). Although the model has been 

defended by Ball, Kothari and Nikolaev (2010, 2011), debate is ongoing. 

Another strand of the literature on timeliness has built upon ideas in Ball and Brown 

(1968). This strand measures timeliness by the speed of price discovery of value 

relevant information throughout the year (for example, Beekes and Brown 2006; 

Beekes, Brown, and Chin 2007; Aman, Beekes, and Brown 2011).  

In the Australian context, Beekes and Brown (2006) investigate the relationship 

between governance quality and the extent of information flows by company 

management, responses by financial analysts and how quickly the stock market 

integrates financial information into stock prices. Using a sample of the largest 250 
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listed companies in Australia, they find that better governed firms are more frequent 

reporters, such that a one standard deviation marginal increase in governance quality 

results in about one additional price-sensitive document being released to the stock 

exchange each year. They also find that value-relevant news is priced more rapidly by 

the stock market for firms with better governance quality, meaning that price discovery 

is faster.  

Beekes et al. (2007) replicate Beekes and Brown (2006) by investigating the same 

research questions in the Canadian context. Using a sample of 216 Canadian firms, they 

find support for the argument that better governed firms make more frequent 

disclosures, with a one standard deviation increase in governance quality leading to an 

estimated increase of 5% in the number of price-sensitive documents released by 

companies to the Toronto Stock Exchange (TSX). Moreover, they find support for their 

timeliness predictions, with value relevant information being priced faster for firms with 

better governance quality.  

Somewhat conflicting results are reported in Aman et al. (2011), who investigate the 

effect of corporate governance on corporate transparency in Japan. While they find 

overall governance quality is associated with more frequent disclosures to the Japanese 

stock market and with a greater analyst following, they report an inverse relationship 

between overall governance quality and price discovery. They interpret this unexpected 

finding as being consistent with the view that traditional governance mechanisms in 

Japan are sufficiently effective in monitoring firm‘s activities to act as substitutes for 

other overall governance mechanisms reflected in their governance score. 

While the above mentioned studies have looked into the impact of overall governance 

quality on the timeliness of price discovery in advanced stock markets, no prior study 

has looked into the relationship in an emerging market.
54

 I will fill this void by testing 

the following hypothesis, which is based on the above discussion, in the context of 

Bangladesh: 

                                                 
54

  In the context of emerging markets, prior studies have concentrated on firm-level determinants of the 

timeliness of financial reporting with some focusing on individual governance characteristics as 

discussed before (for example, Abdulla 1996; Owusu-Ansah 2000; Imam et al. 2001; Ahmed 2003; 

Ismail and Chandler 2003; Leventis and Weetman 2004; Karim and Ahmed 2005; Leventis et al. 

2005; Karim et al. 2006; Owusu-Ansah and Leventis 2006; Al-Ajmi 2008; McGee and Tarangelo 

2008; McGee and Yuan 2008; Tauringana et al. 2008; McGee 2009; Mohamad Naimi et al. 2010; 

Nelson and Shukeri 2011). 
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H4.1: Ceteris paribus, there is a positive association between overall governance 

quality and corporate transparency. 

4.4 Data and Method 

4.4.1 Measuring Corporate Transparency 

Two approaches are used to test H4.1. The first is based on Dyer and McHugh‘s (1975) 

reporting lag and the second is based on Ball and Brown‘s (1968) concept of timeliness, 

as developed more recently by Beekes and Brown (2006) and their co-authors. 

4.4.1.1 Measuring the Reporting Lag 

In their paper, Dyer and McHugh (1975) use three lags to measure the timeliness of 

financial reporting: (a) the preliminary lag, which is the number of days from the year-

end to the receipt of the Preliminary Final Report (PFR) by the stock exchange; (b) the 

auditor‘s signature lag, defined as the number of days from the year-end to the auditor‘s 

opinion signature date; and (c) the total lag, which is the number of days from the year-

end date to the receipt of the published annual report by the stock exchange. The 

intuition behind the reporting lags is that the higher the lag, the less timely will be 

decisions by investors. Timeliness of reporting is important since delays in making 

decisions often result in incurrence of some costs to the decision maker, or those 

affected by the decision. Moreover, consistent with Ball and Brown (1968), the 

relevance of information in financial reports decreases with the increase in lags as more 

information tends to be leaked to the market through other more prompt media. 

Since the reporting lag measures of Dyer and McHugh (1975) are simple, easy to 

understand, and based on data that are relatively easily obtained in emerging economies, 

timeliness studies in these economies generally use these measures. Prior literature on 

Bangladesh (for example, Ahmed 2003; Karim et al. 2006) is no exception to this. In 

this study, I have used three reporting lag measures based on definitions from Ahmed 

(2003): 

                                                        -                         (4.1) 

                              -                                                                            (4.2) 

                       -                            (4.3) 
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4.4.1.2 Measuring Timeliness of Price Discovery 

I have used the Beekes and Brown (2007 hereafter BB07) measure of timeliness in this 

study for a number of reasons. Following Beekes, Brown and Jackson (2011), the 

reasons include: (1) it is not specific to any earnings news; (2) it has the capability to 

reflect the progressive convergence of share price over an extended period of time 

ending on a date observable for all companies, namely the share price about two weeks 

after the annual earnings announcement date, which should be long enough for prices to 

settle; and (3) it can be adapted to use the firm as its own control and thus it allows the 

researcher to examine the timeliness of price discovery of good and bad news separately 

for the same firm-year. Hence, my measure of the timeliness of price discovery is: 

                                      ∑           
                                           (4.4) 

   is a stock‘s market-adjusted share price, observed at (calendar) daily intervals from 

day 365 until day 1, and    is the price on day 0, where 0 corresponds to 14 calendar 

days after the earnings announcement date to allow the stock price to settle. Prices are 

forward-filled for days on which the market was closed (for example, weekends) or the 

market was open but there was no trading in the stock. 

To control for the possible effect of idiosyncratic volatility, I also use a deflated 

timeliness metric similar to that in Beekes and Brown (2006), where the timeliness 

metric (          ) is deflated by one plus the absolute rate of return on the share over 

the same 365-day period used to calculate the timeliness metric.  

                                                                                       (4.5) 

In another measure of timeliness, I partition firms into those that gained (―good news‖ 

firms) relative to the market and those that lost (―bad news‖ firms), and compare their 

timeliness measures (         ). For this, firstly I establish the time series of market-

adjusted log returns. I then calculate the ‗good‘ (‗bad‘) news time series using the 

market-adjusted log return data for days when it was non-negative (negative) and zero 

otherwise. The next step is to calculate the BB07 timeliness measure for each of the 

time series (                   and                  ). Finally,           is calculated by 

taking the difference between                    and                  . 
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                                                               (4.6)  

   is the market-adjusted log return on day t.   
  and   

  is the cumulative market-adjusted 

log returns on the good and bad news days respectively from day 365 until day 0, 

where 0 corresponds to 14 calendar days after the earnings announcement date.   
  is the 

cumulative market-adjusted log returns up to day t. 

4.4.2 Data Requirements and Data Sources 

Earnings announcement dates are one of the data requirements to calculate the BB07 

measure. In Bangladesh, the dividend declaration date is the earnings announcement 

date.
55

 Hence, the dividend declaration dates, which are publicly available, are 

collected. Where the dividend declaration date is not available, the AGM notice date is 

used. 

To calculate the BB07 timeliness measures, I need data on a market index (to adjust 

stock prices for market-wide movements), daily share prices, dividend declaration dates, 

dividend amounts, number of shares outstanding, and details of any change in the basis 

of quotation such as a bonus issue, rights issue or stock split. Daily share price data and 

data on dividend declaration dates have been collected in electronic format from the 

Dhaka Stock Exchange (DSE) library. The remaining data have been collected from the 

annual reports and monthly publications of the DSE. Daily share price data has been 

adjusted to account for any cash dividend or other changes in the basis of quotation 

before calculating each price-relative data series. A value-weighted market index
56

 was 

                                                 
55

  As per Regulation 30 of the DSE Listing Regulations, a listed company shall notify the Exchange and 

the Commission in advance the date and time of its council meeting specially called for consideration 

of its accounts and for declaration of any entitlement for the shareholders. Along with the dividend 

information, listed companies also are required to provide information on NAV, EPS, and Net 

Operating Cash Flow Per Share (NOCFPS) (SECB 2009c). 

56
  The value-weight for each security was calculated on 31 December of each year, based on the market 

capitalization of that security expressed as a fraction of the aggregate capitalization of all listed 

companies on that date. 
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constructed to calculate each stock‘s market-adjusted price series. This market-adjusted 

price-series has been used in calculating the timeliness metrics. 

The sample used in this chapter is the same as that used in Chapter 3. The initial sample 

includes 2,305 non-financial firm-year observations from 30 June 1996 to 30 June 2009. 

The preliminary lag (interval between the date of notice of the AGM and the Balance 

Sheet date) and the audit lag (interval between the signed date of the auditor‘s report 

and the Balance Sheet date) could not be calculated for 257 and 52 firm-year 

observations respectively due to missing or inconsistent data on AGM notice dates or 

the signed date of the auditor‘s report. As a result, the final sample is 2,305 firm-year 

observations for the total lag measure, 2,048 firm-year observations for the preliminary 

lag measure and 2,253 firm-year observations for the audit lag measure. For 243 firm-

year observations, the timeliness metrics could not be calculated because of insufficient 

data relating to dividend declaration dates or stock prices. The final sample for the 

timeliness of price discovery, therefore, comprises 2,062 firm-year observations.  

4.4.3 Empirical Models 

The impact of corporate governance quality on corporate transparency, as predicted by 

H1, is examined using the following regression models: 

                                                                                                                
                                                                           (4.7) 

                                                                                                           
                                                                            (4.8)

                     
                                                                                                              
                                                                      (4.9) 
 

                                               -            -                                       (4.10)             

                      -            -                                (4.11) 

                   

The variables in the above equations are defined in Table 4-3. 
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Table 4-3: Definitions of Dependent and Independent Variables in Chapter 4 

Acronym Definition Measure 

Dependent Variables  
LnAuditLag Natural log of the difference (in days) between the signed date 

of the auditor‘s report and the Balance Sheet (BS) date 

Audit lag 

LnPreLag Natural log of the difference (in days) between the AGM notice 

date and the BS date 

Preliminary lag 

 

LnTotLag Natural log of the difference (in days) between the AGM date 

and the BS date 

Total lag 

Timeliness 365-day average of the daily absolute difference between the 

natural log of market-adjusted share price on each day from 

day 365 to day 1 and the natural log of market-adjusted 

share price on day 0. Day 0 is 14 days after the dividend 

announcement date 

Timeliness of price discovery 

Timeliness_ 

Deflated 

Timeliness metric deflated by 1 plus the absolute value of the 

log return over the 365-day period 

Timeliness of price discovery  

News_Diff Difference between the timeliness measure of good news time 

series (the cumulative market adjusted log return from day t to 

day 0, where the log return is used on days when it is non-

negative and zero otherwise) and bad news time series (the 

market-adjusted log return from day t to day 0, where the log 

return is used on days when it is negative and zero otherwise). 

Both measures are scaled by their respective cumulative returns 

from day 364 to day 0. 

Good news measure less bad 

news measure 

Independent Variables  
GovScore Governance quality measure based on a checklist of 

governance items 

Governance quality 

GovScore1 Subset of GovScore excluding elements relating to audit time, 

audit opinion, audit firm size, and timeliness of AGM 

Governance quality 

LnMktCap Natural log of total market capitalization on the Balance Sheet 

date  

Firm size 

Good_News Dummy variable taking the value of 1 when the market 

adjusted return over the 365-day period is positive.  

Good news dummy (does not 

apply to News_Diff measure) 

PctInsiders Percentage ownership by insiders Ownership structure 

PctInstitns Percentage ownership by institutions Ownership structure 

PctForeign Percentage ownership by foreigners Ownership structure 

LnAssets Natural log of total assets Firm size 

Volatility Weekly stock return volatility over the 52-week period ending 

on the Balance Sheet date 

Firm risk 

SalesGrowth Sales growth from the previous year Growth opportunities 

Liab2Assets Total liabilities/Total assets Leverage 

Loss_D Dummy variable indicating accounting loss for the year Net loss 

Big557 Dummy variable indicating the firm has appointed one of the 

big 5 audit firms 

Audit firm quality 

FYREnd_D Dummy variable indicating the financial year-end Auditor busyness 

MNCoy Dummy variable indicating the firm is a subsidiary of a foreign 

company 

Foreign Subsidiary 

AudOpin_D Dummy variable indicating whether the opinion was 

unqualified or not 

Nature of audit opinion 

Yr_D Dummy variable indicating the financial year Controlling for year effects 

Industry_D Dummy variable indicating the firm‘s industry effect Controlling for industry effects 

The control variables in the reporting lag equations (Equations 4.7 to 4.9) have been 

selected based on prior literature (for example, Bamber et al. 1993; Ng and Tai 1994; 

Jaggi and Tsui 1999; Owusu-Ansah 2000; Ahmed 2003; Leventis and Weetman 2004; 

Owusu-Ansah and Leventis 2006). The control variables in the timeliness equations 

                                                 
57

  The five audit firms that are considered as Big5 are Rahman Rahman Huq, Hoda Vasi Chowdhury & 

Co., Acnabin & Co., A. Qasem & Co., and S F Ahmed & Co. These firms have an international 

affiliation with KPMG International, Deloitte Touche Tohmatsu, Baker Tilly International, 

PricewaterhouseCoopers and Ernst & Young respectively.  
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(Equations 4.10 & 4.11) have been selected based on Beekes and Brown (2006). All 

continuous regressors are standardized by deducting the mean and dividing by their 

standard deviation based on the cases used to fit each model. All dichotomous variables 

are mean-centred. Both transformations are done purely for the sake of convenience of 

interpretation. 

4.5 Data Analysis 

4.5.1 Descriptive Statistics 

Descriptive statistics of the three reporting lags (in days) for the overall sample period 

from 1996 to 2009 are presented in Table 4-4. Panel A shows that the mean audit lag 

over the sample period ranges from 120 days in 2009 to 222 days in 1997 and in 1998, 

with a mean delay of 166 days for the entire sample period. The preliminary lag (Pre 

Lag in Panel B) has a mean of 231 days over the sample period, with a minimum of 35 

days in 2009 and maximum of 3,263 days in 1996. Total lag in Panel C has a mean of 

268 days with a minimum of 27 days in 2000 and maximum of 3,315 days in 1996. To 

check for the normality of distribution, the Shapiro-Wilk‘s z-test statistic has been 

calculated. The test indicates non-normal distribution of the different reporting lag 

measures. Therefore, the natural log of the reporting lag measures is used in the 

regression models. 

Descriptive statistics for the continuous and count variables for the overall sample 

period are presented in Table 4-5. Relative to the market, more than half the sample 

cases relate to years of bad news (61.59%) (Good_News in Panel B). Timeliness ranges 

from 0.023 to 1.646, with a mean of 0.251. Timeliness deflated ranges from 0.023 to 

0.861, with a mean of 0.167. News difference has a mean of 0.007, a minimum of 

0.219 and a maximum of 0.234. Reporting lag measures have means of about 5 in the 

log of the number of days (that is, 148 days) between the Balance Sheet date and the 

different reporting deadlines (such as the auditor‘s report signature date, the AGM 

notice date, and the AGM date).  

Pearson‘s product-moment correlations between the continuous variables are presented 

in Table 4-6 to validate data consistency as well as to look for obvious instances of 

significant multicollinearity, keeping in mind that collinearities that can affect  
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Table 4-4: Descriptive Statistics of Reporting Lags (in Days) for the Overall Sample Period from 1996 to 2009 

Year 

Panel A   Panel B    Panel C  

Audit Lag (in Days)   Pre Lag (in Days)    Total Lag (in Days)  

N Mean Median Min Max z-value  N Mean Median Min Max  z-value  N Mean Median Min Max z-value 

1996 135 179.28 150.00 41 730 7.29*  126 271.08 180.50 47 3,263  9.23*  137 299.31 234.00 71 3,315 9.45* 

1997 154 222.14 161.00 36 1994 9.10*  144 305.92 210.50 38 2,898  8.94*  160 344.02 248.50 55 2,950 9.16* 

1998 162 222.48 164.50 47 1629 8.88*  150 302.13 209.50 53 2,533  8.52*  167 336.65 252.00 73 2,585 8.79* 

1999 168 195.24 145.00 41 1264 9.16*  153 261.34 167.00 65 2,168  9.21*  171 298.73 188.00 87 2,220 9.41* 

2000 170 170.91 122.00 10 1487 9.66*  149 240.87 153.00 52 2,092  9.56*  173 274.71 179.00 27 2,099 9.80* 

2001 170 177.15 124.50 41 1416 9.50*  157 261.8 151.00 57 1,727  9.15*  176 305.72 180.00 82 1,734 9.42* 

2002 179 175.17 122.00 43 1064 9.70*  160 240.34 146.50 43 1,362  9.09*  183 280.78 180.00 73 1,369 9.41* 

2003 178 181.79 122.00 33 800 8.97*  161 236.41 145.00 39 2,264  9.12*  182 273.7 180.50 72 2,281 9.42* 

2004 175 141.13 120.00 39 825 9.12*  157 186.97 146.00 39 1,898  9.60*  180 227.91 179.50 70 1,915 9.86* 

2005 171 135.67 120.00 39 361 7.70*  152 219.81 148.00 39 1,533  9.38*  173 249.88 179.00 68 1,550 9.79* 

2006 170 135.82 122.50 38 466 7.79*  154 197.45 147.00 39 891  9.08*  173 233.52 179.00 78 912 9.34* 

2007 166 129.64 121.00 40 438 8.57*  151 188.36 140.00 40 702  8.35*  168 224.98 180.00 79 731 8.59* 

2008 163 123.96 120.00 35 334 8.27*  146 152.54 134.50 43 507  7.50*  168 191.55 176.00 62 542 8.11* 

2009 92 120.17 120.00 31 329 6.73*  88 140.34 133.00 35 335  5.68*  94 179.37 177.00 73 364 6.57* 

Total 2253 165.96 123.00 10 1994 16.52*  2048 231.08 151.00 35 3,263  16.36*  2,305 267.84 181.00 27 3,315 16.71* 

This table presents descriptive statistics (sample sizes, means, medians, minimums and maximums) of three reporting lag measures: Audit Lag, Pre Lag and Total Lag. Audit Lag is 

the number of days from the Balance Sheet date to the date on which auditor‘s report is signed. Pre Lag is the number of days from the Balance Sheet date to the AGM notice date. 

Total lag is the number of days from the Balance Sheet date to the AGM date. z-value is the Shapiro-Wilk z-test to check for normality of a distribution. z-statistic significant at 5% 

level is denoted by *. 
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Table 4-5: Descriptive Statistics for the Dependent and Independent Variables in Chapter 4 

Panel A: Count and continuous variables 

 N Mean SD Min Q1 Median Q3 Max 

GovScore 2305 35.805 17.512 12.000 24.000 29.000 44.000 104.000 

GovScore1 2305 33.441 17.209 11.000 22.000 26.000 42.000 100.000 

Timeliness 2062 0.251 0.188 0.023 0.119 0.195 0.338 1.646 

Timeliness_Deflated 2062 0.167 0.092 0.023 0.100 0.149 0.223 0.861 

News_Diff 2062 -0.007 0.056 -0.219 -0.042 -0.008 0.031 0.234 

LnAuditLag 2253 4.951 0.502 2.303 4.762 4.812 5.075 7.598 

LnPreLag 2048 5.186 0.611 3.555 4.832 5.017 5.455 8.090 

LnTotLag 2305 5.395 0.532 3.296 5.147 5.198 5.587 8.106 

LnAssets 2305 19.608 1.450 15.326 18.756 19.650 20.423 24.796 

LnMktCap 2193 18.472 1.793 14.047 17.173 18.371 19.564 24.777 

Volatility 2144 0.065 0.032 0.000 0.043 0.060 0.082 0.176 

SalesGrowth 2122 14.905 89.877 -99.821 -10.184 5.727 22.219 1466.601 

Liab2Assets 2249 0.696 0.451 0.002 0.438 0.619 0.820 3.402 

PctInsiders 2276 42.834 19.480 0.000 33.330 48.840 50.750 98.220 

PctInstitns 2276 15.635 14.903 0.000 0.910 12.795 24.979 96.190 

PctForeign 2276 1.784 5.657 0.000 0.000 0.000 0.010 57.390 

Panel B: Binary variables 

 Value   N    % 

Good_News 0 

1 

  1270 

792 

   61.59 

38.41 

Big5 0 

1 

  1994 

311 

   86.51 

13.49 

Loss_D 0 

1 

  1553 

752 

   67.38 

32.62 

FYREnd_D 0 

1 

  220 

2085 

   9.54 

90.46 

MNCoy 0 

1 

  2205 

100 

   95.66 

4.34 

AudOpin_D 0 

1 

  334 

1971 

   14.49 

85.51 

This table presents descriptive statistics for variables in Chapter 4. Panel A shows the means, standard deviations, and 

percentiles (minimum, first quartile (Q1), median, third quartile (Q3), and maximum) of the count and continuous 

variables and Panel B reports descriptive statistics of the binary variable. GovScore is a composite measure of 

governance quality using a 148 item checklist. GovScore1 is a subset of GovScore as it excludes four questions 

relating to audit time, audit opinion, audit firm reputation, and timeliness of AGM. Timeliness metric is the 365-day 

average daily absolute difference between the log of market-adjusted share price that day and the log of market-

adjusted share price 14 days after the earnings announcement date. Timeliness_Deflated is the timeliness metric 

deflated by one plus the absolute value of log return on the share over the 365-day period used to calculate the share‘s 

timeliness metric. News_Diff is the difference between the timeliness measure of good news and bad news. 

LnAuditLag is the natural log of the difference (in days) between the signed date of the auditor‘s report and the 

Balance Sheet (BS) date. LnPreLag is the natural log of the difference between the AGM notice date and the Balance 

Sheet date. LnTotLag is the natural log of the interval between the AGM date and the Balance Sheet date. LnAssets is 

the natural log of total assets. LnMktCap is the natural log of market capitalization at the Balance Sheet date. 

Volatility is the weekly stock return volatility over the 52-week period ending on the Balance Sheet date. 

SalesGrowth is the sales growth from the previous year. Liab2Assets is the total liabilities to total assets ratio. 

PctInsiders is the percentage ownership by the company‘s sponsors and directors. PctInstitns is the institutional 

shareholding in percentage form. PctForeign is the foreign shareholders‘ percentage ownership. Good_News is a 

dummy variable taking the value of one if the market-adjusted return over the 365 trading days ended 14 days after 

the firm‘s earnings announcement date is positive and is otherwise zero. Big5 is a dummy variable taking the value of 

one if the firm is audited by one of the big 5 audit firms in Bangladesh and zero otherwise. Loss_D is a dummy 

variable taking the value of one if the firm incurs an accounting loss during the financial year and zero otherwise. 

FYREnd_D is a dummy variable taking the value of one if the financial year ends either in June or December and 

izero otherwise. MNCoy is a dummy variable taking the value of one if the firm is a foreign subsidiary and zero 

otherwise. AudOpin_D is a dummy variable taking the value of one if the firm has received an unqualified audit 

opinion for the year and zero otherwise. 

 



 

113 

 

Table 4-6: Pearson Pairwise Correlation Coefficients for the Continuous Variables in Chapter 4 and for the Overall Period from 1996 to 2009 

PANEL A  

 Timeliness Timeliness_Deflated News_Diff GovScore LnMktCap 

Timeliness_Deflated 0.913*     

News_Diff -0.042 -0.068*    

GovScore -0.040 -0.037 -0.035   

LnMktCap -0.204* -0.204* -0.079* 0.422*  

Volatility 0.148* 0.157* -0.059* -0.023 0.022 

PANEL B          

 LnAuditLag LnPreLag LnTotLag GovScore1 LnAssets SalesGrowth Liab2Assets PctInsiders PctInstitns 

LnPreLag 0.784*         

LnTotLag 0.788* 0.982*        

GovScore1 -0.282* -0.313* -0.270*       

LnAssets -0.084* -0.109* -0.106* 0.354*      

SalesGrowth -0.056* -0.070* -0.065* 0.007 0.010     

Liab2Assets 0.111* 0.085* 0.108* -0.110* -0.159* 0.039    

PctInsiders -0.116* -0.096* -0.089* -0.010 -0.147* 0.056* 0.005   

PctInstitns 0.006 0.012 0.020 0.064* 0.034 -0.008 -0.006 -0.225*  

PctForeign 0.012 -0.006 -0.007 0.005 0.157* -0.004 -0.089* -0.031 -0.058* 

This table presents Pearson correlation coefficients between the continuous variables used in the study. Panel A includes the correlation matrix of the variables used in the timeliness 

models and Panel B includes the continuous variables used in the reporting lag models. Timeliness metric is the 365-day average daily absolute difference between the log of market-

adjusted share price that day and the log of market-adjusted share price 14 days after the earnings announcement date. Timeliness_Deflated is the timeliness metric deflated by one 

plus the absolute value of log return on the share over the 365-day period used to calculate the share‘s timeliness metric. News_Diff is the difference between the timeliness measure 

of good news and bad news. GovScore is a composite measure of governance quality using a 148 item checklist. LnMktCap is the natural log of market capitalization. Volatility is the 

weekly stock return volatility over the 52-week period ending on the Balance Sheet date. LnAuditLag is the natural log of the difference (in days) between the signed date of the 

auditor‘s report and the Balance Sheet (BS) date. LnPreLag is the natural log of the difference between the AGM notice date and the Balance Sheet date. LnTotLag is the natural log 

of the interval between the AGM date and the Balance Sheet date. GovScore1 is a subset of GovScore as excludes four questions relating to audit time, audit opinion, audit firm 

reputation, and timeliness of AGM. LnAssets is the natural log of total assets. SalesGrowth is the sales growth from the previous year. Liab2Assets is the total liabilities to total assets 

ratio as at the Balance Sheet date. PctInsiders is the percentage shareholding of the company insiders (sponsors and/or directors). PctInstitns is the institutional shareholding in 

percentage form. PctForeign is the percentage of shareholding of the foreign shareholders. Correlation significant at 5% level (using a two-tailed test) is denoted by *. 
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multivariate data analysis may remain undetected in bivariate correlations. Panel A of 

Table 4-6 shows that timeliness and timeliness deflated are strongly correlated (r = 

0.913) with each other. The correlation between timeliness and the news difference 

measure is negative (r = 0.042) and insignificant. Significant negative correlation (r = 

0.068) is found between timeliness deflated and the news difference measure. 

Governance quality (GovScore) is negatively correlated with all of the timeliness 

measures (timeliness, timeliness deflated, and news difference); however, no correlation 

is significant. Significant negative correlation exists between firm size and the 

timeliness measures. Stock volatility is positively correlated with timeliness (r = 0.148) 

and timeliness deflated (r = 0.157) but the correlation is negative with the news 

difference measure (r = 0.059). 

Panel B of Table 4-6 shows the correlation between the variables included in the 

reporting lag models. The reporting lag measures are strongly correlated with each 

other, with r consistently exceeding 0.75; it is 0.982 between total delay and 

preliminary lag, which is largely by construction. The overall governance quality 

measure is negatively correlated with reporting lag measures and all three correlations 

are significant. The reporting lag measures are also negatively correlated with insider 

ownership, growth opportunities measured by annual sales growth, and firm size 

measured by the natural log of total assets. The correlations between the reporting lag 

measures and the total liabilities to assets ratio are positive and significant. 

To further check obvious instances of significant multicollinearity, Variance Inflation 

Factors (VIFs) of the independent variables are computed (results untabulated). None of 

the VIFs exceeds 10 (the rule-of-thumb cut off number to identify instances of 

multicollinearity in the multiple regression models), suggesting that multicollinearity is 

not a problem. 
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4.5.2 Multivariate Analysis 

4.5.2.1 Corporate Governance and Reporting Lag Models 

In this subsection, I examine the relationship between firm-level corporate governance 

quality and the timeliness of financial reporting measured by the reporting lag. 

Following Dyer and McHugh (1975), I use three lags: audit lag, preliminary lag and 

total lag. The natural log of each lag is used to accommodate extreme observations. 

Table 4-7 reports the regression results, estimated by Ordinary Least Squares (OLS).  

Governance quality (predict negative, confirmed): As expected, better governance 

quality is associated with shorter reporting lags (significant at the 1% level), with a one 

standard deviation increase in governance quality implying an estimated decrease of 

about 0.10 in the log of the reporting lag, which is equivalent to one less day in raw 

terms. This finding is consistent with Abdelsalam and Street (2007), who report a 

significant negative association between corporate governance characteristics and the 

timeliness of corporate internet reporting in the UK. 

Firm Size (no sign prediction, positive, significant in some models): A number of 

reasons have been put forward in the literature for a negative relationship between firm 

size and reporting lag measures. For example, larger firms are likely to take advantage 

of their larger resource base to establish more sophisticated accounting and internal 

control systems, thus enabling their auditors to spend less time in conducting 

compliance and substantive tests (Carslaw and Kaplan 1991; Owusu-Ansah 2000). 

Larger firms are more subject to public scrutiny and are followed by a relatively larger 

number of investment and financial analysts, thereby exerting more pressure on these 

firms to release financial information in a timelier fashion (Dyer and McHugh 1975; 

Owusu-Ansah 2000; Ahmed 2003). 

In contrast, Leventis et al. (2005) report a positive and marginally significant (at the 

10% level, using a two-tailed test) relationship between firm size and the audit lag for 

firms listed on the Athens Stock Exchange. They interpret their finding as evidence that 

either large firms are more complex or they have more power to choose the time when 

the annual report is issued. Ahmed (2003) also reports a positive association between 

firm size and audit lag in Pakistan. I, therefore, predict no specific sign for firm size. 
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Table 4-7: Pooled OLS Regression Estimates for the Reporting Lag Models 

 Expected LnAuditLag  LnPreLag  LnTotLag 

 Sign (1) (2) (3)  (1) (2) (3)  (1) (2) (3) 

Constant  4.941*** 4.941*** 4.941***  5.147*** 5.147*** 5.147***  5.362*** 5.362*** 5.362*** 

  (502.16) (502.16) (245.28)  (450.19) (450.19) (226.45)  (554.32) (554.32) (272.65) 

GovScore1  -0.091*** -0.091*** -0.091***  -0.144*** -0.144*** -0.144***  -0.089*** -0.089*** -0.089*** 

  (-4.45) (-5.59) (-3.50)  (-6.00) (-6.95) (-4.18)  (-4.45) (-5.66) (-3.39) 

LnAssets +/ 0.019 0.019* 0.019  0.026* 0.026* 0.026  0.023* 0.023** 0.023 

  (1.47) (1.67) (0.90)  (1.74) (1.86) (0.91)  (1.85) (1.97) (0.96) 
Loss_D + 0.206*** 0.206*** 0.206***  0.319*** 0.319*** 0.319***  0.293*** 0.293*** 0.293*** 

  (8.18) (7.54) (4.90)  (10.97) (9.41) (6.09)  (11.86) (10.20) (6.51) 

FYREnd_D + 0.094*** 0.094** 0.094  0.045 0.045 0.045  0.026 0.026 0.026 

  (2.76) (2.26) (0.93)  (1.13) (0.88) (0.38)  (0.78) (0.64) (0.27) 

Big5  -0.060* -0.060** -0.060  -0.025 -0.025 -0.025  -0.071** -0.071** -0.071 

  (-1.64) (-1.89) (-1.15)  (-0.59) (-0.61) (-0.36)  (-1.99) (-2.10) (-1.23) 

SalesGrowth  -0.019** -0.019** -0.019**  -0.025** -0.025** -0.025**  -0.020** -0.020** -0.020** 

  (-1.87) (-1.87) (-2.19)  (-2.17) (-1.98) (-1.96)  (-2.04) (-1.98) (-2.05) 

Liab2Assets  -0.004 -0.004 -0.004  -0.034*** -0.034*** -0.034*  -0.018** -0.018* -0.018 

  (-0.39) (-0.37) (-0.21)  (-2.61) (-2.64) (-1.42)  (-1.66) (-1.54) (-0.87) 

MNCoy  -0.326*** -0.326*** -0.326***  -0.408*** -0.408*** -0.408***  -0.177*** -0.177*** -0.177** 

  (-5.34) (-5.97) (-2.65)  (-5.74) (-7.04) (-3.33)  (-2.95) (-3.96) (-1.85) 

PctInsiders +/ -0.025** -0.025** -0.025  -0.024* -0.024* -0.024  -0.027** -0.027** -0.027 

  (-2.10) (-1.98) (-0.90)  (-1.67) (-1.72) (-0.86)  (-2.30) (-2.33) (-1.07) 

PctInstitns  -0.001 -0.001 -0.001  0.008 0.008 0.008  0.007 0.007 0.007 

  (-0.09) (-0.09) (-0.04)  (0.69) (0.70) (0.36)  (0.64) (0.65) (0.30) 

PctForeign  0.002 0.002 0.002  -0.005 -0.005 -0.005  0.004 0.004 0.004 

  (0.21) (0.23) (0.14)  (-0.36) (-0.42) (-0.25)  (0.35) (0.43) (0.25) 

AudOpin_D  -0.240*** -0.240*** -0.240***  -0.285*** -0.285*** -0.285***  -0.200*** -0.200*** -0.200*** 

  (-7.72) (-5.94) (-3.71)  (-7.96) (-6.69) (-3.79)  (-6.60) (-5.19) (-3.06) 
Year Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.212 0.212 0.212  0.276 0.276 0.276  0.217 0.217 0.217 

F-Statistic  15.733 14.465 6.399  19.809 18.068 9.668  16.437 14.473 7.267 

Observations  2030 2030 2030  1831 1831 1831  2059 2059 2059 

This table reports estimates of coefficients for the firm-level pooled OLS regressions of three reporting lag measures: LnAuditLag, LnPreLag and LnTotLag, on various regressors. GovScore1 is a subset of GovScore as it does not include four 

questions relating to audit time, audit opinion, audit firm reputation, and timeliness of AGM. LnAuditLag is the natural log of the difference (in days) between the signed date of the auditor‘s report and the Balance Sheet (BS) date. LnPreLag 

is the natural log of the difference between the AGM notice date and the Balance Sheet date. LnTotLag is the natural log of the interval between the AGM date and the Balance Sheet date. LnAssets is the natural log of total assets. LnMktCap is 

the natural log of market capitalization. Loss_D is a dummy variable taking the value of one if the firm incurs an accounting loss during the financial year and zero otherwise. FYREnd_D is a dummy variable taking the value of one if the 

financial year ends either in June or December and zero otherwise. Big5 is a dummy variable taking the value of one if the firm is audited by one of the big 5 audit firms in Bangladesh and zero otherwise. SalesGrowth is the sales growth from 

the previous year. Liab2Assets is the total liabilities to total assets ratio as at the Balance Sheet date. MNCoy is a dummy variable taking the value of one if the firm is a foreign subsidiary and zero otherwise. PctInsiders is the percentage 
ownership by the company‘s sponsors and/or directors. PctInstitns is the institutional shareholding in percentage. PctForeign is the foreign shareholders‘ percentage ownership. AudOpin_D is a dummy variable taking the value of one if the 

firm has received an unqualified audit opinion for the year and zero otherwise. All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent 

variable predicted for a one-standard deviation change in the regressor, other things held equal. All dichotomous variables are mean-centred to facilitate interpretation. In each timeliness measure, regression (1) is pooled OLS without 

controlling for heteroscedasticity; regression (2) is based on robust standard errors; and regression (3) is based on robust standard errors clustered at the firm-level. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 

1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.   
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I find firm size is positive in all models and significant at the 10% level or better when 

robust standard errors are used in different reporting lag measures, with a one standard 

deviation increase in governance quality leading to an estimated increase of about 0.025 

in the log of a reporting lag. This result suggests that in Bangladesh, auditors take 

longer to issue an audit report for a larger firm perhaps due to the size and complexity 

of operations of these firms or because these firms have more power to choose the 

timing of the issuance of audit reports by the auditors.  

Sign of Net Loss (predict positive, confirmed): It is widely argued that corporate 

managers tend to release good news earlier than bad news (for example, Chambers and 

Penman 1984; Ng and Tai 1994). Hence, firms incurring losses in a year tend to 

experience a delay in the release of their audited financial statements. Empirically, 

Lawrence (1983) finds that about 47% of financially distressed firms in the US take 

longer than expected to release their financial statements for the final year before 

bankruptcy. Consistent with Carslaw and Kaplan (1991), Ahmed (2003) points out that 

an auditor is likely to take a more cautious approach when the client incurs a financial 

loss, since it increases the likelihood of financial failure or management fraud and 

therefore the possibility of litigation by investors for failure by the auditor to take due 

care and diligence. For these reasons, I expect a positive relationship between the 

incurrence of a loss and the reporting lag. The results in Table 4-7 show a significant (at 

the 1% level) positive relationship between the loss dummy and the reporting lag in all 

models, predicting that the reporting lag is longer (0.21, 0.32 and 0.29 in the log of the 

audit lag, preliminary lag and total lag respectively) when the firm reports a loss.  

Company Year-End (predict positive, weakly confirmed): Most listed companies in 

Bangladesh have adopted financial years ending either in June or December. These 

months thus indicate a firm‘s audit will be conducted in a busy audit season. 

Conducting audits during these periods is likely to cause increased audit delays due to 

the higher workload (Ng and Tai 1994). Following this argument, a positive association 

is expected. The results show that the adoption of a June or December year-end is, 

indeed, associated with a longer audit delay. However, the coefficient is only significant 

(at the 5% level) when the audit lag itself is the dependent variable and regression errors 

are not clustered. The coefficient is positive in other models but statistically 
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insignificant, suggesting that the financial year-end effect is mainly associated with the 

audit lag.  

Size of the Audit Firm (predict negative, weakly confirmed): Larger audit firms, 

particularly those with international connections, are likely to be quicker to complete 

their audits. Besides their greater experience in auditing listed companies, they have 

access to more professional staff resources, which provides them with flexibility in 

scheduling their audits and completing them on time (Ng and Tai 1994; Imam et al. 

2001). Ahmed (2003) argues that a positive association between the audit firm size and 

audit delay is also possible, since these firms may be more concerned with reputation 

loss if they were later found to have performed a lower quality audit, and therefore 

would be expected to spend more time before expressing an unqualified audit opinion. 

Empirically, Ashton et al. (1989) find a negative association between audit firm size and 

audit delay. Prior studies in Bangladesh show mixed results. Using a sample of 115 

listed companies in Bangladesh in 1998, Imam et al. (2001) report that large audit firms 

in Bangladesh took more time to complete their audits. Similarly, Ahmed (2003) reports 

a positive but insignificant relationship between audit firm size and the audit lag. In 

contrast, Karim and Ahmed (2005) find an inverse, though insignificant, relationship 

between audit firm size and audit lag. Consistent with prior literature, a negative 

association is expected in this study.  

The results indicate that the Big5 audit firms in Bangladesh are quicker than non-Big5 

audit firms to complete their audits in that the audit lag is lower for firms employing a 

Big5 audit firms. The coefficient is consistently negative for all three reporting lag 

measures. The coefficient is significant (at the 5% level) when audit lag or total lag is 

used as the dependent variable and errors are not clustered. These results provide some 

evidence that Big5 audit firms are more efficient in conducting their audits in 

Bangladesh. 

Growth Opportunities (predict negative, confirmed): Promptness in financial reporting 

by a listed company may be influenced by its growth opportunities. This proposition is 

based on signalling theory (Spence 1973), whereby more transparent firms tend to 

signal their quality through timelier financial reporting to the investment community. 

Hence, it is expected that firms with more growth opportunities and thereby requiring 

future external financing tend to be timelier in their financial reporting. Results 
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presented in Table 4-7 support this argument. A firm‘s growth opportunities, measured 

by its annual growth in sales, is negatively associated with its reporting lag, with a one 

standard deviation increase in growth opportunities predicting a decrease of about 0.02 

in the log of each reporting lag measure. The finding is consistent across the models.  

Liability to Assets Ratio (predict negative, weakly confirmed): Based on the view that 

more highly leveraged firms tend to be more prompt in their financial reporting, due to 

increased creditor monitoring, a negative association is predicted between the liability to 

assets ratio and the reporting lag. The negative sign of the coefficient suggests that firms 

in Bangladesh with a higher liability to assets ratio have shorter lags. The relationship is 

statistically significant in all models when the preliminary lag is used as the dependent 

variable, in which case a one standard deviation increase in the ratio leads to an 

estimated decrease of 0.034 in the log of the preliminary lag. The relationship is also 

significant when total lag is used as the dependent variable and errors are not clustered. 

Foreign Subsidiary (predict negative, confirmed): Based on prior literature (for 

example, Karim and Ahmed 2005; Lee, Mande, and Son 2008), a subsidiary of a 

foreign company is expected to have a shorter reporting lag since they may have to 

comply with a more stringent reporting deadline set by its parent company. Moreover, 

their greater resource base along with more efficient management and a sound internal 

control system also tend to shorten the reporting lag. These arguments are supported by 

the findings in that foreign subsidiaries have a significantly lower reporting lag in 

comparison to other firms in Bangladesh.  

Insiders’ Ownership (no sign prediction, negative, significant in some models): Bamber 

et al. (1993) argue that the auditor‘s business risk increases with an increase in the 

number of external individual investors since the investors‘ greater reliance on the 

firms‘ financial statements increases its exposure to litigation and adverse publicity. 

Hence, the more concentrated the ownership, the less the business risk facing the audit 

firm and the lower the reporting lag. Similarly, Jaggi and Tsui (1999) find that 

concentrated ownership in Hong Kong is likely to reduce the audit report lag, though 

the result is not statistically significant. In contrast to the negative association, Leventis 

and Owusu-Ansah and Leventis (2006) find that ownership concentration increases the 

reporting lag, although their results are not statistically significant. Supporting their 

argument, Bamber et al. (1993) empirically find that concentrated ownership reduces 
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the auditor‘s risk and thereby the audit reporting lag. Consistent with this finding, the 

results in Table 4-7 indicate that the reporting lag decreases with an increase in insider 

ownership, particularly when regression errors are not clustered: a one standard 

deviation increase in insiders‘ ownership leads to an estimated decrease of about 0.025 

in the log of the different reporting lag measures. The coefficients are, however, 

negative and insignificant when the errors are clustered at the firm-level. A possible 

reason is that litigation risk is negligible in Bangladesh. 

Nature of Audit Opinion (predict negative, confirmed): It is commonly agreed in the 

literature that the reporting lag increases when a firm receives a qualified audit opinion 

since a qualified opinion conveys a negative signal about the firms‘ financial position 

and internal control system (Ashton et al. 1987; Bamber et al. 1993; Ng and Tai 1994; 

Soltani 2002; Haw, Park, Qi, and Wu 2003). Consistent with the literature, Bangladeshi 

firms that receive an unqualified audit opinion tend to have a shorter reporting lag. The 

result is significant at the 1% level across models. Specifically, an unqualified audit 

opinion leads to an estimated decrease of about 0.25 in the log of the reporting lag. 

However, that translates into a point estimate of one day and may well be immaterial to 

investors. 

Other Explanatory Variables (not significant): Besides the above mentioned variables, 

two additional ownership variables, percentage ownership by institutions and 

percentage ownership by foreign shareholders, have been examined. Both are not 

statistically significant and their signs vary across models. 

4.5.2.2 Corporate Governance and Timeliness Models 

Table 4-8 reports pooled OLS regression results for the timeliness models. As before, 

all continuous regressors are normalized to have a mean of zero and standard deviation 

of one and dummy variables are mean-centered to have a mean of zero, to assist 

interpretation. White-adjusted t-statistics are reported for models (2) and (3) to account 

for heteroscedasticity.  

Timeliness measures are found to be related to governance quality in Bangladesh. It is 

to be noted that the smaller the value of the timeliness metric, the faster the price 

discovery of value-relevant news. The results suggest that value-relevant information is 

priced more rapidly for larger firms, with a one standard deviation increase in firm size  
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Table 4-8: Pooled OLS Regression Estimates for the Timeliness Models  

 Expected Timeliness  Timeliness_Deflated Expected News_Diff 

 Sign (1) (2) (3)  (1) (2) (3) Sign (1) (2) (3) 

Constant  0.245*** 0.245*** 0.245***  0.164*** 0.164*** 0.164***  -0.007*** -0.007*** -0.007*** 

  (61.90) (61.90) (44.38)  (83.10) (83.10) (56.77)  (-5.72) (-5.72) (-4.61) 

Govscore(t-1)  -0.020*** -0.020*** -0.020***  -0.009*** -0.009*** -0.009** + 0.005*** 0.005*** 0.005** 

  (-2.97) (-2.95) (-2.71)  (-2.73) (-2.77) (-2.30)  (2.45) (2.71) (2.34) 

LnMktCap(t-1)  -0.015*** -0.015*** -0.015***  -0.008*** -0.008*** -0.008*** + -0.001 -0.001 -0.001 

  (-3.29) (-4.30) (-3.58)  (-3.52) (-4.27) (-3.56)  (-0.64) (-0.72) (-0.73) 

Good_News  -0.008 -0.008 -0.008  -0.004 -0.004 -0.004     

  (-0.85) (-0.88) (-0.86)  (-0.89) (-0.87) (-0.78)     

Year Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R2  0.118 0.118 0.118  0.094 0.094 0.094  0.037 0.037 0.037 

F-Statistic  10.322 9.692 9.112  8.257 9.100 8.380  3.788 4.624 5.637 

Observations  1880 1880 1880  1880 1880 1880  1880 1880 1880 

This table reports estimates of coefficients of firm-level pooled OLS regressions of timeliness measures, Timeliness, Timeliness_Deflated, News_Diff, on various regressors. 

Timeliness metric is the 365-day average daily absolute difference between the log of the market-adjusted share price that day and the log of the market-adjusted share price 14 days 

after the earnings announcement date. Timeliness_Deflated is the timeliness metric deflated by one plus the absolute value of the log return on the share over the 365-day period used 

to calculate the share‘s timeliness metric. News_Diff is the difference between the timeliness measure of good news and bad news. GovScore is the governance quality measure using 

a 148 item checklist. LnMktCap is the natural log of market capitalization. Good_News is a dummy variable taking the value of one if the market-adjusted return over the 365 trading 

days ended 14 days after the firm‘s earnings announcement date is positive and is otherwise zero. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. The 

dummy variable is mean-centred. In each timeliness measure, regression (1) is based on pooled OLS without controlling for heteroscedasticity; regression (2) is based on robust 

standard errors; and regression (3) is based on robust standard errors clustered at the firm-level. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 1%, 

5%, and 10% levels, correspondingly using a one-tailed test. 
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decreasing the predicted value of the timeliness metric and the deflated timeliness 

metric by about 0.015 units and 0.008 units respectively. Better governance quality is 

also found to be related to faster price discovery, with a one standard deviation increase 

in the governance score decreasing the value of the timeliness metric by 0.02 units and 

the value of the deflated timeliness metric by about 0.01 units. No significant 

relationship is found between firms outperforming the market and the value of the 

timeliness or deflated timeliness metric, which is unexpected. The deflated timeliness 

results are weaker than the undeflated results, contrary to those reported by Beekes and 

Brown (2006).  

To investigate whether better governed firms in Bangladesh are more balanced in 

disclosing good relative to bad news, I investigate news difference. It is to be noted that 

the value of news difference metric tends to be close to zero and it is identically zero 

when a firm is perfectly balanced in the sense that good and bad news becomes 

available to the market on equally timely fashion; and the value tends to be negative 

when the price discovery of good news is faster than that of bad news. The constant 

term indicates the mean value of the news difference metric is 0.007 for the firm-year 

observations that underlie the regression estimates.  

Results also show that governance quality is positively related to the news difference 

metric, with a one standard deviation increase in governance quality increasing the 

value of news difference by 0.005 units. The sum of the constant term and the 

coefficient of governance quality tend to be almost zero for a one standard deviation 

increase in governance quality, suggesting that better governed firms are more balanced 

in disclosing good and bad news. Firm size, measured by the natural log of market 

capitalization, is not found to be significant when using news difference as the 

dependent variable. 

4.6 Robustness Checks 

4.6.1 Robustness Checks for Models using Reporting Lag Measures  

To check for robustness, I substitute the book-to-market ratio for sales growth in Table 

4-9. By so doing, I find that growth opportunities measured by the book-to-market ratio 

are no longer significant, possibly because the net present value of a firm‘s commercial 

opportunities may be less volatile than its stock price. Firm size remains positive and  
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Table 4-9: Robustness Checks Using Pooled OLS Regression Estimates for the Reporting Lag Models after Substituting Book-to-Market Ratio for Sales Growth 

 Expected LnAuditLag  LnPreLag  LnTotLag 

 Sign (1) (2) (3)  (1) (2) (3)  (1) (2) (3) 

Constant  4.942*** 4.942*** 4.942***  5.162*** 5.162*** 5.162***  5.377*** 5.377*** 5.377*** 

  (494.54) (494.54) (238.98)  (434.16) (434.16) (212.92)  (535.11) (535.11) (257.44) 

GovScore1  -0.074*** -0.074*** -0.074***  -0.166*** -0.166*** -0.166***  -0.107*** -0.107*** -0.107*** 

  (-3.75) (-4.83) (-3.04)  (-6.96) (-7.99) (-4.98)  (-5.43) (-6.82) (-4.20) 

LnAssets +/ 0.021 0.021* 0.021  0.045*** 0.045*** 0.045  0.039*** 0.039*** 0.039 

  (1.57) (1.76) (0.90)  (2.88) (2.95) (1.34)  (2.94) (3.01) (1.38) 

Loss_D + 0.210*** 0.210*** 0.210***  0.363*** 0.363*** 0.363***  0.329*** 0.329*** 0.329*** 
  (8.26) (7.62) (4.82)  (12.05) (10.49) (6.19)  (12.87) (11.22) (6.68) 

FYREnd_D + 0.111*** 0.111*** 0.111  0.073** 0.073* 0.073  0.056* 0.056* 0.056 

  (3.20) (2.69) (1.11)  (1.74) (1.41) (0.61)  (1.59) (1.37) (0.59) 

Big5  -0.060* -0.060** -0.060  -0.031 -0.031 -0.031  -0.082** -0.082** -0.082* 

  (-1.59) (-1.82) (-1.08)  (-0.67) (-0.71) (-0.41)  (-2.15) (-2.28) (-1.30) 
Book2Mkt  -0.003 -0.003 -0.003  0.002 0.002 0.002  -0.016 -0.016 -0.016 

  (-0.23) (-0.22) (-0.15)  (0.12) (0.08) (0.05)  (-1.13) (-0.84) (-0.51) 

Liab2Assets  0.006 0.006 0.006  -0.029** -0.029* -0.029  -0.022* -0.022* -0.022 

  (0.41) (0.42) (0.25)  (-1.69) (-1.59) (-0.99)  (-1.50) (-1.40) (-0.87) 

MNCoy  -0.359*** -0.359*** -0.359***  -0.411*** -0.411*** -0.411***  -0.196*** -0.196*** -0.196** 

  (-5.74) (-6.40) (-2.82)  (-5.47) (-6.77) (-3.19)  (-3.09) (-4.10) (-1.88) 

PctInsiders +/ -0.017 -0.017 -0.017  -0.003 -0.003 -0.003  -0.007 -0.007 -0.007 

  (-1.37) (-1.28) (-0.56)  (-0.18) (-0.18) (-0.09)  (-0.60) (-0.59) (-0.27) 

PctInstitns  0.006 0.006 0.006  0.027 0.027 0.027  0.024 0.024 0.024 

  (0.55) (0.54) (0.25)  (2.07) (2.04) (1.04)  (2.21) (2.19) (1.00) 

PctForeign  -0.001 -0.001 -0.001  -0.002 -0.002 -0.002  0.005 0.005 0.005 

  (-0.09) (-0.10) (-0.06)  (-0.13) (-0.16) (-0.09)  (0.41) (0.51) (0.28) 

AudOpin_D  -0.220*** -0.220*** -0.220***  -0.269*** -0.269*** -0.269***  -0.191*** -0.191*** -0.191*** 

  (-7.01) (-5.55) (-3.38)  (-7.28) (-6.15) (-3.41)  (-6.09) (-4.88) (-2.80) 
Year Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.201 0.201 0.201  0.274 0.274 0.274  0.223 0.223 0.223 

F-Statistic  15.100 13.209 6.483  20.074 17.805 8.755  17.322 14.677 7.126 

Observations  2070 2070 2070  1868 1868 1868  2105 2105 2105 

This table reports estimates of coefficients of firm-level pooled OLS regressions of three reporting lag measures: LnAuditLag, LnPreLag and LnTotLag, on various regressors. GovScore1 is a subset of GovScore as it does not include four 

questions relating to audit time, audit opinion, audit firm reputation, and timeliness of AGM. LnAuditLag is the natural log of the difference (in days) between the signed date of the auditor‘s report and the Balance Sheet (BS) date. LnPreLag 

is the natural log of the difference between the AGM notice date and the Balance Sheet date. LnTotLag is the natural log of the interval between the AGM date and the Balance Sheet date. LnAssets is the natural log of total assets. LnMktCap is 

the natural log of market capitalization. Loss_D is a dummy variable taking the value of one if the firm incurs an accounting loss during the financial year and zero otherwise. FYREnd_D is a dummy variable taking the value of one if the 

financial year ends either in June or December and zero otherwise. Big5 is a dummy variable taking the value of one if the firm is audited by one of the big 5 audit firms in Bangladesh and zero otherwise. Book2Mkt is the book to market value 

of equity ratio. Liab2Assets is the total liabilities to total assets ratio as at the Balance Sheet date. MNCoy is a dummy variable taking the value of one if the firm is a foreign subsidiary and zero otherwise. PctInsiders is the percentage 

ownership by the company‘s sponsors and/or directors. PctInstitns is the institutional shareholding in percentage. PctForeign is the foreign shareholders‘ percentage ownership. AudOpin_D is a dummy variable taking the value of one if the 
firm has received an unqualified audit opinion for the year and zero otherwise. All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent 

variable predicted for a one-standard deviation change in the regressor, other things held equal. All dichotomous variables are mean-centred to facilitate interpretation. In each timeliness measure, regression (1) is pooled OLS without 

controlling for heteroscedasticity; regression (2) is based on robust standard errors; and regression (3) is based on robust standard errors clustered at the firm-level. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 

1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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significant in some models. Insider ownership is negative but insignificant. However, 

the variable of interest, governance quality, remains statistically significant at the 1% 

level in all models. 

To test whether insider and institutional ownership are non-linearly related to firm 

performance in Bangladesh, I included the squared and cubic values of insider 

ownership (PctInsiders) and squared value of institutional ownership (PctInstitns), and 

re-estimated the models in Table 4-7. Results (untabulated) show that while the 

inferences about other variables (including GovScore) remain unchanged as in Table 4-

7, insiders‘ ownership is found to be non-linearly related to audit lag and total lag but 

not to preliminary lag. When audit lag is the dependent variable, statistically significant 

turning points indicate that the association is negative up to 30.6% insiders‘ ownership. 

The association is positive for the ownership range of 30.6% to 59.1%. Beyond 59.1%, 

the relationship is again negative, suggesting that higher insider ownership is likely to 

be beneficial in respect of the timeliness of audit reports. When total lag is the 

dependent variable, the turning points indicate the association is negative up to 33.1% 

insiders‘ ownership, followed by a positive association between 33.1% and 49.7% of 

insiders‘ ownership, and the association becomes negative again after 49.7% ownership 

by insiders, again suggesting that higher insider ownership may be beneficial in 

decreasing the total reporting lag. It is to be noted that neither insider‘s ownership nor 

its non-linear terms are statistically significant when regression standard errors are 

clustered at the firm-level. The results also do not support a statistically significant non-

linear relationship between institutional ownership and any reporting lag measure. 

In Table 4-10, I re-estimate the models in Table 4-7 with a reduced sample of cases 

where the total delay does not exceed the regulatory requirement of 9 months, or 275 

days. As a result of this constraint on the sample, the number of observations decreases 

by more than 17%. Despite the fact that I may expect the excluded firms to have the 

weakest governance (and hence contribute much of the governance variable‘s 

explanatory power) governance quality has a negative coefficient in all reporting lag 

models. But it is significant (at the 1% level) only when the audit or preliminary lag is 

the dependent variable; it is negative but insignificant for the total lag. However, it 

seems that governance quality reduces the total lag when companies take more than 9 
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Table 4-10: Robustness Checks Using Pooled OLS Regression Estimates for the Reporting Lag Models on a Reduced Sample of Cases with Total Delay at most 275 Days 

 Expected LnAuditLag  LnPreLag  LnTotLag 

 Sign (1) (2) (3)  (1) (2) (3)  (1) (2) (3) 

Constant  4.801*** 4.801*** 4.801***  4.952*** 4.952*** 4.952***  5.188*** 5.188*** 5.188*** 

  (661.10) (661.10) (303.53)  (704.44) (704.44) (304.72)  (929.98) (929.98) (395.49) 

GovScore1  -0.039*** -0.039*** -0.039**  -0.058*** -0.058*** -0.058***  -0.011 -0.011 -0.011 

  (-2.51) (-3.14) (-2.03)  (-3.89) (-4.17) (-2.50)  (-0.94) (-1.19) (-0.71) 

LnAssets +/ -0.012 -0.012 -0.012  -0.036*** -0.036*** -0.036**  -0.030*** -0.030*** -0.030** 

  (-1.23) (-1.45) (-0.73)  (-3.95) (-4.44) (-2.02)  (-4.02) (-4.73) (-2.15) 
Loss_D + 0.031* 0.031** 0.031*  0.038** 0.038** 0.038*  0.044*** 0.044*** 0.044** 

  (1.59) (1.68) (1.29)  (1.97) (2.15) (1.56)  (2.94) (3.04) (1.99) 

FYREnd_D + 0.159*** 0.159*** 0.159*  0.173*** 0.173*** 0.173*  0.109*** 0.109*** 0.109* 

  (6.18) (4.69) (1.64)  (6.79) (4.42) (1.58)  (5.51) (3.84) (1.33) 

Big5  0.042 0.042 0.042  0.058 0.058 0.058  0.023 0.023 0.023 

  (1.55) (1.45) (0.86)  (2.24) (2.03) (1.08)  (1.15) (1.07) (0.58) 

SalesGrowth  -0.002 -0.002 -0.002  0.001 0.001 0.001  0.001 0.001 0.001 

  (-0.28) (-0.35) (-0.37)  (0.20) (0.22) (0.22)  (0.22) (0.25) (0.27) 

Liab2Assets  0.007 0.007 0.007  0.014 0.014 0.014  -0.003 -0.003 -0.003 

  (0.87) (0.95) (0.51)  (1.70) (1.94) (0.89)  (-0.52) (-0.53) (-0.26) 

MNCoy  -0.378*** -0.378*** -0.378***  -0.399*** -0.399*** -0.399***  -0.209*** -0.209*** -0.209*** 

  (-8.80) (-8.08) (-3.62)  (-9.61) (-8.63) (-3.85)  (-6.32) (-6.40) (-2.86) 

PctInsiders +/ -0.002 -0.002 -0.002  -0.006 -0.006 -0.006  -0.009 -0.009 -0.009 

  (-0.26) (-0.24) (-0.11)  (-0.65) (-0.65) (-0.33)  (-1.37) (-1.42) (-0.72) 

PctInstitns  -0.003 -0.003 -0.003  0.002 0.002 0.002  -0.002 -0.002 -0.002 

  (-0.42) (-0.43) (-0.21)  (0.22) (0.23) (0.11)  (-0.39) (-0.41) (-0.18) 

PctForeign  0.008 0.008 0.008  0.006 0.006 0.006  0.010 0.010* 0.010 

  (0.93) (1.09) (0.71)  (0.75) (0.88) (0.54)  (1.56) (1.87) (1.03) 

AudOpin_D  -0.099*** -0.099*** -0.099**  -0.107*** -0.107*** -0.107**  -0.050*** -0.050** -0.050 

  (-3.87) (-3.03) (-1.95)  (-4.33) (-4.36) (-2.38)  (-2.54) (-1.96) (-1.19) 
Year and Industry Dummies Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.170 0.170 0.170  0.248 0.248 0.248  0.138 0.138 0.138 

F-statistic  10.426 8.046 3.119  14.725 13.407 4.694  8.404 9.145 2.770 

Observations  1699 1699 1699  1538 1538 1538  1718 1718 1718 

This table reports estimates of coefficients of firm-level pooled OLS regressions of three reporting lag measures: LnAuditLag, LnPreLag and LnTotLag, on various regressors when the total delay is less or equal to 275 days (9-months 

equivalent). GovScore1 is a subset of GovScore as it does not include four questions relating to audit time, audit opinion, audit firm reputation, and timeliness of AGM. LnAuditLag is the natural log of the difference (in days) between the 

signed date of the auditor‘s report and the Balance Sheet (BS) date. LnPreLag is the natural log of the difference between the AGM notice date and the Balance Sheet date. LnTotLag is the natural log of the interval between the AGM date and 

the Balance Sheet date. LnAssets is the natural log of total assets. LnMktCap is the natural log of market capitalization. Loss_D is a dummy variable taking the value of one if the firm incurs an accounting loss during the financial year and zero 

otherwise. FYREnd_D is a dummy variable taking the value of one if the financial year ends either in June or December and zero otherwise. Big5 is a dummy variable taking the value of one if the firm is audited by one of the big 5 audit firms 

in Bangladesh and zero otherwise. SalesGrowth is the sales growth from the previous year. Liab2Assets is the total liabilities to total assets ratio as at the Balance Sheet date. MNCoy is a dummy variable taking the value of one if the firm is a 

foreign subsidiary and zero otherwise. PctInsiders is the percentage ownership by the company‘s sponsors and/or directors. PctInstitns is the institutional shareholding in percentage. PctForeign is the foreign shareholders‘ percentage 
ownership. AudOpin_D is a dummy variable taking the value of one if the firm has received an unqualified audit opinion for the year and zero otherwise. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. All dichotomous variables are mean-centred to facilitate 

interpretation. In each timeliness measure, regression (1) is the pooled OLS without controlling for heteroscedasticity; regression (2) is based on robust standard errors; and regression (3) is based on robust standard errors clustered at the firm-

level. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.    
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months to hold their AGMs, as indicated by the difference in results in Tables 4-7 and 

4-10.  

Among the other control variables, firm size is negative in all the reporting lag models, 

which is opposite to the finding in Table 4-7, where it was positive. The negative 

coefficient indicates that in large firms the reporting lags are shorter when they conduct 

their AGMs within the time limit imposed by the law. However, the variable is 

statistically significant (at the 5% level or better) only in the preliminary lag and total 

lag models, suggesting for large firms the preliminary lag and total lag are shorter. The 

coefficient is not significant in any of the audit lag models. The opposite finding in 

Table 4-7 suggests that many large firms in Bangladesh have a total delay exceeding 9 

months, which is enough to change the sign of firm size in the regression models for the 

full sample. The reason, to some extent, may be explained by the coefficient of the 

financial loss dummy variable. The dummy variable (Loss_D) loses more than two-

thirds of its explanatory power and remains marginally significant at the 10% level in 

some model specifications, particularly when errors are clustered at the firm-level. It 

appears that firms that incur financial losses do not hold their AGMs on time. Large 

firms are no exception. Except for the dummy variables indicating financial year-end, 

foreign subsidiary, and audit opinion, none of the remaining control variables (including 

the ownership variables) is significant in the expected direction. The inferences remain 

unchanged when the non-linear terms of insiders‘ and institutional ownership are added 

to the regression model, with the non-linear terms being statistically insignificant along 

with the ownership variables. 

In a further robustness check, I examine the relationship between governance quality 

and three intra-reporting lags: intra-reporting lag I, which is the interval (in days) 

between the AGM notice date and the date of auditor‘s signature on the audit report; 

intra-reporting lag II, which is the interval (in days) between the AGM date and the 

AGM notice date; and intra-reporting lag III, which is the interval (in days) between 

the AGM date and the date of the auditor‘s signature on the audit report. As the 

financial year-end month and the size of the audit firm are unlikely to affect the intra-

reporting lags, these variables are excluded from the regression models. The results are 

presented in Table 4-11.  
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Table 4-11: Pooled OLS Regression Estimates for the Intra-Reporting Lag Models 

 Expected Intra-Reporting Lag I (Ln(Prelag  Auditlag))  Intra-Reporting Lag II (Ln(TotLag  Prelag))  Intra-Reporting Lag III (Ln(TotLag  AuditLag)) 

 Sign (1) (2) (3)  (1) (2) (3)  (1) (2) (3) 

Constant  2.509*** 2.509*** 2.509***  3.484*** 3.484*** 3.484***  4.091*** 4.091*** 4.091*** 

  (64.98) (64.98) (31.51)  (361.26) (361.26) (190.43)  (271.87) (271.87) (155.95) 

GovScore1  -0.612*** -0.612*** -0.612***  0.146*** 0.146*** 0.146***  -0.025 -0.025 -0.025 

  (-7.53) (-7.19) (-4.56)  (7.23) (6.23) (4.51)  (-0.82) (-0.97) (-0.64) 

LnAssets +/ -0.160*** -0.160*** -0.160*  0.039*** 0.039*** 0.039  0.016 0.016 0.016 

  (-3.27) (-3.39) (-1.74)  (3.22) (3.30) (1.63)  (0.83) (0.83) (0.45) 

Loss_D + 0.497*** 0.497*** 0.497***  -0.000 -0.000 -0.000  0.315*** 0.315*** 0.315*** 

  (5.07) (4.69) (3.15)  (-0.02) (-0.02) (-0.01)  (8.21) (6.93) (5.01) 

SalesGrowth  -0.020 -0.020 -0.020  0.015 0.015 0.015  -0.022* -0.022** -0.022* 

  (-0.51) (-0.55) (-0.55)  (1.49) (1.55) (1.61)  (-1.44) (-1.68) (-1.54) 

Liab2Assets  0.023 0.023 0.023  -0.063*** -0.063*** -0.063***  -0.031** -0.031* -0.031 

  (0.53) (0.55) (0.38)  (-5.87) (-5.87) (-3.46)  (-1.81) (-1.64) (-1.06) 

MNCoy  -0.428** -0.428** -0.428  0.202 0.202 0.202  0.069 0.069 0.069 

  (-2.01) (-1.99) (-0.95)  (3.78) (3.74) (1.79)  (0.83) (1.34) (0.89) 

PctInsiders +/ -0.009 -0.009 -0.009  -0.020* -0.020* -0.020  -0.018 -0.018 -0.018 

  (-0.18) (-0.19) (-0.09)  (-1.72) (-1.84) (-0.98)  (-0.98) (-0.99) (-0.52) 

PctInstitns  -0.032 -0.032 -0.032  0.011 0.011 0.011  0.019 0.019 0.019 

  (-0.77) (-0.78) (-0.40)  (1.08) (1.11) (0.63)  (1.16) (1.21) (0.69) 

PctForeign  -0.038 -0.038 -0.038  0.020 0.020 0.020  0.018 0.018 0.018 

  (-0.87) (-0.90) (-0.65)  (1.80) (1.40) (1.47)  (1.08) (1.36) (0.95) 

AudOpin_D  -0.406*** -0.406*** -0.406**  0.077 0.077 0.077  -0.113*** -0.113** -0.113* 

  (-3.37) (-3.22) (-2.08)  (2.58) (2.53) (1.68)  (-2.41) (-1.93) (-1.35) 

Year Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R2  0.170 0.170 0.170  0.165 0.165 0.165  0.071 0.071 0.071 

F-Statistic  11.561 12.024 7.177  11.334 13.843 6.094  5.423 4.006 2.738 

Observations  1808 1808 1808  1830 1830 1830  2030 2030 2030 

This table reports estimates of coefficients of firm-level pooled OLS regressions of three intra-reporting lag measures: intra-reporting lag I, intra-reporting lag II and intra-reporting lag III, on various regressors. Intra-reporting lag I is the 

natural log of (1+ the number of days between the AGM notice date and the opinion signature date on the auditor‘s report). Intra-reporting lag II is the natural log of the number of days between the AGM date and the AGM notice date. Intra-

reporting lag III is the natural log of the number of days between the AGM date and the opinion signature date on the auditor‘s report GovScore1 is a subset of GovScore as it does not include four questions relating to audit time, audit 
opinion, audit firm reputation, and timeliness of AGM. LnAssets is the natural log of total assets. LnMktCap is the natural log of market capitalization. Loss_D is a dummy variable taking the value of one if the firm incurs an accounting loss 

during the financial year and zero otherwise. SalesGrowth is the sales growth from the previous year. Liab2Assets is the total liabilities to total assets ratio as at the Balance Sheet date MNCoy is a dummy variable taking the value of one if the 

firm is a foreign subsidiary and zero otherwise. PctInsiders is the percentage ownership by the company‘s sponsors and/or directors. PctInstitns is the institutional shareholding in percentage. PctForeign is the foreign shareholders‘ percentage 

ownership. AudOpin_D is a dummy variable taking the value of one if the firm has received an unqualified audit opinion for the year and zero otherwise. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. All dichotomous variables are mean-centred to facilitate 

interpretation. In each timeliness measure, regression (1) is pooled OLS without controlling for heteroscedasticity; regression (2) is based on robust standard errors; and regression (3) is based on robust standard errors clustered at the firm-

level. t-statistics are shown in the parentheses. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise.    
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The results show that governance quality is significant (at the 1% level) in reducing the 

intra-reporting lag I, suggesting that once the auditor signs the audit report, better 

governed firms take less time in issuing the AGM notices and sending the audited 

statements to the stock exchanges and to the shareholders. More specifically, a one 

standard deviation increase in governance quality is associated with a 0.61 reduction in 

the log of the intra-reporting lag I. Consistent with previous findings, firms that have 

received an unqualified audit opinion are quicker to issue their AGM notices once the 

auditors‘ reports are signed. Furthermore, a firm that has incurred a financial loss during 

the accounting period under audit takes longer to issue its AGM notice. There is also 

some evidence that larger firms and a foreign-owned subsidiary are quicker.  

When intra-reporting lag II is the dependent variable, governance quality is significant 

(at the 1% level), with a one standard deviation increase in governance quality leading 

to an estimated increase of about 0.15 in the lag between the AGM date and AGM 

notice date. One possible explanation for the positive sign of the governance coefficient 

is that the higher the intra-reporting lag II, the more time the shareholders are given to 

examine the audited financial statements before attending the AGM. Further 

investigation (untabulated) shows that governance quality is significant in increasing 

this lag until it becomes 39 days. When the lag is greater than 39 days, governance 

quality still has a positive coefficient but it is no longer significant. Of the other control 

variables, the liability to assets ratio is negatively related to this intra-reporting lag, 

while firm size has a statistically significant positive coefficient when errors are not 

clustered at the firm-level. Interestingly, the financial loss dummy has no significant 

role in explaining the intra-reporting lag II. 

Finally, when using intra-reporting lag III as the dependent variable, governance 

quality is found to be negatively associated with this lag, although the relationship is not 

statistically significant. Firms that experience accounting losses take more time to hold 

their AGMs after the receipt of their auditors‘ reports. One explanation may be that the 

boards of these companies take more time to prepare to face the shareholders at the 

AGM. The audit opinion dummy and sales growth are negatively associated with intra-

reporting lag III in all model specifications, while the liabilities to assets ratio also has a 

statistically significant negative coefficient in some models. 
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Of the ownership variables, institutional and foreign ownership are not found to be 

related with an intra-reporting lag in any model, while insider ownership is marginally 

significant in some of the models.  

4.6.2 Timeliness Models after Adding Volatility 

The undeflated, deflated, and news-difference timeliness models are further investigated 

by adding volatility to the regression, as shown in Table 4-12. As a result, the 

explanatory power has increased by about 6% and 8% in timeliness and deflated 

timeliness models respectively. Volatility is found to be highly significant at the 1% 

level in all the regression models with a one standard deviation increase in volatility 

being associated with an increase of about 0.02 in the value of the timeliness metric and 

0.01 in the value of the deflated timeliness metric. Adding volatility to the regression 

model does not affect the inference about firm size, as it is unchanged in all models. 

Governance quality also remains significant at the 5% level or better when deflated or 

undeflated timelines metric is used, with a one standard deviation increase in 

governance quality leading to a 0.016 and a 0.007 predicted decrease in the undeflated 

and deflated timeliness metric respectively in different model specifications.  

When news difference is the dependent variable, adding stock volatility to the 

regressors does not change the inferences made in the original model and volatility is 

not found to be significant. After adding volatility to the regression model, the constant 

term becomes 0.007 and the coefficient of the governance quality variable has a value 

of 0.005. The sum of the constant term and the coefficient of governance quality is 

almost zero for a one standard deviation increase in governance quality, again 

suggesting that better governed firms are more balanced in disclosing good and bad 

news. The reason why volatility becomes insignificant when using news difference as 

the dependent variable is that both good and bad news components are scaled to lie 

between 0 and 1. Put another way, volatility affects the timeliness measures by 

construction (Beekes and Brown 2007) but the news difference variable is not affected 

in the same way. 
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Table 4-12: Robustness Checks Using Pooled OLS Regression Estimates for Timeliness Models after Adding Stock Volatility  

 Expected Timeliness  Timeliness_Deflated Expected News_Diff 

 Sign (1) (2) (3)  (1) (2) (3) Sign (1) (2) (3) 

Constant  0.246*** 0.246*** 0.246***  0.164*** 0.164*** 0.164***  -0.007*** -0.007*** -0.007*** 

  (62.07) (62.07) (45.82)  (83.37) (83.37) (58.48)  (-5.62) (-5.62) (-4.54) 

Govscore(t-1)  -0.016*** -0.016*** -0.016**  -0.007** -0.007** -0.007** + 0.005*** 0.005*** 0.005** 

  (-2.40) (-2.37) (-2.19)  (-2.15) (-2.16) (-1.81)  (2.44) (2.67) (2.31) 

LnMktCap(t-1)  -0.014*** -0.014*** -0.014***  -0.008*** -0.008*** -0.008*** + -0.001 -0.001 -0.001 

  (-3.26) (-4.31) (-3.42)  (-3.49) (-4.22) (-3.40)  (-0.54) (-0.61) (-0.63) 

Good_News  -0.002 -0.002 -0.002  -0.001 -0.001 -0.001     

  (-0.21) (-0.22) (-0.21)  (-0.23) (-0.22) (-0.20)     

Volatility(t-1) +/ 0.019*** 0.019*** 0.019***  0.010*** 0.010*** 0.010*** +/ 0.001 0.001 0.001 

  (4.02) (4.03) (3.92)  (4.17) (3.87) (3.70)  (0.62) (0.61) (0.53) 

Year Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Industry Dummy  Yes Yes Yes  Yes Yes Yes  Yes Yes Yes 

Adjusted R
2
  0.125 0.125 0.125  0.102 0.102 0.102  0.037 0.037 0.037 

F-Statistic  10.562 10.493 9.695  8.629 9.881 8.803  3.690 4.491 5.495 

Observations  1872 1872 1872  1872 1872 1872  1872 1872 1872 

This table reports estimates of coefficients of firm-level pooled OLS regressions of timeliness measures, Timeliness, Timeliness_Deflated, News_Diff, on various regressors. The 

Timeliness metric is the 365-day average daily absolute difference between the log of the market-adjusted share price that day and the log of the market-adjusted share price 14 days 

after the earnings announcement date. The Timeliness_Deflated is the timeliness metric deflated by one plus the absolute value of log return on the share over the 365-day period 

used to calculate the share‘s timeliness metric. News_Diff is the difference between the timeliness measure of good news and bad news. GovScore is the governance quality measure 

using 148 item checklist. LnMktCap is the natural log of market capitalization. Good_News is a dummy variable taking the value of one if the market-adjusted return over the 365 

trading days ended 14 days after the firm‘s earnings announcement date is positive and is otherwise zero. Volatility measures weekly stock return volatility over the 52-week period 

ending on the Balance Sheet date. All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in 

the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. The dummy variable is mean-centred. In each timeliness measure, 

regression (1) is based on pooled OLS without controlling for heteroscedasticity; regression (2) is based on robust standard errors; and regression (3) is based on robust standard 

errors clustered at the firm-level. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for 

directional hypotheses, two-tailed test otherwise.   
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4.7 Summary 

This chapter examines the relationship between corporate governance and corporate 

transparency using a sample of 2,305 firm-year observations of all non-financial 

companies listed on the DSE over a 14-year sample period from 1996 to 2009, where 

the data could be obtained. Corporate transparency has different facets. In this chapter, I 

have examined the timeliness aspect of corporate transparency. Timeliness has been 

measured by using three reporting lags as proposed by Dyer and McHugh (1975), two 

timeliness metrics as used in Beekes and Brown (2007) and a news difference measure 

(a good news metric minus the corresponding bad news metric) as in Beekes et al. 

(2011). 

The descriptive statistics indicate a decreasing trend in the reporting lag measures over 

the 14-year sample period, suggesting a positive impact of securities regulation in 

Bangladesh. Regression analysis indicates that reporting lag measures vary inversely 

with governance quality. Apart from governance quality, reporting lags are lower for 

firms that receive an unqualified audit opinion and firms that are subsidiaries of foreign 

companies. Reporting lags are found to be higher for companies incurring financial loss 

that year, suggesting that companies in Bangladesh tend to delay reporting bad news. 

There is also some evidence that the proportion of insiders‘ ownership in the firm 

reduces the reporting lag, while audit firm size and Balance Sheet month affect the audit 

lag. The relationship between different reporting lags and firm size is mixed. While 

larger firms tend to have shorter reporting lags when they hold their AGMs within the 

regulatory requirement of 9 months from their Balance Sheet dates, they still tend to 

take a longer time before they hold their AGMs when they have incurred a loss. Firms‘ 

growth opportunities are negatively related to their reporting lags when growth is 

measured using annual sales. Growth opportunities are not significant when they are 

measured by the book-to-market ratio and for the reduced sample of firms that comply 

with the 9 months‘ limit. There is virtually no evidence that ownership by institutional 

or foreign shareholders affects a reporting lag, or the total liabilities to assets ratio 

affects an audit lag. 

The results are robust to adding non-linear values of insiders‘ and institutional 

ownership to the regressors. While insiders‘ ownership is found to be non-linearly 

related to audit lag and total lag when the errors are not clustered, the non-linear 
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relationship is not statistically significant when the regression errors are clustered at the 

firm-level or the regression is run on the reduced sample of firms that comply with the 9 

months‘ limit. The results do not support a statistically significant non-linear 

relationship between institutional ownership and any of the reporting lag measures. 

I also examine firm-level determinants of intra-reporting lags. While higher governance 

quality reduces the lag between the audit report signature date and the AGM notice date, 

it increases the lag between the AGM notice date and AGM date, suggesting that better 

governed firms provide more time to shareholders to digest the information before 

attending the AGM. Higher governance quality is also found to be associated with a 

shorter lag between the AGM date and the audit report signature date, but it is not 

statistically significant. Except for governance quality, the influence of the other firm-

level variables is mixed. 

Other regression results are consistent with the proposition that better-governed firms in 

Bangladesh are timelier in disclosing value-relevant information and hence their price 

discovery is faster, which is consistent with prior literature (for example, Beekes and 

Brown 2006; Beekes et al. 2007). However, no evidence is found that price discovery 

for firms that outperform the market is timelier. Regression results using news 

difference as the dependent variable indicate that better governed Bangladeshi listed 

companies are more evenly balanced in disclosing both good news and bad news to the 

stock market. Stock volatility is found to be statistically significant at the 1% level when 

it is added to the regression models in which timeliness or timeliness deflated is the 

dependent variable. Although adding volatility to the regressors increases the 

explanatory power of the regression models, the inference regarding governance quality 

remains unchanged. Adding volatility to the regression equation with the news 

difference metric as the dependent variable also does not change the inference about the 

role of governance quality. 

Overall, I have provided evidence that governance quality is an important contributor to 

corporate transparency in an emerging market.  
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Chapter 5 
Corporate Governance and Performance 

5.1 Introduction 

Corporate scandals in different parts of the world, many of which were caused by, or at 

least exacerbated by, governance weaknesses, have not only given rise to widespread 

community concerns about inadequate standards of corporate governance but also have 

led to an intensification of a line of research that looks into the role of corporate 

governance in creating value for shareholders. A litmus test for corporate governance is 

whether it affects corporate performance and if so, then how. While the practical 

importance of CG mechanisms that align the interests of corporate managers and 

insiders with those of minority shareholders is widely acknowledged in the literature, 

there is no unequivocal evidence to suggest that better corporate governance enhances 

firm performance in different market settings. As a result, investors remain sceptical 

about the existence of a link between good governance and better performance. Indeed, 

―for many practitioners and academics in the field of corporate governance, this remains 

their search for the Holy Grail – the search for the link between returns and governance‖ 

(Bradley 2004, 9).  

In spite of a growing strand of literature providing evidence of some form of 

association between CG and firm performance, whether better CG causes improved 

corporate performance remains open to question. A number of issues have been raised 

in the literature that hinder the interpretation of results as indicating ‗causation‘ rather 

than ‗association‘. Difficulties in deciding how best to measure governance quality, a 

lack of data on governance and other factors (both observable and unobservable) 

affecting the relationship, small sample size, theoretical inconsistency in predicting the 

nature and direction of relationship, and endogeneity, are just some of them. Although 

many of these issues can be and are addressed to some extent in recent literature, 

endogeneity is one issue still to be resolved. A number of econometric techniques have 

been proposed and adopted in the accounting and finance literature to deal with 

different forms of endogeneity. However, the suitability and effectiveness of these 

techniques remain in doubt, considering their underlying assumptions and the slowly 

evolving nature of the typical firm‘s governance structure. 
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This chapter cannot address all the endogeneity issues. However, using a 14-years of 

data from an emerging market, Bangladesh, this chapter attempts to answer the 

question, is there an observable relationship between corporate governance quality and 

firm performance? 

Unlike most prior studies that focus on cross-sectional data or governance information 

covering only one or two periods, this chapter contributes to the literature by examining 

the implications of corporate governance structure on firm valuation over a 14-year 

panel period. The use of panel data will provide a means to control for endogeneity 

arising from simultaneity by regressing current performance measures on lagged 

governance and control variables. It also allows me to implement a system GMM 

approach, by using lagged values of dependent, endogenous and predetermined 

variables as instruments.  

This chapter proceeds as follows. Literature concerning the relationship between 

corporate governance and corporate performance is reviewed and the hypothesis for this 

chapter is developed in Section 5.2. Data and research methods, including the models 

used to test the hypothesis, are discussed in Section 5.3. Section 5.4 deals with data 

analysis and is followed by robustness checks in Section 5.5. A summary is presented in 

Section 5.6. 

5.2 Literature Review and Hypothesis Development 

This section is divided into two sub-sections. In the first sub-section, the theoretical 

relationship between governance quality and different firm performance measures is 

discussed. It is followed by empirical evidence and development of a hypothesis in sub-

section two.  

5.2.1 Relationship Between Corporate Governance and Firm Performance: 

Theoretical Background 

In the accounting and finance literature, the effectiveness of governance quality has 

been examined by looking at its effect on accounting performance measures, total firm 

value, and future stock market performance. The theoretical background of the 

relationship is discussed below. 
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Corporate Governance and Accounting Performance Measures: In the agency 

literature (Jensen and Meckling 1976; Fama 1980; Fama and Jensen 1983), it is argued 

that corporate managers and corporate insiders‘ objectives may differ from those of 

outside investors. Corporate insiders are believed to act in their own best interests 

whenever they have the opportunity, often at the expense of minority shareholders. 

Conflicting interests are more likely to arise in companies with poor corporate 

governance, characterized by the absence of effective monitoring and disciplinary 

mechanisms (Renders, Gaeremynck, and Sercu 2010). Corporate insiders in such 

entities are more likely to adopt suboptimal strategies, manipulate corporate 

performance measures, resist takeovers, and expropriate corporate resources for their 

private benefits (Shleifer and Vishny 1997). Consequently, these firms may exhibit 

significant underperformance. By adopting sound governance practices, companies can 

reduce their agency costs, for example, by aligning the interests of insiders and minority 

shareholders. This should ultimately result in improved accounting performance, since 

insiders are motivated to invest in projects with positive net present values.  

More specifically, Love (2010) has identified a number of ways in which corporate 

governance mechanisms are likely to improve a company‘s accounting performance: (1) 

with better oversight, managers are likely to be more efficient and invest in value-

maximizing projects; (2) fewer resources will be wasted on non-value-maximizing 

activities such as perquisite consumption by management, or by empire-building or 

shirking; (3) the incidence of tunnelling, related party transactions, and other ways of 

diverting assets or cash flows away from the firm are likely to decline with an 

improvement in governance quality; (4) the likelihood of investors‘ willingness to 

accept a lower return on their investment increases with an improvement in governance 

quality that protects investors from their interests being expropriated, for example, by 

managers or controlling shareholders; and (5) better governance quality allows the firm 

to take advantage of a larger number of profitable growth opportunities through easier 

access to finance on more favourable terms and conditions. Based on agency theory, a 

positive relationship is, therefore, expected between governance quality and the firm‘s 

accounting performance measures.  
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Corporate Governance and Firm Valuation: As the market value of a firm is directly 

related to its accounting performance, similar arguments expressed above have been 

used to explain the relationship between corporate governance and firm valuation, often 

measured by some proxy for Tobin‘s Q. Drobetz, Schillhofer and Zimmermann (2004), 

for example, argue that agency problems are likely to influence a firm‘s stock price (and 

thereby total market value of the firm) as they affect investors‘ willingness to buy a 

stock. Better governance is likely to improve a firm‘s operating performance and 

strengthen minority shareholders‘ rights, leading investors to believe that more of the 

firm‘s profits would be returned to them, rather than being expropriated by insiders who 

control the firm. Consequently, investors are expected to be willing to pay more for the 

stock (La Porta et al. 2002). Therefore, firm value should increase. 

Corporate Governance and Future Stock Returns: If the stock market is assumed to be 

efficient, differences in governance that are publicly revealed will be expected to be 

incorporated into stock prices and hence there should not be any subsequent impact on 

stock returns after controlling for risk. However, when the assumption does not hold, 

from the beginning to the end of the measurement period, the observed relationship can 

be positive or negative. Consistent with Gompers, Ishii and Metrick (2003, 121), 

Drobetz et al. (2004) and Bebchuk, Cohen and Wang (2011) argue that as long as the 

market continues to be surprised by the higher (lower) operating performances of better 

(poorly) governed firms when it is announced, stock returns should reflect such 

governance quality differences. Once the marginal investor learns to appreciate fully the 

differences between well-governed and poorly governed firms, any positive association 

between governance quality and stock returns should disappear (the ―learning‖ 

hypothesis of Bebchuk et al. 2011). 

In contrast to the positive association often predicted, a negative association is 

hypothesized in other studies (for example, Drobetz et al. 2004). Supported by agency 

theory, governance quality is expected to be inversely related to risk. That is, firms with 

better governance quality are expected by investors to be less risky due to their lower 

monitoring, auditing and private costs. Hence, investors in these firms‘ stocks will 

expect a lower stock return before taking risks into account. 

No Relationship Between “Optimal” Corporate Governance and Firm Performance: 

This line of reasoning was pioneered by Demsetz and Lehn (1985) and has been used in 
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a number of later studies (for example, Himmelberg et al. 1999; Demsetz and 

Villalonga 2001). It is founded on the argument that the governance structure of a firm 

and its changes over time are endogenously determined. Based on the costs and benefits 

of implementing each governance mechanism, firms are likely to adopt the optimal 

level of governance for its characteristics. In other words, in a competitive equilibrium 

where the governance structure is optimally chosen, there should not be any further 

benefits from the improvement in governance quality (Love 2010). Therefore, at least in 

a cross-section, there will be no observable relationship between governance quality and 

performance (Ertugrul and Hegde 2009; Love 2010).  

The contrasting CG theories, as discussed above, thus require researchers to make at 

least two key assumptions when examining the governance-performance relationship: 

(1) whether the governance measure is exogenous or endogenous, and (2) whether the 

firm‘s governance structure is in equilibrium or out-of-equilibrium (Hermalin and 

Weisbach 2003). Consistent with the agency literature, many prior studies consider 

governance to be exogenously determined. In this approach, it is also assumed that a 

firm‘s governance is out of equilibrium and hence, changes in governance should have a 

performance effect. In contrast, Demsetz and Lehn (1985) and Himmelberg et al. 

(1999), among others, have concluded that a firm‘s governance is endogenously 

determined by different observable and unobservable firm characteristics. As a firm‘s 

performance and governance structure are endogenously determined, one related 

question arises: Is there a problem of joint endogeneity or simultaneity where firm 

performance is both a result of good governance and itself a factor influencing the 

firm‘s governance structure? Given this possibility, more recent studies (see Table 5-1) 

consider that the firm‘s governance structure may be endogenously determined. They 

then check whether there is any problem of simultaneity and they are cautious in 

interpreting their results as evidence of association or causation. 

Besides their assumption regarding the endogeneity of governance variables, 

researchers also make an assumption, not always explicitly, about whether the firm‘s 

governance is in equilibrium in the sense that, when the firm‘s governance structure is 

in equilibrium, no additional benefit should accrue from any change in governance. On 

the other hand, if it is out of equilibrium, an ‗improvement‘ in governance should have a 

future performance effect. Indeed, many if not most studies assume, implicitly or 

explicitly, that a firm‘s current governance regime is out-of-equilibrium. They then 
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investigate the effects of governance on firm performance (Ertugrul and Hegde 2009). 

This chapter also considers whether firms in an emerging market, Bangladesh, are in 

equilibrium with respect to an endogenously determined governance structure.  

The above discussion suggests that, without controlling for endogeneity, any causal 

interpretation of the relationship between governance quality and firm performance may 

be incomplete. In similar vein, Hermalin and Weisbach (2003, 8) state that ―both 

endogeneity considerations and equilibrium nature of the results should be carefully 

considered when evaluating any study of boards or any other aspect of governance.‖ 

In summary, the relationship between governance quality and firm performance is an 

empirical question. The following subsection summarises the existing literature that 

attempts to shed light on this question. 

5.2.2 Corporate Governance and Firm Performance: Related Studies 

Studies of the relationship between governance and firm performance have used both 

individual governance mechanisms and overall governance quality measures. The most 

commonly used individual governance mechanisms include (i) insider ownership (for 

example, Demsetz and Lehn 1985; Morck, Shleifer, and Vishny 1988; McConnell and 

Servaes 1990; Hermalin and Weisbach 1991; Belkaoui and Pavlik 1992; Craswell, 

Taylor, and Saywell 1997; Himmelberg et al. 1999; Demsetz and Villalonga 2001; Rose 

2005; Farooque et al. 2007a; Guo and Kga 2012), (ii) board composition (proportions of 

executive, non-executive, and independent directors) (for example, Barnhart and 

Rosenstein 1998; Bhagat and Black 1999; Rhoades et al. 2000; Dehaene, De Vuyst, and 

Ooghe 2001; Abdullah 2004; Petra 2005; Nicholson and Kiel 2007; Staikouras, 

Staikouras, and Agoraki 2007; Bhagat and Bolton 2008; Lefort and Urzúa 2008; 

Mashayekhi and Bazaz 2008; Ameer, Ramli, and Zakaria 2010; Yammeesri and Herath 

2010; Guo and Kga 2012), (iii) whether the Chief Executive Officer (CEO) is also the 

Chairman of the board (for example, Rechner and Dalton 1991; Boyd 1995; Rhoades et 

al. 2001; Petra 2005; Elsayed 2007; Lam and Lee 2008; Mashayekhi and Bazaz 2008; 

Ramdani and Witteloostuijn 2010; Yammeesri and Herath 2010; Guo and Kga 2012), 

(iv) board size (for example, Yermack 1996; Eisenberg et al. 1998; Dehaene et al. 2001; 

Dwivedi and Jain 2005; Mak and Kusnadi 2005; Pathan, Skully, and Wickramanayake 

2007; Staikouras et al. 2007; Mashayekhi and Bazaz 2008; Yammeesri and Herath 

2010), (v) board committeessuch as the audit committee, remuneration committee 
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and nomination committeeand their membership and activities (for example, Klein 

1998; Petra 2005; Christensen, Kent, and Stewart 2010; Yammeesri and Herath 2010), 

(vi) executive compensation (for example, Mehran 1995; Core et al. 1999), (vii) board 

meeting frequency (Vafeas 1999) and (viii) anti-takeover provisions (Masulis, Wang, 

and Xie 2007; Stráska and Waller 2010). The empirical evidence is mixed, in that both 

positive and negative relationships have been reported between individual governance 

measures and firm performance. 

Besides using different individual governance mechanisms, many studies use a 

composite measure of governance. The advent of large-scale corporate governance 

databases such as those provided by the ISS and the Investor Responsibility Research 

Center (IRRC) has enabled this use. While many view composite measures as an 

improvement over single measures (for example, Ho 2005), the empirical evidence still 

fails to show a consistent relationship between governance quality and firm 

performance irrespective of whether the study relates to developed or emerging 

countries. A summary of the major literature concerning overall measure of governance 

quality and firm performance is provided in Table 5-1. 

In relation to emerging countries, most studies show a composite measure has a 

significantly positive association with firm value (for example, Black 2001a; 2001b in 

Russia; Klapper and Love 2004 in 14 emerging markets; Bai, Liu, Lu, Song, and Zhang 

2006 in China; Black et al. 2006a in Korea; Black, Love, and Rachinsky 2006c in 

Russia; Chong and López-de-Silanes 2007 in Mexico; Khanchel 2007 in Tunisia; Li and 

Tang 2007 in China; Cheung, Jiang, Limpaphayom, and Lu 2008 in China; Garay and 

González 2008 in Venezuela; Braga-Alves and Shastri 2011 in Brazil; Sami, Wang, and 

Zhou 2011 in China; Black, de Carvalho, and Gorga 2012 in Brazil), but there are other 

studies where no significant relationship is found (for example, Carvalhal-da-Silva and 

Leal 2005). In terms of accounting performance measures such as the rate of return on 

assets or return on equity, the findings are similar. Klapper and Love (2004), Carvalhal-

da-Silva and Leal (2005), Zheka (2006), and Sami et al. (2011) report significant 

associations with accounting performance measures, while other studies do not (Black 

et al. 2006a; Braga-Alves and Shastri 2011). Li and Tang (2007), for example, report 

governance quality is positively related to return on assets and earnings per share, 

operating cash flow per share and net assets per share, but they find no significant 

relationship when using return on equity as the performance measure.   
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Table 5-1: Summary of Studies Published in 2001 and Later on the Relationship Between Composite Measures of Governance Quality and Firm Performance 

Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Black (2001a) 21 Russian public companies 1999 CG rankings by 

one Russian 

investment bank 

 ln (actual market 

capitalization/potential 

Western market 

capitalization) 

 Positive and statistically significant 

association 

 Small sample size 

 No control variables other than 

industry dummy 

 No control for endogeneity 

Black (2001b) 16 Russian public companies 1999 CG rankings by 

one Russian 

investment bank 

 ln (actual market 

capitalization/potential 

Western market 

capitalization) 

 Positive and statistically significant 

association 

 Small sample size 

 No control variables other than 

industry dummy 

 No control for endogeneity 

Gompers et al. 

(2003) 

1,500 US listed companies 1990 to 1999 GIM index of 24 

antitakeover 

provisions 

 Industry-adjusted net profit 

margin: Net income/Sales 

 Industry-adjusted return on 

equity: Net income/Book 

equity 

 Industry-adjusted one-year 

sales growth 

 Industry-adjusted Tobin‘s 

Q 

 Excess stock returns 

 Positive association with net profit 

margin and sales growth 

 Positive but not significant 

association with return on equity 

 Positive association with firm 

value 

 Strong correlation with future 

stock returns 

 

 No control for endogeneity from 

omitted variable bias 

 No control for endogeneity from 

reverse-causality 

 

Klapper and Love 

(2004) 

374 companies in 14 emerging 

markets 

1999 CLSA CG ratings  Tobin‘s Q 

 ROA 

 Positive association with ROA 

 Positive association with firm 

value 

 Use of cross-sectional data 

 No control for endogeneity from 

reverse-causality 

 Control for endogeneity from omitted 

variable bias 

Drobetz, Schillhofer 

and Zimmermann 

(2004) 

91German listed companies 1998 to 2002 Self-constructed 

CG rating using 30 

proxies 

 Monthly geometric 

average stock returns 

 Dividend yield 

 Tobin‘s Q 

 Market-to-book ratio 

 Positive association with firm 

value 

 Negative association with future 

stock returns 

 

 Robust to the inclusion of important 

control variables 

 No control for endogeneity from 

reverse-causality or simultaneity 

Bauer, Guenster and 

Otten (2004) 

Firms included in the FTSE 

Eurotop 300 

1996 to 2001 Deminor‘s CG 

ratings 

 Tobin‘s Q 

 ROE (Operating 

income/Average total 

assets) 

 Net Profit Margin 

 Monthly stock return 

 

 Positive association with firm 

value 

 Negative association with 

accounting performance measures 

 Some evidence of positive 

association with stock return 

 No control for endogeneity  

 Assume constant governance ratings 

for a limited number of years 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Durnev and Kim 

(2005) 

859 companies in 27 countries 1999 to 2001 CLSA CG ratings  Tobin‘s Q  Positive relationship with firm 

value 

 Control for sample selection bias 

 Control for endogeneity using 3-SLS 

Klein, Shapiro and 

Young (2005) 

263 Canadian firms 2002 CG index 

published by the 

Globe and Mail 

 Tobin‘s Q 

 

 No association between overall 

governance quality and firm value 

 Mixed association between 

individual sub-index of governance 

quality and firm value 

 Control for endogeneity using 

instrumental variable approach 

Carvalhal-da-Silva 

and Leal (2005) 

131 Brazilian listed firms 1998 to 2002 Self-constructed 

CG index of 15 

items 

 Tobin‘s Q 

 ROA 

 

 Positive association with operating 

performance  

 No significant association with 

firm value 

 No control for endogeneity 

Core, Guay and 

Rusticus (2006) 

9,917 US firm year 

observations 

1990 to 2003 G-Index of 24 

antitakeover 

provisions 

 ROA  

 Analysts‘ forecast errors 

 Earnings announcement 

returns 

 Positive association with ROA 

 No evidence that 

underperformance of weakly 

governed firms surprises the 

market 

 Assume constant governance ratings 

when actual ratings are not available 

 

Beiner, Drobetz, 

Schmid and 

Zimmermann (2006) 

109 firms listed on the Swiss 

Exchange (SWX) 

2002 Questionnaire 

survey using 38 

governance related 

questions 

 Tobin‘s Q 

 Market-to-book ratio 

 

 Positive association with firm 

value 

 Causation runs in both ways 

 

 Robust to the inclusion of important 

control variables 

 Control for endogeneity from 

reverse-causality or simultaneity 

using 3-SLS 

Brown and Caylor 

(2006) 

1,868 US listed firms 2003 Ratings based on 

51 governance 

factors 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Control for endogeneity using lagged 

performance measure as the 

dependent variable 

Goncharov, Werner 

and Zimmermann 

(2006) 

61 German companies 2002 to 2003 Compliance (with 

German Corporate 

Governance Code) 

score 

 Cum-dividend return for a 

one-year period ending six 

months after the Balance 

Sheet date 

 

 

 

 Compliance with CG code is 

value-relevant after controlling for 

endogeneity bias 

 Control for endogeneity using 2-SLS 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Black, Jang and Kim 

(2006a) 

515 Korean listed companies 2001 Self-constructed 

CG index 

 Tobin‘s Q 

 Market-to-book ratio 

 Market value of common 

and preferred stock/Sales 

 Ordinary Income 

 EBIT 

 EBITDA 

 Strong causal relationship between 

governance quality and firm‘s 

market value 

 No significant association between 

governance quality and accounting 

performance measures 

 Control for endogeneity using 2-SLS 

and 3-SLS 

 

Black, Love and 

Rachinsky (2006c) 

964 Russian firm-year 

observations 

1999 to 2005 Different CG 

measures 

 Tobin‘s Q 

 Market- to-book ratio 

 Market value of common 

and preferred stock/Sales 

 Positive and statistically significant 

association with different 

performance measures 

 Use of panel data 

 Use of fixed effects regressions 

 Control for endogeneity from omitted 

variable bias 

 No test for reverse-causality 

Goncharov, Werner 

and Zimmermann 

(2006) 

61 German companies 2002 to 2003 Compliance (with 

German Corporate 

Governance Code) 

score 

 Cum-dividend return for a 

one-year period ending six 

months after the Balance 

Sheet date 

 Compliance with CG code is 

value-relevant after controlling for 

endogeneity bias 

 Control for endogeneity using 2-SLS 

Nowak, Rott and 

Mahr (2006) 

317 German listed firms (898 

firm-year observations) 

2000 to 2005 Compliance (with 

German Corporate 

Governance Code) 

score 

 Simple weekly return on 

the calendar time portfolio 

 No significant association with 

stock price performance 

 Use of event study methodology to 

check the valuation effect 

Bai, Liu, Lu, Song 

and Zhang (2006) 

1,004 listed companies in 

China 

2000 CG index after 

applying PCA 

 Tobin‘s Q 

 Market-to-book ratio 

 

 Positive association with firm 

value 

 No control for endogeneity 

Zheka (2006) 10,151 firm-year observations 

in Ukraine 

2000 to 2002 Self-constructed 

CG index 

 Net revenue  Corporate governance predicts 

firm performance 

 Control for endogeneity using 2SLS 

and two-stage generalized method of 

moments 

Chong and López-

de-Silanes (2007) 

150 Mexican companies 2002-2003 CG index based on 

annual governance 

reports 

 Tobin‘s Q 

 Market-to-book ratio 

 ROA 

 ROE 

 Dividend payout ratio 

 Positive association with firm 

value, operating performance and 

dividend payout ratio 

 Control for endogeneity using 2SLS 

Khanchel El Mehdi 

(2007) 

Panel data for 24 listed 

Tunisian companies 

2000 to 2005 8 different CG 

variables 

 Marginal Tobin‘s Q  Positive relationship with marginal 

market value 

 

 

 

 

 No control for endogeneity  
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Larcker, Richardson 

and Tuna (2007) 

2,106 US listed companies 2002 39 structural CG 

measures 

 ROA 

 Excess stock returns 

 Abnormal accounting 

accruals 

 Some association with future 

operating performance and future 

excess stock returns  

 No significant association with 

abnormal accrual 

 Principal Components Analysis 

(PCA) cannot take into effect the 

nature of the underlying variables 

 Use of Recursive Partitioning to 

investigate the construct of CG 

Chen, Kao, Tsao and 

Wu (2007a) 

3,233 Taiwanese firm-year 

observations 

1992 to 2001 Governance index 

based on four 

aspects of CG 

 Excess annual stock 

returns 

 Positive association between 

overall governance quality and 

stock performance of firms 

 No control for endogeneity 

Lehn, Patro and 

Zhao (2007) 

3,154 US firm-year 

observations 

1990 to 2003 The GIM index and 

the BCF index 

(Bebchuk et al. 

2009) 

 Market-to-book ratio  Firm value affects corporate 

governance quality but not vice-

versa 

 Control for valuation multiples  

Li and Tang (2007) 1,149 Chinese firms 2003 CG index based on 

six dimensions 

 ROA 

 ROE 

 Net assets per share 

 Earnings per share 

 Operating cash flow per 

share 

 Positive association with all the 

performance measures except for 

ROE 

 No control for endogeneity 

Garay and González 

(2008) 

46 listed Venezuelan 

companies 

2004 Self-constructed 

CG index 

 Dividend payout ratio 

 Market to book value of 

equity (MBVE) 

 Tobin‘s Q 

 

 Positive causal relationship with 

different performance measures 

 Control for self-selection bias 

 Control for endogeneity from omitted 

variable bias 

 Control for endogeneity from 

reverse-causality using 2-SLS 

Bhagat and Bolton 

(2008) 

US listed companies Different 

time periods 

7 different CG 

measures 

 ROA (Operating 

income/year-end total 

assets) 

 Stock return 

 Tobin‘s Q 

 

 Positive association with current 

and future operating performance 

 Negative association between 

board independence and operating 

performance 

 Mixed evidence on the relationship 

with Tobin‘s Q 

 No association with future stock 

market performance 

 

 

 Control for endogeneity using 2-SLS 

and 3-SLS 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Henry (2008) 116 large listed companies on 

the ASX 

1992 to 2002 CG index based on 

ASX Corporate 

Governance 

Council Best 

Practice 

Recommendation 

 Tobin‘s Q 

 Industry adjusted Tobin‘s 

Q 

 

 Significant association between 

overall governance quality and 

firm value 

 Control for endogeneity using 2-SLS 

Cheung, Jiang, 

Limpaphayom and 

Lu (2008) 

100 largest Chinese listed firms 2004 CG index based on 

revised OECD 

principles of 

Corporate 

Governance (2004) 

 Market-to-book value of 

equity 

 No significant association  Control for endogeneity from omitted 

variable bias 

 No test for reverse-causality or 

simultaneity 

Aman and Nguyen 

(2008) 

1,550 Japanese firms  2000 to 2005 Self-constructed 

CG index 

 Monthly stock returns  No significant association after 

controlling for risk factor 

 Assume constant governance ratings 

for the whole sample period 

Bauer, Frijns, Otten 

and Tourani-Rad 

(2008) 

315 Japanese firms 1999 to 2004 GMI ratings  Monthly stock returns 

 

 Positive association between 

overall governance quality and 

stock return 

 Mixed association between 

different CG categories and stock 

returns 

 No control for endogeneity  

 Assume constant governance ratings 

for a limited number of years 

Bebchuk, Cohen and 

Ferrell (2009) 

8,015 US firm year 

observations 

1990 to 2003 E-Index composed 

of six provisions of 

G-Index 

 Tobin‘s Q 

 Stock returns 

 

 Positive association with firm 

value and future stock returns 

 

 Assume constant governance ratings 

when actual ratings are not available 

Brown and Caylor 

(2009) 

2,363 US listed firms 2003 Ratings based on 

51 governance 

factors 

 ROA (industry-adjusted) 

 ROE (industry-adjusted) 

 

 Exchange based governance 

provisions are less associated with 

operating performance than are 

non-exchange based governance 

provisions 

 Attempt to control for endogeneity 

using lagged performance measure as 

the dependent variable 

 

Ertugrul and Hegde 

(2009) 

4,546 US firm-year 

observations 

2003 to 2006 ISS, GMI, and 

TCL ratings 

 Operating income after 

depreciation/Book value of 

total assets  

 Equally weighted weekly 

stock returns 

 Mixed association between 

different CG summary measures 

and future firm performance 

measures 

 

 Could not control for endogeneity 

entirely 

 Limited time-series data for stock-

return analysis 

Chhaochharia and 

Laeven (2009) 

6,134 firm year observations 

from 23 countries 

2003 to 2005 CG index based on 

17 attributes 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Control for endogeneity using 

dynamic panel GMM estimator 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Arcot and Bruno 

(2009) 

1,275 firm year observations 

for companies in the FTSE350 

index 

1998 to 2004 CG index based on 

8 provisions of the 

Combined Code 

 Return on Assets (industry-

adjusted) 

 Value-weighted annual 

stock returns 

 Positive association with firm 

performance 

 No evidence that complied 

companies outperform non-

compliant companies 

 Control for endogeneity using 2-SLS 

and dynamic panel GMM models 

Morey, Gottesman, 

Baker and Godridge 

(2009) 

14,670 monthly observations 

of nearly 200 firms from 21 

emerging countries 

2001 to 2006 AllianceBrenstein‘s 

CG rating  

 Tobin‘s Q 

 Monthly price to book 

ratio 

 Positive association between 

governance quality measure and 

firm valuation, measured by 

Tobin‘s Q or monthly price to 

book ratio 

 Attempt to control the endogeneity 

by directly examining specific firms 

that show a change in governance 

over a specific time.  

Renders, 

Gaeremynck and 

Sercu (2010) 

938 firm year observations 

across 14 EU countries 

2000 to 2003 Deminor‘s CG 

rating data 

 Tobin‘s Q 

 Market-to-sales ratio 

 ROA  

 ROE  

 Market-to-book ratio 

 Positive association with firm 

performance measures after 

controlling for sample selection 

bias and endogeneity 

 Control for sample selection bias 

 Control for endogeneity using 2-SLS 

 

Daines, Gow and 

Larcker (2010) 

US listed firms 2005 to 2007 ISS, GMI, TCL 

and AGR ratings 

 ROA(Operating 

income/Average total 

assets) 

 Future abnormal returns 

 Stock returns 

 Tobin‘s Q 

 Limited evidence of a relationship 

between firm performance 

measures and different 

commercially available 

governance ratings 

 No control for endogeneity  

 

 

Beekes, Hong and 

Owen (2010) 

760 UK firms 2002 23 structural CG 

measures  

 ROA 

 Excess stock returns 

 Abnormal accounting 

accruals 

 Mixed association with future 

operating performance , future 

excess stock returns and abnormal 

accruals 

 Correction for bias in the correlation 

matrix using Discrete Principal 

Component Analysis  

Balasubramanian, 

Black and Khanna 

(2010) 

301 Indian firms 2006 CG index based on 

49 attributes 

 Tobin‘s Q 

 Market-to-book ratio 

 Market-to-sales ratio 

 Positive association between 

governance quality measure and 

each of the three performance 

measures 

 Cannot assess causation due to data 

limitation and lack of plausible 

instrument for governance 

Aggarwal, Erel, 

Stulz and 

Williamson (2010) 

7,530 firms from 23 countries 

(including the US) 

2005 CG index based on 

44 attributes 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Control for endogeneity using 2-SLS 

Bruno and Claessens 

(2010) 

7,078 firm year observations 

from 23 developed countries 

including the US 

2003 to 2005 Three CG indices 

and country level 

investor protection 

index 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Lack of instruments affects the test of 

endogeneity 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Bruno and Claessens 

(2010) 

7,078 firm year observations 

from 23 developed countries 

including the US 

2003 to 2005 Three CG indices 

and country level 

investor protection 

index 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Lack of instruments affects the test of 

endogeneity 

Bozec, Dia and 

Bozec (2010) 

91 Canadian firms 2001 to 2005 CG index 

published by the 

Globe and Mail 

 Tobin‘s Q 

 Technical efficiency using 

DEA analysis 

 Positive association with firm‘s 

technical efficiency 

 No association when using Tobin‘s 

Q 

 

 Control for measurement bias using 

Data Envelopment Analysis (DEA) 

 Control for endogeneity using 

subsample analysis and generalized 

least squares regressions for panel 

data 

Berthelot, Morris 

and Morrill (2010) 

796 Canadian firm year 

observations  

2002 to 2005 CG index 

published by the 

Globe and Mail 

 Stock prices 

 

 Positive association between 

governance quality measure and 

firm‘s stock price 

 No control for endogeneity 

Chen, Chung, Hsu 

and Wu (2010) 

2,024 firm year observations 

for companies included in the 

IRRC databases 

1990 to 2005 The GIM index by 

Gompers et al. 

(2003) 

 

 

 Tobin‘s Q  Firm value affects corporate 

governance but not vice-versa 

 Control for endogeneity using 3SLS 

and GMM methods 

Sami, Wang and 

Zhou (2011) 

1,236 Chinese firm year 

observations 

2001 to 2003 Composite 

governance 

measure of 10 

items 

 Tobin‘s Q 

 ROA  

 ROE  

 

 Positive association with firm 

performance and value 

 No control for endogeneity 

Cheung, Connelly, 

Jiang and 

Limpaphayom 

(2011) 

510 firm year observations of 

the largest companies in Hong 

Kong 

2002, 2004 

and 2005 

Governance index 

of 86 criteria 

 Tobin‘s Q 

 Market-to-Book ratio 

 

 Positive association between 

changes in governance quality and 

changes in firm value 

 Attempt to control the endogeneity 

using forward looking panel data  

Ammann, Oesch and 

Schmid (2011) 

6,663 firm year observations 

from 22 developed countries 

2003 to 2007 CG index based on 

64 attributes 

 Tobin‘s Q 

 

 Positive association with firm 

value 

 Control for endogeneity using 

dynamic panel GMM estimator 

Yu (2011) 5,744 firm year observations 

from 22 developed countries 

2002 to 2005 Four different 

governance indices 

 Value weighted weekly 

stock returns 

 Future earnings‘ response 

coefficients 

 Mostly positive association 

between different governance 

quality measures and stock price 

Informativeness 

 Control for endogeneity using firm 

fixed effect models, restricted 

sample, and difference-in differences 

approach 

Braga-Alves and 

Shastri (2011) 

849 firm year observations 

with stocks traded on the S˜ao 

Paulo Stock Exchange 

(Bovespa) in Brazil 

2001 to 2005 Composite index of 

6 provisions 

 Tobin‘s Q 

 Return on Assets 

 

 Positive association with firm 

value 

 No association with operating 

performance 

 Control for heterogeneity using 

fixed-effects models 

 Control for endogeneity using 

System GMM method 
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Study Sample Time Period CG Measure Performance Measure Findings Design Attributes 

Black, de Carvalho 

and Gorga (2012) 

66 Brazilian private firms 2004 CG index based on 

questionnaire 

survey 

 Tobin‘s Q  Positive association with firm 

value 

 No control for endogeneity 

Renders and 

Gaeremynck (2012) 

1,064 firm year observations 

across 14 EU countries 

1999 to 2003 Deminor‘s CG 

rating date 

 Tobin‘s Q  The impact of governance quality 

on firm‘s value increases with the 

severity of agency conflicts 

 3-SLS to control for endogeneity 

Florackis and 

Palotás (2012) 

3,669 firm-year observations of 

the largest companies in the 

UK 

1999 to 2005 9 CG measures  Tobin‘s Q 

 Return on Assets 

 

 Mixed association with firm value 

and ROA 

 Use of Non-linear Principal 

Component Analysis (NPCA) 

 Control for endogeneity using GMM 

approach 
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In terms of stock market performance, the evidence is limited in the context of emerging 

markets. An exception is Chen, Kao, Tsao and Wu (2007a). They use a panel of 3,233 

Taiwanese firm-year observations over a sample period from 1992 to 2001 and find 

evidence of a positive association between governance quality and excess stock returns. 

In a more recent study, Suvankulov and Ogucu (2011) report that during the 2008-2009 

financial crisis in Russia, firms with better governance quality experienced a smaller 

decline in market value.  

Although the CG structures in developed countries tend to be of higher quality (when 

judged by codes of best practice), the empirical evidence on the governance-

performance relationship in such economies also does not follow a consistent pattern. In 

the US setting, Gompers et al. (2003), Brown and Caylor (2006) and Bebchuk, Cohen 

and Ferrell (2009) document a strong correlation between a composite measure of 

governance quality and firm value measured using Tobin‘s Q, whereas Larcker, 

Richardson and Tuna (2007), Bhagat and Bolton (2008), and Daines, Gow and Larcker 

(2010) report weak or mixed evidence of such a relationship. Similar contradictory 

evidence exists in relation to accounting performance measures (for example, Gompers 

et al. 2003; Ertugrul and Hegde 2009) and future stock returns (for example, Gompers 

et al. 2003; Core et al. 2006; Larcker et al. 2007; Bhagat and Bolton 2008) in the US 

setting. In relation to other developed countries, the evidence is similar to the US 

studies shown in Table 5-1.  

As explained in the theoretical discussion in sub-section 5.2.1, any study on governance 

ideally should determine whether there is an endogeneity issue. From an econometric 

viewpoint, endogeneity may take different forms (Börsch-Supan and Köke 2002; 

Wooldridge 2002; Schultz, Tan, and Walsh 2010; Brown et al. 2011a; Wintoki, Linck, 

and Netter 2011): dynamic endogeneity, where lagged performance affects the current 

measure of governance; simultaneous causality, where the causality may run in both 

directions, that is, it runs from the independent variable to the dependent variable and 

vice-versa; spurious correlation, resulting from omitted variables; sample selection 

bias, when say only the largest companies are included in the sample; and measurement 

error, where a badly measured dependent variable tends to weaken estimation results 

due to a low signal-to-noise ratio. Although researchers are still grappling with the most 

appropriate method to deal with endogeneity, a number of potential solutions can be 



  

149 

 

found in the literature. Table 5-2 provides a summary of methods and issues that must 

be kept in mind while applying them. 

A number of papers have tried to address the effect of endogeneity while examining the 

relationship between governance quality and firm performance using Instrumental 

Variable (IV) estimation methods such as 2SLS, 3SLS and dynamic panel GMM. Using 

variants of GMM methods, some studies (for example, Chhaochharia and Laeven 2009; 

Ammann et al. 2011; Braga-Alves and Shastri 2011) find a positive association between 

governance quality and firm value using Tobin‘s Q; Florackis and Palotás (2012) find 

mixed evidence; Lehn, Patro and Zhao (2007)
58

, Chen, Chung, Hsu and Wu (2010) find 

evidence of reverse-causality (firm value affecting governance quality but not vice-

versa); and Schultz et al. (2010) and Wintoki et al. (2011) do not find any relationship. 

Renders et al. (2010) argue that controlling for sample-selection bias is also necessary, 

as they find their results vary depending on whether or not sample-selection bias is 

addressed. After controlling for all sources of endogeneity, Renders et al. (2010) report 

a positive relationship between governance ratings and performance in a cross-country 

study in Europe. Wintoki et al. (2011) posit that controlling for dynamic endogeneity is 

also necessary.
59

 Using a panel of 6,000 firms over a period of 13 years from 1991 to 

2003, they find no association between governance quality measure and firm 

performance after controlling for dynamic endogeneity, simultaneity, heterogeneity and 

sample selection bias. They also report that the commonly used estimators (such as OLS 

or fixed-effects models) are likely to be biased when they ignore the dynamic 

relationship between current governance and past performance. 

 

                                                 
58

  Lehn, Patro and Zhao (2007) did not use a system GMM approach in their paper. However, they used 

the average lagged value of the dependent variable as one of the control variables in testing the 

relationship between market-to-book ratios and the contemporaneous value of governance measures 

(results appear in Table-4 of their paper). 

59
  Dynamic endogeneity is said to be present when a variable‘s contemporaneous value is influenced by 

its lagged value. For example, this occurs in the governance-performance relation, when the firm‘s 

current governance structure, control characteristics and performance are determined by its past 

performance (Schultz et al. 2010). 
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Table 5-2: Different Forms of Endogeneity, Causes, Possible Remedial Measures and Their Limitations 

Forms of Endogeneity Causes Econometric Consequence(s) Possible Remedial Measure(s) Limitation(s) 

Dynamic Endogeneity When the variable‘s current value is 
influenced by the values in the 

preceding time periods. For example, 

past performance may influence 
current year governance structure 

Estimated coefficients will be biased 
and inconsistent 

 Dynamic panel GMM estimator  Serial correlation and number of lags of the instrumental 
variables may weaken the effectiveness of dynamic panel 

GMM estimator 

 Dynamic panel GMM estimator model may be 
misspecified when economically significant variables are 

omitted and imperfect proxies are used  

Simultaneous causality Arises when both the exogenous and 

endogenous variable simultaneously 
determine each other 

 

Estimated coefficients will be biased 

and inconsistent 

 Use of Instrumental Variable (IV) 

approach such as 2SLS, 3SLS 
 System GMM estimation where lagged 

values are used as instruments 

 Weak instruments can lead to IV estimation producing 

worse results than OLS 
 Stickiness of governance variables may lead to situation 

where it does not solve the endogeneity problem even with 

using lagged values as instruments 

Omitted variables When observable and/or unobservable 

variables are omitted from the model 

 
 

Estimated coefficients will be biased 

and inconsistent 

 Inclusion of all relevant observable 

factors based on literature  

 Use firm fixed-effects models and panel 
data 

 Use proxy variables to control for firm-

specific heterogeneity 
 Use Instrumental Variables (IV)  

 Use Dynamic panel GMM (system 

GMM) estimator 
 

 Including fixed effects in a model with lagged dependent 

variable results in a biased estimate when time dimension 

is small  
 Firm-fixed effects models may erroneously assume 

current governance quality is independent of past 

performance  
 It is often hard to control for all relevant variables due to 

data limitations 

Sample selection bias Arises when the samples are selected 

based on criteria related to the 
dependent variable such as the largest 

listed firms, which are likely to be the 

most profitable as well 
 

Estimated coefficients will be biased as 

the expectation of the error term given 
the exogenous variables will not be 

equal to zero 

 Include all listed companies irrespective 

of their size or profitability 
 Inverse Mill‘s Ratio to check for sample 

selection bias 

 Sub-sample analysis 
 

 Data limitations may create problems when the sample is 

widened 

Measurement error in 

variables 

Arises when the variables measuring 

the same construct such as 
performance are only weakly 

correlated with it 

 

Errors in endogenous variables do not 

cause the estimated coefficients to be 
biased, but they are likely to be 

weakened due to a low signal-to-noise 

ratio. Such errors in exogenous variables 
cause the coefficient estimates to be 

biased and inconsistent. 

 Hausman (1978) test to check for 

measurement error 
 Robustness check based on different 

variables and their measurements 

 

 Choice of instruments is critical 

 

The above table provides a brief overview of the different forms of endogeneity, likely causes, and econometric consequences when they are not controlled for, possible remedial measures and 

limitations of the proposed remedial measures. It is based on literature reviews (Nickell 1981; Börsch-Supan and Köke 2002; Chi 2005; Nikolaev and van Lent 2005; Schultz et al. 2010; Braga-Alves 

and Shastri 2011; Brown et al. 2011a; Wintoki et al. 2011). 
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Finally, Florackis and Palotás (2012, 1) make the important point that the ―empirical 

findings [in their study] also indicate that the magnitude of the economic significance of 

the governance proxies in the performance models, as well as the ranking of firms in 

terms of corporate governance quality, critically depends on the method utilized to 

measure corporate governance.‖ 

The above discussion indicates that evidence on the relationship between governance 

quality and firm performance is mixed irrespective of whether individual governance 

mechanisms or an overall governance quality measure is used and whether the study is 

conducted in advanced economies like the US or in emerging markets. Except for a few 

studies, the literature on emerging markets mostly reports a positive association 

between governance quality and firm performance. The reason is explained in a number 

of studies. For example, consistent with Black (2001a), Renders et al. (2010) and Bozec 

et al. (2010) argue that less than convincing results in the US (where the minimum 

quality of CG is set by law and norms) could be attributable to limited variation in 

governance ratings, resulting in a lack of statistical power in the tests. In contrast, 

emerging markets generally have relatively weak legal and cultural constraints on 

corporate behaviour and correspondingly substantially greater variation in governance 

quality and thus the potential for stronger results. As explained in previous chapters, 

Bangladesh offers a good test case. My study will add to the literature as it looks into 

the effect of governance quality in an emerging market, Bangladesh, using the following 

hypothesis: 

H5.1: Ceteris paribus, there is a positive association between the quality of the 

firm‘s governance and firm performance measures in Bangladesh. 
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5.3 Data and Method 

5.3.1 Measuring Corporate Performance in Bangladesh 

A number of proxies have been used in the literature to measure corporate performance. 

As discussed previously, these proxies focus on accounting ratios, firm value and stock 

market performance. Commonly used accounting performance measures are return on 

assets (ROA), return on equity (ROE), earnings per share (EPS), and dividend per share 

(DPS). Tobin‘s Q and market-to-book value of equity are commonly used proxies for 

firm value. Stock returns (unadjusted or market-adjusted) and abnormal stock returns 

are common indicators of stock market performance.  

One rationale for using an accounting performance measure is that it does not suffer 

from an anticipation problem as do stock returns (Bhagat et al. 2010). For this study, 

ROA is used as the primary accounting performance measure. There are a number of 

reasons for this choice. Consistent with Barber and Lyon (1996), Core et al. (2006) 

argue that unlike earnings per share, ROA is less affected by leverage, extraordinary 

items and other discretionary items. Additionally, ROA has more desirable 

distributional properties than ROE since total assets are strictly positive, but equity can 

be zero or negative (Core et al. 2006). This is also true in the case of Bangladesh. Out of 

2,305 firm-year observations in this study, net income was negative in 769 cases, total 

shareholders‘ equity was negative in 382 cases, and in 282 cases, the return on equity 

was positive because both net income and shareholders‘ equity were negative.  

I use two measures of operating income: operating income before depreciation, and 

operating income after depreciation, following Core et al. (2006). Both operating 

income measures start with sales and subtract cost of goods sold and operating expenses 

(administrative, selling and distribution expenses). The use of operating income before 

depreciation is advocated by Barber and Lyon (1996), among others, because they claim 

it is less affected by managerial discretion in the choice of depreciation policy. Core et 

al. (2006) argue that to determine the extent to which governance affects firm 

performance through capital expenditure, it is necessary to use operating income after 

depreciation.  

The rationale for using market based measures of firm value rather than accounting 

ratios stems from the belief that they are less subject to short-term manipulation by 
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management and hence more robust (Rhoades et al. 2001). Tobin‘s Q is a frequently 

used measure of firm value and is often proxied by the market value of equity plus the 

book value of debt, divided by total assets. Although the use of Tobin‘s Q is popular in 

the governance-performance research and it does not suffer from the anticipation 

problem similar to the accounting performance measures, it suffers from other 

limitations. In using Tobin‘s Q, it is assumed that the capital market knows the correct 

value of the firm and that it is reflected in the current market value of shares (Bozec et 

al. 2010). However, this assumption can be called into question as stock prices are 

volatile (Bozec et al. 2010). The common use of market value of equity in the 

numerator is also likely to generate spurious correlation between governance when 

measured by managerial ownership and firm performance (Bhagat et al. 2010). In a 

recent paper, Dybvig and Warachka (2011) claim that Tobin‘s Q does not measure firm 

performance accurately because the relationship between firm performance and Tobin‘s 

Q is confounded by endogeneity. Considering the limitations of using Tobin‘s Q as a 

performance measure, I opt not to use it as my primary performance measure, but I use 

it as a robustness check. I have not used the market-to-book value of equity at all 

because the book value of equity can be zero or negative. 

Stock market performance based measures have been used in many papers. To examine 

the impact of the quality of firm on the stock market performance, I also use annual 

market-adjusted stock returns. 

5.3.2 Data Requirements and Data Sources 

Accounting performance measures have been calculated using data from company 

annual reports. Other data sources are the same as those used in Chapters 3 and 4. 

Similar to Chapter 3, the initial sample includes 2,305 non-financial firm-year 

observations from 30 June 1996 to 30 June 2009. For 218 firm-year observations, stock 

returns (raw and market-adjusted) could not be calculated due to unavailability of 

trading data for the 365-day period ending on the Balance Sheet date for those stocks
60

 

and for 112 firm-year observations, Tobin‘s Q could not be calculated due to the 

unavailability of data. Thus, the final sample consists of 2,087 firm-year observations 

(before deleting any extreme observations) when using stock market returns as the 

                                                 
60

  Unavailability of trading data can be attributed to a number of reasons such as suspension by the stock 

exchanges, delisting, and a new listing during the year under consideration. 
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performance measure and 2,193 firm-year observations (before deleting any extreme 

observations) when using Tobin‘s Q as the performance measure.  

5.3.3 Empirical Models 

The relationship between the quality of the firm‘s governance and firm performance, as 

predicted by H5.1, is examined using the following regression models: 

                                                                                
                                                                                             
                              

                                                                                   
                                                                                    
            

The variables in the above equations are defined in Table 5-3.  

Table 5-3: Definitions of Dependent and Independent Variables in Chapter 5 

Acronym Definition Measure 

Dependent Variable  

ROA Earnings before interest, taxes, depreciation and 

amortization/Total assets 

Accounting Performance 

ROA1 Earnings before interest and taxes/Total assets Accounting Performance 

STKRTN The continuously compounded annual (365-day period 

ending on the Balance Sheet date) market-adjusted stock 

return 

Market Performance 

STKRTN1 The continuously compounded annual (365-day period 

ending on the Balance Sheet date) stock return 

Market Performance 

TobinsQ Total liabilities and market capitalization at the Balance 

Sheet date/Book value of total assets 

Firm Value 

Independent Variables 

GovScore Governance quality measure based on a checklist of 

governance items  

Governance Quality 

LnAssets Natural log of total assets Firm Size 

LnMktCap Natural log of market capitalization at the Balance Sheet 

date 

Firm Size 

Book2Mkt Book value of equity/Market value of equity  Growth Opportunities 

CapExRatio Capital expenditure/Total assets Capital Expenditure 

Liab2Assets Total debt/Total assets Leverage 

TangAssRatio Tangible assets/Total assets  Capital Intensity 

AdvRatio Total advertising and promotional expenses/Total assets Intangible Assets 

Volatility Weekly stock return volatility over the 52-week period 

ending on the Balance Sheet date 

Firm Risk 

PctInsiders Percentage ownership by insiders Ownership structure 

PctInsiders^2 Percentage ownership by insiders squared Ownership structure 

PctInsiders^3 Percentage ownership by insiders cubed Ownership structure 

PctInstitns Percentage ownership by institutions Ownership structure 

PctInstitns^2 Percentage ownership by institutions squared Ownership structure 

PctForeign Percentage ownership by foreigners Ownership structure 

Year_D Dummy variable indicating the financial year Controlling for year effects 

Industry_D Dummy variable indicating the firm‘s industry Account for industry effects 

GovScore × Yr_D Interaction between GovScore and year dummy Account for interaction effects 

In order to account for omitted variable bias, a number of control variables have been 

added to the regression equation based on prior literature. The control variables include 

firm size (Banz 1981; Lakonishok and Shapiro 1986; Lemmon and Lins 2003; Ehikioya 
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2009; Yammeesri and Herath 2010), book-to-market ratio (Drobetz et al. 2004), 

liabilities to assets ratio (Lemmon and Lins 2003; Ehikioya 2009; Yammeesri and 

Herath 2010), ownership variables (Lemmon and Lins 2003; Black et al. 2006a; 

Ehikioya 2009; Balasubramanian et al. 2010), firm risk (Anderson and Reeb 2003; 

Drobetz et al. 2004; Ehikioya 2009), advertising ratio (Black et al. 2006a; Farooque et 

al. 2007a; Balasubramanian et al. 2010), tangible assets ratio (Maury and Pajuste 2005; 

Black et al. 2006b; Balasubramanian et al. 2010) and capital expenditure ratio (Black et 

al. 2006b; Balasubramanian et al. 2010). Year and industry dummy variables are used to 

account for any systematic year and industry effects on the performance variable. 

The relationship between insider ownership and performance is not clear ex ante. On the 

one hand, the association can be positive, with performance being an increasing 

function of insider ownership consistent with the ‗incentive-alignment‘ or 

‗convergence-of-interest‘ hypothesis of Jensen and Meckling (1976). On the other hand, 

when insiders own a substantial fraction of firm equity, they may engage in 

expropriating the rights of minority shareholders. This argument gives rise to the 

‗entrenchment hypothesis‘, where excessive insider ownership may have a detrimental 

effect on corporate performance because insiders with high level of ownership stake 

become entrenched (de Miguel, Pindado, and de la Torre 2004). Because of these two 

opposing effects, the relationship may be non-linear. Considering ownership as 

exogenous, empirical studies provide support for a positive (Mehran 1995; Xu and 

Wang 1999; Kang and Kim 2012), negative (Gugler 1998; Pervan and Todoric 2012) 

and non-linear relationship
61

 (Morck et al. 1988; McConnell and Servaes 1990; 

Belkaoui and Pavlik 1992; Han and Suk 1998; Short and Keasey 1999; Cui and Mak 

2002; de Miguel et al. 2004; Farooque et al. 2007a; Shyu 2011). Mixed evidence is also 

found when ownership is considered endogenously determined (Chung and Pruitt 1996; 

Loderer and Martin 1997; Cho 1998; Himmelberg et al. 1999; Demsetz and Villalonga 

2001). 

To test whether insider and institutional ownership are non-linearly related to firm 

performance in Bangladesh, I have included the squared and cubic values of insider 

ownership (PctInsiders). Following Farooque et al. (2007a), the squared value of 

institutional ownership (PctInstitns) is also included. Since, the average shareholding by 

                                                 
61

  Weak support for non-linear relationship is found by Craswell et al. (1997) and Welch (2003), both in 

the context of Australia.  
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foreign shareholders is comparatively low (1.78%), I have not included any squared 

value of foreign ownership.
62

 

To ascertain whether the influence of governance quality varies significantly by year, 

interaction variables (formed by multiplying GovScore by a dichotomous variable, 

Year_D, indicating whether or not an observation belongs to a particular financial year) 

are added to the equation. Year 2005 is treated as the reference year. The choice of 2005 

is guided by the fact that the CG guidelines in Bangladesh became effective for annual 

reports published on or after 9 January 2006. Consequently, because of the lag in 

publishing their results, companies with financial years ending on 31 December 2005 

were among the first to be required to report on the extent of their compliance with the 

guidelines.  

As in earlier chapters, for easier interpretation all continuous regressors are standardized 

by deducting the mean and dividing by their standard deviation based on the cases used 

to fit each model, while all dichotomous variables are mean-centred.  

5.4 Data Analysis 

5.4.1 Descriptive Statistics 

Descriptive statistics for the continuous and count variables for the overall sample 

period are presented in Table 5-4. Return on assets (ROA), when measured by the 

EBITDA to total assets ratio, ranges from 51.37% to 58.75%, with a mean of 5.06%. It 

has a mean 4.40% and ranges from 55.53% to 54.72%, when measured by EBIT to 

total assets ratio (ROA1). The continuously compounded market-adjusted stock return 

(STKRTN) has a mean of 11.38%, a minimum of 174.84% and a maximum of 

218.58%. The continuously compounded unadjusted stock return (STKRTN1) has a 

mean of 6.94%, a minimum of 199.24% and a maximum of 219.06%. TobinsQ ranges 

from 0.244 to 22.134, with a mean of 1.332. 

                                                 
62

  Previously, Imam and Malik (2007) included the squared value of the change in foreign ownership in 

their model. However, they reported a non-linear monotonic relationship between a change in foreign 

ownership and firm performance; that is, the coefficients of both the change in foreign ownership and 

its squared value were positive and significant. 
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Table 5-4: Descriptive Statistics for the Dependent and Independent Variables in Chapter 5 

Variable N Mean SD Minimum Q1 Median Q3 Maximum 

ROA 2305 5.062 9.275 -51.369 -0.075 4.953 9.687 58.748 

ROA1 2305 4.399 9.270 -55.533 -0.218 4.659 9.295 54.722 

STKRTN 2087 -11.382 46.625 -174.843 -40.195 -10.450 15.362 218.581 

STKRTN1 2087 6.938 49.790 -199.243 -22.799 2.532 32.144 219.061 

TobinsQ 2193 1.332 1.130 0.244 0.823 1.030 1.435 22.134 

GovScore 2305 35.805 17.512 12.000 24.000 29.000 44.000 104.000 

LnAssets 2305 19.608 1.450 15.326 18.756 19.65 20.423 24.796 

LnMktCap 2193 18.472 1.793 14.047 17.173 18.371 19.564 24.777 

Book2Mkt 2147 0.920 2.835 -16.341 0.348 0.940 1.802 16.292 

CapExRatio 2257 0.035 0.056 0.000 0.001 0.010 0.043 0.317 

TangAssRatio 2305 0.480 0.240 0.000 0.286 0.489 0.670 0.991 

Liab2Assets 2249 0.696 0.451 0.002 0.438 0.619 0.820 3.402 

Volatility 2144 0.065 0.032 0.000 0.043 0.060 0.082 0.176 

AdvRatio 2250 0.003 0.007 0.000 0.000 0.000 0.003 0.050 

PctInsiders 2276 42.834 19.480 0.000 33.330 48.840 50.750 98.220 

PctInstitns 2276 15.635 14.903 0.000 0.910 12.795 24.979 96.190 

PctForeign 2276 1.784 5.657 0.000 0.000 0.000 0.010 57.39 

This table presents descriptive statistics for variables in Chapter 5. Descriptive statistics include standard 

deviations, and percentiles (minimum, first quartile (Q1), median, third quartile (Q3), and maximum) of 

the count and continuous variables. ROA is the return on assets, which is the ratio of operating income 

before interest, depreciation & amortization (EBITDA) to year-end book value of total assets in 

percentage form. ROA1 is the ratio of the EBIT to year-end book value of total assets in percentage form. 

STKRTN is the continuously compounded annual (365-day period ending on the Balance Sheet date) 

market-adjusted stock return in percentage form. STKRTN1 is the continuously compounded annual (365-

day period ending on the Balance Sheet date) unadjusted stock return in percentage form. TobinsQ is 

measured as total liabilities and market capitalization as on the Balance Sheet date divided by year-end 

book value of total assets. GovScore is the governance quality measure using the 148 item checklist. 

LnAssets is the natural log of total assets. LnMktCap is the natural log of total market capitalization at the 

balance sheet date. Book2Mkt is the book-to-market value of equity ratio. CapExRatio is the ratio of 

capital expenditure to total assets, TangAssRatio is the tangible assets to total assets ratio. Liab2Assets is 

the total liabilities to total assets ratio. Volatility is the weekly stock return volatility over the 52-week 

period ending on the Balance Sheet date. AdvRatio is the ratio of total advertising and promotional 

expense to total assets. PctInsiders is the percentage shareholding of the company insiders (sponsors 

and/or directors). PctInstitns is the institutional shareholding in percentage form. PctForeign is the 

percentage of shareholding of the foreign shareholders. 

Pearson‘s product-moment correlations between the continuous variables are presented 

in Table 5-5 to validate data consistency as well as to highlight obvious instances of 

significant multicollinearity. Table 5-5 shows that the correlation between the two 

accounting performance measures is high (r = 0.964), as expected because of the high 

degree of overlap. The correlations between accounting performance measures and 

stock returns (unadjusted and market-adjusted) are weak but significant. The 

correlations between accounting performance measures and TobinsQ are also weak, 

with the correlation being significant on a two-tailed test for ROA1 (r = 0.053) but not 

for ROA (r = 0.011). The correlation between the two stock market performance 

measures is high and significant (r = 0.715). Similar to the accounting performance 

measures, the correlations with TobinsQ is weak, although significant (r = 0.129 for 

STKRTN and 0.215 for STRKRTN1) and to some extent artifactual, since a high stock 

market return means the stock price is also higher. Similar artifactual correlation exists 

between TobinsQ and Book2Mkt (r = 0.462). Governance quality (GovScore) is 
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Table 5-5: Pearson Pairwise Correlation Coefficients for the Continuous Variables in Chapter 5 and for the Overall Period from 1996 to 2009 

 
ROA ROA1 STKRTN STKRTN1 TobinsQ GovScore LnAssets LnMCap Book2Mkt C.ExRatio T.AssRatio L2Assts Volatility AdvRatio %Insiders %Institns 

ROA1 0.964* 

  

  

        

 

  STKRTN 0.184* 0.187* 
 

  
        

 
  STKRTN1 0.180* 0.177* 0.715*              

TobinsQ -0.011 -0.053* 0.129* 0.215*             

GovScore 0.207* 0.208* 0.122* 0.277* 0.079* 
        

 
  LnAssets 0.201* 0.249* 0.066* 0.086* -0.130* 0.363* 

       

 

  LnMktCap 0.413* 0.435* 0.235* 0.269* 0.116* 0.422* 0.805* 

      

 

  Book2Mkt 0.083* 0.111* -0.126* -0.114* -0.462* 0.019 0.142* 0.012 
     

 
  CapExRatio 0.220* 0.1951* 0.106* 0.084* 0.007 0.077* 0.054* 0.190* 0.024 

    

 

  TangAssRatio -0.161* -0.1951* -0.037 -0.065* -0.126* -0.149* -0.169* -0.157* 0.017 0.187* 

   

 

  Liab2Assets -0.281* -0.299* -0.019 -0.160 0.295* -0.116* -0.159* -0.333* -0.605* -0.179* -0.032 
  

 
  Volatility -0.112* -0.105* 0.232* 0.245* 0.143* -0.023 -0.063* 0.022 -0.138* -0.050* 0.016 0.067* 

 

 

  AdvRatio 0.271* 0.257* 0.033 0.054* 0.039 0.160* 0.127* 0.258* -0.021 0.123* -0.103* -0.151* -0.085*    

PctInsiders 0.170* 0.190* -0.024 -0.030 -0.006 -0.003 -0.147* -0.062* -0.011 0.110* 0.180* 0.005 -0.070* 0.061* 
  PctInstitns -0.040 -0.025 -0.011 0.0150 -0.042* 0.061* 0.034 0.034 0.0423* -0.006 0.006 -0.006 -0.038 -0.018 -0.225* 

 PctForeign 0.074* 0.080* 0.021 -0.005 -0.008 0.010 0.157* 0.177* 0.029 0.030 0.060* -0.089* 0.056* 0.037 -0.031 -0.058* 

This table presents Pearson correlation coefficients between the continuous variables used in the study. ROA is the return on assets, which is the ratio of operating income before 

interest, depreciation & amortization (EBITDA) to year-end book value of total assets in percentage form. ROA1 is the ratio of the EBIT to year-end book value of total assets in 

percentage form. STKRTN is the continuously compounded annual (365-day period ending on the Balance Sheet date) market-adjusted stock return in percentage form. STKRTN1 is 

the continuously compounded annual (365-day period ending on the Balance Sheet date) unadjusted stock return in percentage form. TobinsQ is measured as total liabilities and 

market capitalization as on the Balance Sheet date divided by year-end total assets. GovScore is the governance quality measure using the 148 item checklist. LnAssets is the natural 

log of total assets. LnMktCap is the natural log of total market capitalization at the balance sheet date. Book2Mkt is the book-to-market value of equity ratio. CapExRatio is the ratio 

of capital expenditure to total assets, TangAssRatio is the tangible assets to total assets ratio. Liab2Assets is the total liabilities to total assets ratio. Volatility is the weekly stock return 

volatility over the 52-week period ending on the Balance Sheet date. AdvRatio is the ratio of total advertising and promotional expense to total assets. PctInsiders is the percentage 

shareholding of the company insiders (sponsors and/or directors). PctInstitns is the institutional shareholding in percentage form. PctForeign is the percentage of shareholding of the 

foreign shareholders. Correlation significant at 5% level (using a two-tailed test) is denoted by *. 
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positively correlated with all performance measures and all these correlations are 

significant. Significant correlations also exist between the performance measures and 

most of the remaining continuous variables. 

To further check obvious instances of significant multicollinearity, Variance Inflation 

Factors (VIFs) of the independent variables are computed (results untabulated). None of 

the VIFs exceeds 10 (the rule-of-thumb cut off number to identify instances of 

multicollinearity in the multiple regression models), suggesting that multicollinearity is 

not a problem. 

5.4.2 Multivariate Analysis 

The empirical analysis proceeds in two parts. In sub-section 5.4.2.1, the relationship 

between corporate governance and accounting performance is examined. The 

relationship between corporate governance and stock market performance is analysed in 

sub-section 5.4.2.2. 

5.4.2.1 Corporate Governance and Accounting Performance 

Ideally, I would estimate the panel in a firm fixed effects (FE) setting with time-varying 

coefficients. One of the important concerns in using FE models arises from the ‗sticky‘ 

nature of governance quality over time. When the variables of interest do not change 

frequently over time, such as the GovScore as shown in Chapter 3, the coefficients of 

such variables are identified on the basis of only minor within-firm variation rather than 

on the basis of substantial between-firm variation
63

 in the fixed-effects panel regression 

(Bauer, Eichholtz, and Kok 2010). Consequently, ―for variables with a small variation, 

the estimates are imprecise (has a large variation) and therefore results tend to become 

insignificant due to small variation across time‖ (Smith 2006, 578-579). Another 

concern in FE models is that ―…when the variables of interest are constant for each 

individual, a fixed effects regression is not an effective tool because such variables 

cannot be included‖ (Dougherty 2007, 416). Using FE models, therefore, will mean that 

time-invariant variables such as an industry dummy cannot be included in the regression 

equation. Since I expect that cross-sectional variation in corporate governance (rather 

than the small changes in governance over time) will be the driver of the relationship 

between governance quality and firm performance after controlling for both time 

                                                 
63

  Between-firm variation is removed by firm fixed effects (Zhou 2001). 
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varying and time invariant variables, I opt not to use panel regression estimates. 

However, I include time and industry fixed-effects in the regression equation and report 

standard errors adjusted for the serial-correlation within a firm to address possible bias 

in the standard errors, following Petersen (2009) and Gow, Ormazabal and Taylor 

(2010).  

A significantly positive or negative coefficient of GovScore would provide evidence of 

an association between the strength of the firm‘s quality of governance and subsequent 

operating performance. To establish a stronger causal link, I would ideally conduct tests 

of the relation between changes in GovScore and subsequent changes in operating 

performance, as per Cheung et al. (2011). However, as the GovScore is sticky (that is, it 

changes little from year to year), I follow the common practice in the governance-

performance literature and use a levels approach. 

Table 5-6 presents the results from the OLS regressions of ROA (EBITDA/Total assets) 

on the contemporaneous quality measure of the firm‘s governance (GovScore) along 

with other control variables. Regression (1) shows that GovScore has a significantly 

positive effect (at the 1% level of significance) on the firm‘s accounting performance 

measure, with a one standard deviation increase in GovScore predicting a 4.86% 

increase in ROA. When the ownership variables are added to the equation (regression 

(2)), the economic significance of GovScore decreases by just over a quarter of a 

percentage point, with a one standard deviation increase in GovScore predicting a 4.5% 

increase in ROA.  

Among the ownership variables, when the regression errors are not clustered, I find 

support for a non-linear relationship between insiders‘ percentage ownership in the firm 

and ROA, with a negative relationship up to 23.5% of insider‘s ownership, followed by 

a positive relationship. When errors are clustered at the firm-level, the association is 

estimated to be negative up to 19.3% insider ownership, after which the association is 

positive.
64

 Ownership by institutional shareholders and foreign shareholders are not 

found to be significant in any of the models. Among the control variables, firm size is 

positive but not significant in any of the models. Except for firm size, other firm-

specific variables are found to be significant and with their expected signs.  

                                                 
64

  It is to be noted that the turning point is calculated only when the squared or cubic term is significant. 

When errors are clustered at the firm-level, only the squared value of insiders‘ ownership is 

significant, so I report one turning point. 
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Table 5-6: Pooled OLS Regression Estimates for the ROA Models with Contemporaneous Governance and Other Control Variables 

 Expected Dependent Variable: ROA 

 Sign (1) (2) (3) (4) (5) (6) 

Constant  5.428*** 5.528*** 5.428*** 5.528*** 5.428*** 5.528*** 

  (34.21) (35.71) (34.21) (35.71) (16.55) (17.46) 

GovScore + 4.855*** 4.501*** 4.855*** 4.501*** 4.855*** 4.501*** 

  (10.02) (9.39) (11.34) (10.57) (6.79) (6.15) 

LnAssets + 0.073 0.059 0.073 0.059 0.073 0.059 

  (0.37) (0.29) (0.33) (0.26) (0.16) (0.12) 

Book2Mkt  -1.275*** -1.035*** -1.275*** -1.035*** -1.275*** -1.035*** 

  (-5.79) (-4.78) (-6.29) (-5.22) (-3.86) (-3.18) 

Liab2Assets +/ -2.087*** -2.071*** -2.087*** -2.071*** -2.087*** -2.071*** 

  (-9.07) (-9.13) (-6.60) (-6.59) (-4.27) (-4.10) 

CapExRatio + 1.207*** 1.152*** 1.207*** 1.152*** 1.207*** 1.152*** 

  (7.05) (6.86) (7.03) (6.98) (5.15) (5.45) 

TangAssRatio  -1.247*** -1.250*** -1.247*** -1.250*** -1.247*** -1.250*** 

  (-6.75) (-6.86) (-6.88) (-6.98) (-3.39) (-3.46) 

Volatility +/ -1.010*** -0.758*** -1.010*** -0.758*** -1.010*** -0.758** 

  (-5.44) (-4.10) (-4.89) (-3.80) (-3.16) (-2.48) 

AdvRatio +/ 1.160*** 1.166*** 1.160*** 1.166*** 1.160*** 1.166*** 

  (6.38) (6.52) (6.64) (6.60) (3.39) (3.34) 

GovScore× Yr1 +/ 9.595*** 8.252*** 9.595*** 8.252*** 9.595*** 8.252** 

  (2.99) (2.63) (3.17) (2.80) (2.95) (2.57) 

GovScore × Yr2 +/ 6.366** 5.179* 6.366** 5.179** 6.366** 5.179* 

  (2.08) (1.72) (2.43) (2.00) (2.37) (1.95) 

GovScore × Yr3 +/ 7.975*** 7.257*** 7.975*** 7.257*** 7.975*** 7.257*** 

  (3.13) (2.91) (3.25) (2.97) (3.19) (2.93) 

GovScore × Yr4 +/ 6.402*** 5.714** 6.402*** 5.714** 6.402*** 5.714** 

  (2.83) (2.55) (2.77) (2.49) (2.75) (2.45) 

GovScore × Yr5 +/ 7.004*** 6.979*** 7.004*** 6.979*** 7.004*** 6.979*** 

  (4.07) (4.11) (4.63) (4.46) (4.31) (4.26) 

GovScore × Yr6 +/ 3.271** 3.252** 3.271** 3.252** 3.271** 3.252** 

  (2.13) (2.17) (1.97) (2.00) (2.00) (1.99) 

GovScore × Yr7 +/ -0.535 -0.457 -0.535 -0.457 -0.535 -0.457 

  (-0.37) (-0.32) (-0.34) (-0.29) (-0.42) (-0.36) 

GovScore × Yr8 +/ 0.626 0.607 0.626 0.607 0.626 0.607 

  (0.46) (0.45) (0.40) (0.39) (0.48) (0.46) 
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GovScore × Yr9 +/ 1.174 0.932 1.174 0.932 1.174 0.932 

  (0.84) (0.68) (0.93) (0.71) (0.97) (0.76) 

GovScore × Yr11 +/ 1.098 0.874 1.098 0.874 1.098 0.874 

  (1.29) (1.06) (1.19) (0.96) (1.49) (1.22) 

GovScore × Yr12 +/ 1.662* 1.436* 1.662 1.436 1.662* 1.436 

  (1.86) (1.65) (1.48) (1.29) (1.69) (1.46) 

GovScore × Yr13 +/ 1.494 1.250 1.494 1.250 1.494* 1.250 

  (1.63) (1.40) (1.56) (1.34) (1.67) (1.43) 

GovScore × Yr14 +/ 0.428 0.508 0.428 0.508 0.428 0.508 

  (0.35) (0.42) (0.39) (0.46) (0.41) (0.48) 

PctInsiders +/  -4.108***  -4.108***  -4.108* 

   (-3.74)  (-3.64)  (-1.81) 

PctInsiders^2 +/  8.548***  8.548***  8.548* 

   (3.52)  (3.45)  (1.77) 

PctInsiders^3 +/  -3.562**  -3.562**  -3.562 

   (-2.36)  (-2.27)  (-1.19) 

PctInstitns +/  -0.491  -0.491  -0.491 

   (-1.02)  (-1.06)  (-0.60) 

PctInstitns^2 +/  0.744  0.744  0.744 

   (1.53)  (1.55)  (0.94) 

PctForeign +/  0.195  0.195  0.195 

   (1.09)  (1.21)  (0.66) 

Year and Industry Dummy Yes Yes Yes Yes Yes Yes 

Adjusted R2  0.289 0.312 0.289 0.312 0.289 0.312 

F-Statistic  18.459 18.117 18.810 16.744 10.451 10.043 

Observations  1980 1964 1980 1964 1980 1964 

Turning Point(s) for PctInsiders  23.5,108.7  23.5,108.7  19.3 

This table reports estimates of coefficients of firm-level pooled OLS regressions of financial performance, measured by ROA, on corporate governance quality (GovScore), and different firm characteristics. ROA is 

the ratio of EBITDA to total assets in percentage form. GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include LnAssets (natural log of total assets), 

Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio 

of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in 

percentage form). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect between GovScore and different year dummies. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are in parentheses. 

Regressions (1) and (2) are pooled OLS without controlling for heteroscedasticity (thus with the default standard errors). Regressions (3) and (4) are based on robust standard errors. Regressions (5) and (6) are 

based on robust standard errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test 

otherwise. The turning point is the percentage of ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions.      
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The coefficient of the liabilities to assets ratio is negative and statistically significant at 

the 1% level. This finding is consistent with most of the prior literature such as Kester 

(1986), Rajan and Zingales (1995), Wald (1999), Huang and Song (2006), and Zeitun 

and Tian (2007), where a negative association between firm profitability and leverage is 

reported. Using 3-SLS, Bhagat and Bolton (2008) find that lower leverage is associated 

with higher ROA. ‗Pecking order‘ theory provides one explanation for the negative 

association, where it is argued that there is a ‗pecking order‘ among financing sources 

used by the firm: retained earnings are used first, followed by external debt, and equity 

financing only as a last resort (Myers and Majluf 1984). However, the average liabilities 

to assets ratio is 69.61% in my sample, suggesting that less than a third of assets are 

financed by retained earnings or equity capital, which does not obviously support the 

‗pecking order‘ theory. A more plausible explanation might be that due to agency 

conflicts, companies may have over-leveraged themselves, which negatively affected 

their subsequent performance. Moreover, the finding of BEI (2003) of political 

interference in lending decisions by banks, together with the presence of a default 

culture
65

 in the banking sector of Bangladesh, may also help to explain the negative 

association. Perhaps, it is no surprise that the tax based models or the ‗free cash flow‘ 

hypothesis of Jensen (1986) do not seem to explain the seemingly high liabilities to 

assets ratio in Bangladesh.
 66

  

In the regression model, the book-to-market ratio is used to proxy for growth 

opportunities, and the tangible assets ratio is a proxy for asset tangibility or capital 

intensity. Consistent with the argument that a firm with greater growth opportunities 

should perform better, I find the book-to-market ratio has a negative coefficient and is 

significant. I expected a negative sign for the tangible assets ratio, since firms with 

fewer tangible assets presumably have a higher proportion of intangible assets (for 

example, human capital) generating cash flows (Maury and Pajuste 2005). The results 

                                                 
65

  Younus (2005) identifies three main reasons behind the default culture: (i) information problems in 

the form of moral hazard, adverse selection, or monitoring costs of commercial banks in selecting 

borrowers; (ii) the lack of legal actions against defaulters since a major portion of the loans goes to 

influential businessmen, politicians, and insiders; and (iii) the government‘s practice of debt 

forgiveness, which encourages non-payment of debt in Bangladesh. 

66
  Tax-based models suggest that profitable firms should borrow more, ceteris paribus, since interest on 

borrowing is tax-deductible (Modigliani and Miller 1958). In the ‗free cash flow‘ hypothesis, Jensen 

(1986) argues that debt can act as a disciplinary mechanism ensuring that managers pay out profits 

rather than build empires, and therefore more debt in the capital structure should be associated with 

improved corporate performance. 
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in Table 5-6 are consistent with this idea. I have also used the capital expenditure ratio 

to account for growth opportunities and capital intensity, following Black et al. (2006a) 

and Bhattacharya and Graham (2007). I find a higher capital expenditure ratio is 

positively associated with improved ROA in Bangladesh, which is consistent with 

Black et al. (2006a). I did not predict a specific sign for the advertising ratio. The sign 

should depend on the extent to which firms become successful, net of the amount of 

expenditure, in using advertising as a means to enhance the profitability of their capital 

investments. A statistically significant positive coefficient for advertising expenditure 

suggests that the net effect of advertising expenditure is positively associated with 

ROA, consistent with Agrawal and Knoeber (1996), Al Farooque et al. (2007a) and 

Schatzberg, Hozier and Schatzberg (2012). 

In Table 5-6, the coefficient of stock volatility is negative. One possible explanation for 

this anomalous result is that stock market volatility does not properly account for firm 

risk. To further investigate the negative association, I regress stock volatility on its 

common determinants and find that in Bangladesh, a greater proportion of insiders‘ 

ownership is associated with less stock volatility. This finding, along with the positive 

association between insider ownership and operating performance, may explain the 

negative association. Anderson and Reeb (2003) also report a negative association.  

The interaction between governance and the individual year is found to be significant 

only for the first six years. It is to be noted that the coefficient of the interaction term 

indicates by how much the mean difference of the effect of GovScore on ROA between 

a particular year and the reference year (2005) is predicted to change given a one unit 

increase in GovScore. The results suggest that the mean difference is higher for the 

earlier years. It seems that during the earlier years, the effect of governance quality on 

firm performance was higher in comparison to the reference year. One possible 

explanation may be that many companies were less concerned about their governance 

quality in the earlier years. Once better governed firms were seen to be successful, in 

the sense that they had higher operating profits, other firms mimicked them. As firms 

become more familiar with the importance of governance practices, the differential 

effect of improved governance on firm performance became less important.  

These findings hold in models where robust standard errors are used (Regressions (3) 

and (4)), or the errors are clustered at the firm-level (Regressions (5) and (6)). The 
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overall explanatory power of all of the regression models is about 32% when ownership 

variables are included. A caveat in using both current-year ROA and the current year 

governance quality measure is the issue of endogeneity where both variables are 

simultaneously determined. One of the recommended ―fixes‖ for endogeneity is the use 

of instrumental variables
67

 and estimates based on 2SLS, 3SLS or System GMM. 

However, the challenge is to find valid instruments.
68

 Consistent with Bound, Jaeger 

and Baker (1995) and Larcker and Rustics (2010), Brown et al. (2011a, 108) caution 

that ―if the instruments are weak, IV estimation can produce far worse results than OLS, 

yielding not only larger standard errors but also a bias in IV towards OLS as the 

explanatory power of the instruments approaches zero.‖  

Larcker and Rustics (2010) advise a number of steps be followed when instrumental 

variables are to be used: (1) use economic theory to select and justify the choice of 

instruments; (2) evaluate first-stage results and diagnostics; (3) evaluate second-stage 

results and diagnostics; (4) conduct sensitivity analysis on the choice of instruments; 

and (5) compare and contrast the estimates from OLS and 2SLS methods.  

For my study, a number of possible instruments can be identified. For example, similar 

to Henry (2008), a dummy variable, signifying the introduction of governance 

guidelines in 2006 could be employed as an instrument for governance quality. In that 

case, the dummy variable would be coded as 1 if the firm‘s financial-year ends on or 

after 31 December 2005 and 0 otherwise. The suitability of this variable as an 

instrument is based on the findings in Chapter 3 that firm‘s governance quality increases 

significantly after the introduction of the guidelines and the expectation that any 

performance effect of the guidelines would only be through their impact on governance 

quality. However, the real challenge emerges when the original model (Table 5-6) is 

considered. In the original equation, the year dummies are used to control for variation 

in the dependent variable over time. The year dummies are jointly significant (F = 8.32, 

p-value = 0.000) suggesting that they must be included in the regression equation. Since 

the regulation change dummy variable is similar to a year dummy variable, it is 

                                                 
67

  A valid instrument is one that has a strong correlation with the endogenous variable but is not 

correlated with the regression error term. 

68
  The problem is less severe when using a system GMM approach as it uses lagged values of the 

endogenous variables as the instruments. While this feature makes the use of system GMM appealing, 

other issues arise from the assumptions underlying the system GMM approach.  
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correlated with the year dummy variable. Hence, in my case, I do not consider the 

regulation change as a viable instrument for GovScore. 

A second possible instrument is the variable measuring the firm‘s listing age 

(Firm_Age). Following Klein et al. (2005), it can be argued that firms with a longer 

history of trading on an exchange become more familiar with best practice governance 

and are more likely to accept higher governance standards. Moreover, information 

asymmetry is reduced as investors become more familiar with such a firm, which limits 

the ability of poor governance practices to survive.  

Table 5-7: Relation Between Corporate Governance Quality and ROA 

 
OLS 

Coefficient 

First-Stage of 2SLS Overidentifying 
Restrictions 

tests 

DWH test 

of 

Endogeneity 

2nd Stage of 2SLS 

 Instrument 

Coefficient 

Overall 

Adj. R2 

Partial 

R2 

Partial F-

statistics 

GovScore 

Coefficient 

GovScore 2.969 
(9.46) 

       

Instruments         

Firm_Age  0.076 

(5.55) 

0.714 0.014 30.78 

(p = 0.00) 

N/A F = 0.251 

(p = 0.613) 

N/A 

MNCoy  0.387 

(5.01) 

0.714 0.015 25.11 

(p = 0.00) 

N/A F = 57.570 

(p = 0.000) 

23.112 

(z = 4.41) 
         

Firm_Age  

& 
MNCoy 

 0.059 

(4.19) 
0.309 

(3.86) 

0.716 0.023 22.54 

(p = 0.00) 
2 = 19.231 

(p = 0.000) 

F = 27.473 

(p = 0.000) 

14.183 

(z = 4.90) 

This table shows results for the relationship between governance quality and performance using ROA. The first set of results is from 

robust OLS regression of ROA on GovScore and control variables. The second set of results is from the first-stage of a 2SLS 
regression where GovScore is treated as endogenous. After reporting first-stage results, overidentifying restrictions tests and Durbin-

Wu-Hausman (DWH) tests of endogeneity are reported in the next two columns. The final column reports the predicted GovScore 

coefficient when endogeneity is found. GovScore is a composite measure of governance quality using the 148 item checklist. Firm 

characteristics include LnAssets (natural log of total assets), Book2Mkt ratio (ratio of book value of equity to the year-end market 

value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), 

TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on 
the Balance Sheet date), AdvRatio (total advertising and promotional expenses to total assets ratio). Instrumental variables include 

Firm_Age, which is the natural log of (1+ the number of years of listing on the Dhaka Stock Exchange) and MNCoy which is a 

dummy variable taking the value of one if the company is a subsidiary of a foreign company and zero otherwise. Year and industry 
dummies are included in all models to control from time and industry effects. Ownership variables are not included since they are 

likely to be endogenous and often act as a substitute for GovScore. Similarly the interaction between the governance quality measure 

and the year dummies are excluded from the OLS estimate to facilitate comparison with 2SLS results. Robust t-statistics are 
reported in parentheses unless otherwise stated. 

Following this argument, I used firm‘s age as an instrument to governance quality. 

Partial results (for brevity) appear in Table 5-7. Since the ownership variables are found 

to be endogenous in prior studies, they are excluded from the regression equation. 

Similarly, the interactions between governance and the year dummies are excluded from 

the regression equation since governance is considered to be endogenous in 2SLS. In 

such a specification, GovScore has an OLS coefficient of 2.97 and is found to be 

significant at the 1% level. I next estimate a 2SLS regression using age as the 

instrument. Consistent with a standard IV approach, I include all exogenous variables in 

the first stage. The adjusted R
2
 of this first-stage model is 0.714. However, this 

overstates the true explanatory power of the instruments as the control variables also 
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contribute to this R
2
.
 
After removing the contribution of the control variables, the partial 

R
2
 is approximately 1.4% and the partial F-statistic of the first-stage model is 30.78. 

Based on the analysis by Stock, Wright and Yogo (2002, 522), the F-statistic indicates 

that Firm_Age is not a weak instrument.  

As I have used only one instrument, it is a ‗just-identified‘ model and it is not possible 

to test whether the selected instrument is valid, that is, that there is no correlation 

between the instrument and the error term in the second stage. Assuming no correlation, 

I next test the endogeneity of GovScore using the robust Durbin-Wu-Hausman (DWH) 

test statistic. The DWH test fails to reject the null hypothesis of no endogeneity and 

therefore, I conclude GovScore is exogenous and consider the OLS results to be valid. 

However, the above result should be interpreted cautiously. Larcker and Rusticus (2010, 

200) argue that after the first-stage of 2SLS ―… it is necessary to evaluate whether IV 

estimation is likely to present an improvement over OLS…the selected instrument must 

be substantially more exogenous than disclosure quality [the endogenous variable] for 

the 2SLS estimates to dominate the OLS.‖ Following their suggestion, in my case, the 

squared correlation between GovScore and the structural equation error is 

approximately 72 (or 1/0.014) times larger than the comparable squared correlation of 

the instrument with the structural error term. Although these correlations are 

unobservable and therefore the inequality cannot be directly tested, the criterion of an 

implausibly large difference between the squared correlations is unlikely to be met in 

my research setting, suggesting that instrumental variable estimates (even in the case 

when the DWH test indicates endogeneity) are likely to be more biased than the OLS 

estimates and should not be used to replace the OLS estimate. This suggests that my 

instrument may not be strong enough to claim endogeneity is not a concern. 

I, therefore, use another instrument, which is a dummy variable taking the value of 1 

when the company is a subsidiary of a foreign company (MNCoy) and 0 otherwise. The 

argument here is that multinational companies are subject to greater scrutiny by the 

parent company and are subject to more stringent governance provisions; they are, 

therefore, more likely to be regarded as having higher quality governance. This is also 

evident from the analysis in Chapter 3, where it is found that multinational companies 

dominate the first-ranked company position in most of the years in the sample period. 

Therefore, I take the position that the better performance of multinational companies is 
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related to their better governance practices and consider MNCoy as a valid instrument 

for GovScore. The results (partial) are also presented in Table 5-7. 

In this case, the DWH test strongly rejects the null hypothesis that GovScore is 

exogenous so I conclude it is endogenous. The partial F-statistic of MNCoy suggests 

that it is not a weak instrument. The second-stage results indicate predicted GovScore to 

be positive (coefficient is 23.11) and highly significant at the 1% level. How should we 

interpret this result? Following Black et al. (2006a), the result implies that for two 

otherwise similar firms, one being a subsidiary of a multinational company and the 

other not, the subsidiary would have a 0.387 point higher GovScore and a 23.11% 

higher ROA. The question, however, still remains whether such a high coefficient is 

reasonable where the coefficient estimate on GovScore is approximately 4.57 times the 

mean for ROA after controlling for all variables. It is also to be noted that the partial 

explanatory power of the instrument at the first-stage is only 1.50%, meaning that the 

squared correlation between GovScore and the structural equation error must be 

approximately 67 (or 1/0.015) times larger than the comparable squared correlation of 

the instrument with the structural error term for the IV estimation to be an improvement 

over OLS, which is again unlikely in the current research setting. Moreover, Larcker 

and Rusticus (2010, 197) urge caution when the chosen instrument has low explanatory 

power: 

In particular, when the instruments have low explanatory power in the first 

stage, it is common that the estimated coefficients on the instrumented 

variable will become unreasonably large or small in the second stage. If this 

is the case, this would provide clear evidence that the IV estimates are not 

reliable enough to replace the OLS estimates. 

Hence, I conclude that the IV estimates using MNCoy are unlikely to be reliable.  

As an alternative strategy, when both instruments are used in the same equation (partial 

results are presented in Table 5-7), the diagnostics still indicate endogeneity, suggesting 

the use of 2SLS. The second stage results yield a coefficient on the predicted GovScore 

of 14.18, which is unreasonably high compared to the OLS estimate. The first-stage 

partial R
2
 is 2.3%, which is not large enough to conclude that IV estimation is an 

improvement over OLS. Finally, the overidentifying restrictions test signals a strong 

rejection of the null hypothesis that the instruments are uncorrelated with the error term, 

implying that at least one of the instruments is invalid. It is important to note that this 
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test requires at least one of the instruments to be valid. In my case, it is hard to tell 

whether the instruments are valid or not.  

The above discussion suggests that even though endogeneity may be suspected, it is 

hard to identify valid instruments that yield unbiased and consistent estimates. I find 

that different instruments result in very different results and the resulting estimates are 

dubious. Hence, the OLS and 2SLS results must be interpreted cautiously.  

Recently, there has been increasing reliance on dynamic panel GMM estimation (using 

either a dynamic difference GMM model or a dynamic system GMM model)
69

 to deal 

with invalid or weak instruments (for example, Arcot and Bruno 2009; Chhaochharia 

and Laeven 2009; Schultz et al. 2010; Braga-Alves and Shastri 2011; Pham, Suchard, 

and Zein 2011; Wintoki et al. 2011). Dynamic GMM is generally preferred when there 

is a problem of dynamic endogeneity, that is, when the current governance structure, 

control characteristics and firm performance are determined by the firm‘s past 

performance. Wintoki et al. (2011, 3) argue that dynamic GMM has some distinct 

advantages over other commonly used regression techniques. One of the claimed 

advantages is that ‗it relies on a set of ―internal‖ instruments contained within the panel 

itself: past values of governance and performance can be used as instruments for current 

realizations of governance. This eliminates the need for external instruments.‘ While 

lagged values are a feature of System GMM, Larcker and Rusticus (2010), and Brown 

et al. (2011a) are sceptical about the use of lagged values of endogenous variables as 

instruments. For example, Larcker and Rusticus (2010, 196) note that, ―when using 

lagged values of the endogenous regressor, the implicit assumption is that the 

exogenous part of the regressor persists over time, but that the endogenous part does 

not‖. Brown et al. (2011a, 108) point out that ―…this [using lagged value of endogenous 

variable] approach is unlikely to be credible in most CG research because of the 

                                                 
69

  The dynamic difference GMM model and dynamic system GMM model are both designed for short, 

wide panels (small ―T‖, large ―N‖) to fit linear models with one dynamic dependent variable, 

additional controls and fixed effects (Roodman 2009b). In the difference GMM model all regressors 

are transformed (either by differencing or by forward orthogonal deviation) at the first stage in order 

to eliminate the fixed effects and then GMM is used. System GMM augments difference GMM by 

making an additional assumption: that the first differences of the instrumenting variables are 

uncorrelated, thus allowing the researcher to introduce more instruments. It is called ‗system‘ GMM 

since it builds a system of two equations: the original equation and the transformed one (Roodman 

2009a). It is generally argued that there are efficiency gains with system GMM compared to 

difference GMM (Arellano and Bover 1995; Blundell and Bond 1998). 
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stickiness of CG characteristics. In that case, lagged instruments are likely to suffer as 

much from endogeneity as do the contemporaneous suspect variables.‖ 

In spite of the above criticisms, I have also applied system GMM to my dataset. As 

system GMM allows me to include all endogenous variables in the regression equation, 

I use all the variables in Table 5-7 along with lagged values of the dependent variable. 

In the two-step system GMM estimation, I assume that all regressors except the year 

and industry dummies are endogenous. I use two lags of performance, following 

Wintoki et al. (2011). As I used the firm‘s listing age and MNCoy subsidiary as 

instruments in 2SLS, I do not use them in the system GMM estimation. I use variables 

lagged three and four periods as instruments for the endogenous variables in the two-

step system GMM estimation. I have used two-step system GMM with both first-

difference and forward orthogonal deviation.
70

 Unless otherwise specified, I invoke the 

―collapse‖ sub-option of xtabond2.
71

 This sub-option specifies that xtabond2 should 

create an instrument for each variable and lag distance, in contrast to using one for each 

time period, variable and lag distance, which is the case when this sub-option is 

omitted.
72

 The results are presented in Table 5-8.  

Table 5-8 present eight sets of results (four using first differences and four using 

forward orthogonal deviation). The results show that while governance has a positive 

sign, the magnitude of the effect of the GovScore coefficient ranges from 0.381 to 4.881 

depending on which set of results one wishes to use. Moreover, the statistical 

significance of GovScore is also found to depend on how the ―collapse‖ sub-option is 

used and how the differencing is done in the system GMM. For example, when the 

―collapse‖ sub-option is used for the endogenous variables (thus allowing the lagged 

dependent variable (ROA) to take all possible lags to act as instruments), GovScore has 

a positive coefficient of 2.88 (significant marginally at the 10% level using a one-tailed  

                                                 
70

  In case of first differences, previous observations are subtracted from the contemporaneous one. In 

case of forward orthogonal deviation, the average of all future available observations of a variable is 

subtracted from the contemporaneous one. In case of an unbalanced panel with missing data, the first-

difference transform magnifies gap while forward orthogonal deviations minimizes data loss since it is 

computable for all observations except for the last observation of each individual data set (Roodman 

2009a).  

71
  xtabond2 is a user written command in STATA to implement dynamic GMM estimation. 

72
  Wintoki et al. (2011, 18) note that ‗ the ―collapse‖ option, by constraining all of the yearly moment 

conditions to be the same, effectively reduces the instrument count and the number of moment 

conditions used in the Hansen J and makes the test more powerful.‘ 
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Table 5-8: System GMM Estimates for the ROA Models with Contemporaneous Governance and Other Control Variables 

Dependent Variable (ROA) Two-Step System GMM (First-Difference)  Two-Step System GMM (Forward Orthogonal Deviation) 

―Collapse‖ sub-option used for lagged dependent variable Yes  No  Yes  No  Yes  No  Yes  No 

―Collapse‖ sub-option used for other endogenous variables Yes  Yes  No  No  Yes  Yes  No  No 

Number of Observations 1627  1627  1627  1627  1627  1627  1627  1627 

Number of Instruments  86  115  339  368  86  115  339  368 

ROA (t-1) 0.463*** 

(2.70) 

 0.616*** 

(4.26) 

 0.545*** 

(6.30) 

 0.637*** 

(7.97) 

 0.636*** 

(3.66) 

 0.756*** 

(4.87) 

 0.748*** 

(9.43) 

 0.813*** 

(10.16) 

ROA(t-2) 0.114 

(1.00) 

 -0.018 

(-0.18) 

 0.064 

(0.70) 

 -0.029 

(-0.35) 

 -0.026 

(-0.21) 

 -0.091 

(-1.01) 

 -0.028 

(-0.34) 

 -0.078 

(-1.21) 

GovScore (sign/significance) 1.337 

(0.47) 

 2.880* 

(1.62) 

 0.381 

(0.19) 

 1.073 

(0.98) 

 4.881** 

(1.90) 

 3.891*** 

(2.35) 

 0.626 

(0.41) 

 1.651** 

(1.96) 

AR(1) test (p-value) (0.030)  (0.003)  (0.001)  (0.000)  (0.005)  (0.001)  (0.000)  (0.000) 

AR(2) test (p-value) (0.321)  (0.971)  (0.456)  (0.945)  (0.845)  (0.651)  (0.761)  (0.875) 

Hansen test of over-identification (p-value) (0.463)  (0.257)  (1.000)  (1.000)  (0.676)  (0.383)  (1.000)  (1.000) 

Diff-in-Hansen test of exogeneity (p-value) (0.864)  (0.366)  (1.000)  (1.000)  (0.543)  (0.652)  (1.000)  (1.000) 

Issues relating to finite sample:                

 Use of a generalized inverse for optimal weighting matrix Yes  Yes  Yes  Yes  Yes  Yes  Yes  Yes 

 Too many instruments No  No  Yes  Yes  No  No  Yes  Yes 

xtabond2 ROA L.ROA L2.ROA GovScore LNTA Book2Mkt Liab2Assets CapExRatio TangAssRatio Volatility PctInsiders PctInstitns PctForeign AdvRatio Industry_Dummy Year_Dummy GovScore×Yr1 … 

GovScore×Yr14, gmmstyle (GovScore LNTA Book2Mkt Liab2Assets CapExRatio TangAssRatio Volatility PctInsiders PctInstitns PctForeign AdvRatio GovScore×Yr1 … GovScore×Yr14, lag(3 4) [collapse]) gmmstyle 

(ROA, lag(3 4) [collapse]) ivstyle (Industry_Dummy Year_Dummy) twostep small robust [orthogonal] 

This table shows results from two-step System GMM using first-difference and forward orthogonal deviation using the above STATA command. Variables lagged three to four periods are used as 

instruments for the endogenous variables in the above estimates. The right-hand side variables are the first and the second lag of ROA, corporate governance quality (GovScore), different firm 

characteristics and other control variables. ROA is measured as EBITDA/Total assets. GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include 

LnAssets (natural log of total assets), Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital 

expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), PctInsiders 

(percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in 

percentage form), AdvRatio (total advertising and promotional expenses to total assets ratio). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect between GovScore and different year 

dummies. Year and industry dummy variables are used in all model specifications. Only the results of lagged dependent variables and GovScore are presented for brevity. The heteroscedasticity and 

autocorrelation (HAC) corrected robust two-step standard errors, after incorporating the Windmeijer finite-sample correction are used to calculate the t-statistics which are shown in parentheses. ***, **, 

and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a two-tailed test for ROA and using one-tailed test for GovScore. AR(1) and AR(2) are tests for first-order and second 

order serial correlation in the first-differenced residuals, under the null hypothesis of no serial correlation. The Hansen test of over-identification is under the null that all instruments are valid. The Diff-

in-Hansen test of exogeneity is under the null that instruments used for the equation is levels are exogenous. The ―Collapse‖ sub-option specifies that xtabond2 should create one instrument for each 

variable and lag distance, rather than one for each time period, variable and lag distance, which is the case when this sub-option is not used. 
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test) when first-differencing is used and the coefficient is 3.89 (significant at the 1% 

level) in the case of forward orthogonal deviation. 

However, when the ―collapse‖ sub-option is used for both endogenous variables and 

lagged dependent variables, the GovScore is not significant when first-differencing is 

used but it is significant at the 5% level when forward orthogonal deviation is used. In 

all cases, no second-order serial correlation is found (based on the AR(2) test statistic). 

The Hansen test of over-identification suggests the instruments are valid. The 

difference-in-Hansen test statistic suggests that the additional subset of instruments used 

in the system GMM can be considered as exogenous. 

One concern with a dynamic panel model is that it can generate ‗too many‘ instruments. 

This can cause several problems with a finite sample, since the sample may not be large 

enough to estimate such a large matrix well (Roodman 2009a). As a result, the matrix 

can become singular, requiring the use of a generalized inverse to carry out estimation 

(Roodman 2009b). While this does not compromise consistency, that is, the two-step 

GMM remains consistent, it can ―lead two-step far from the theoretically efficient ideal‖ 

(Roodman 2009b, 140). It can also weaken Hansen‘s J statistic to the point where 

implausibly perfect p-values of 1.00 are generated. Similar problems exist in my 

estimates, which are reported in the last two rows of Table 5-8. In all models, I find 

‗xtabond2‘ issued a warning that a generalized inverse has been used to calculate the 

optimal weighting-matrix for two-step estimation,
73

 as shown in the second last row of 

Table 5-8. Similarly, I find the Hansen‘s J-statistics generate implausibly high p-values 

of 1.00
74

 whenever the warning of ‗too many‘ instruments was issued by xtabond2. This 

was particularly the case when the ―collapse‖ sub-option was not used totally, or when 

the sub-option was used only for the dependent variable.  

So, the important question that emerges from the above discussion is: ‗how many‘ 

instruments are ‗too many‘ to avoid these problems? Unfortunately, as Roodman 

(2009a, 99) points out, ―there appears to be little guidance from the literature on how 

                                                 
73

  A similar warning is issued when I tried to use the one-step (which is less efficient than the two-step) 

system GMM. 

74
  The problem is not unique to my case. For example, the system GMM results in Pham et al. (2011) 

are also likely to suffer from a similar problem as the p-value of the Hansen test of over-identification 

ranges from 0.6 to 0.99. Similarly, Uotila, Maula, Keil and Zahra (2009) consider their results suffer 

from overfitting bias since the Hansen J-statistic is 1.000 for all models tested. Similar evidence is 

found in García-Herrero, Gavilá and Santabárbara (2009). 
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many instruments is ―too many‖, in part because the bias is present to some extent even 

when the instruments are few.‖ 

Along with an excessively large number of instruments, the dynamic panel estimation 

methodology has other limitations, as pointed out by Wintoki et al. (2011). For 

example, it may suffer from weak instruments which tend to increase with the number 

of lags of the instrumental variables. Also, the assumption of no serial correlation may 

not hold for all variables. Dynamic panel GMM estimator is no panacea, as noted by 

Wintoki et al. (2011, 5-6): ―…the dynamic panel GMM estimator does not solve all 

endogeneity problems. When available, natural experiments or carefully chosen strictly 

exogenous instruments remain the ―gold standard‖ for consistently identifying the effect 

of an explanatory variable on a dependent variable.‖ Another caution is given by 

Roodman (2009a, 87): ―one disadvantage of difference and system GMM is that they 

are complicated and so can easily generate invalid estimates. Implementing them with a 

Stata command stuffs them into a black box, creating the risk that users not 

understanding the estimators‘ purpose, design, and limitations will unwittingly misuse 

the estimators.‖ The researcher faces so many choices
75

 which may generate different 

results. 

The above discussion suggests that endogeneity is certainly an issue to be addressed 

when both ROA and GovScore are measured contemporaneously. Consequently, a 

number of prior studies have used future performance measures, or equivalently, lagged 

governance measures (for example, Kang and Shivdasani 1995; Core et al. 2006; 

Larcker et al. 2007; Arcot and Bruno 2009; Ertugrul and Hegde 2009). One primary 

objective is to partially address the endogeneity problem. As Ertugrul and Hegde (2009) 

point out, using future performance also avoids look-ahead bias. Following this line of 

argument, Table 5-9 contains models that relate governance to future performance, that 

is, the current year‘s ROA is regressed against lagged governance.  

Results in Table 5-9 indicate that the firm‘s governance quality is significantly (at the 

1% level) associated with future operating performance, with a one standard deviation 

increase in governance quality leading to an estimated increase of 3.06% in next year‘s 

ROA when ownership variables are not included in the model. In the presence of 

                                                 
75

  For example, difference or system GMM; first differences or orthogonal deviations; one-or-two step 

estimation; nonrobust, cluster-robust, or Windmeijer-corrected cluster-robust errors; and the choice of 

instrumenting variables and lags (as pointed out by Roodman 2009a). 
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Table 5-9: Pooled OLS Regression Estimates for the ROA Models with Lagged Governance, Non-Linear Ownership Values and Other Control Variables  

 Expected Dependent Variable: ROA 

 Sign (1) (2) (3) (4) (5) (6) 

Constant  5.197*** 5.291*** 5.197*** 5.291*** 5.197*** 5.291*** 

  (29.85) (31.20) (29.85) (31.20) (14.87) (15.63) 

GovScore(t-1) + 3.055*** 2.746*** 3.055*** 2.746*** 3.055*** 2.746*** 

  (7.65) (6.91) (7.39) (6.69) (5.67) (5.00) 

LnAssets(t-1) + -0.016 -0.085 -0.016 -0.085 -0.016 -0.085 

  (-0.07) (-0.39) (-0.07) (-0.34) (-0.03) (-0.16) 

Book2Mkt(t-1)  -1.076*** -0.811*** -1.076*** -0.811*** -1.076*** -0.811** 

  (-4.46) (-3.43) (-3.76) (-2.87) (-2.50) (-1.90) 

Liabt2Assets(t-1) +/ -1.948*** -1.956*** -1.948*** -1.956*** -1.948*** -1.956*** 

  (-7.81) (-7.97) (-4.65) (-4.75) (-3.10) (-3.12) 

CapExRatio(t-1) + 1.173*** 1.134*** 1.173*** 1.134*** 1.173*** 1.134*** 

  (6.26) (6.20) (5.30) (5.38) (3.98) (4.22) 

TangAssRatio(t-1)  -0.774*** -0.831*** -0.774*** -0.831*** -0.774** -0.831** 

  (-3.81) (-4.16) (-3.92) (-4.21) (-1.94) (-2.11) 

Volatility(t-1) +/ -1.316*** -1.057*** -1.316*** -1.057*** -1.316*** -1.057*** 

  (-6.51) (-5.25) (-5.66) (-4.74) (-4.02) (-3.41) 

AdvRatio(t-1) +/ 1.479*** 1.501*** 1.479*** 1.501*** 1.479*** 1.501*** 

  (7.44) (7.66) (7.39) (7.48) (4.39) (4.29) 

GovScore × Yr2 +/ 1.779 1.010 1.779 1.010 1.779 1.010 

  (0.58) (0.34) (0.57) (0.33) (0.61) (0.34) 

GovScore × Yr3 +/ 0.425 -0.452 0.425 -0.452 0.425 -0.452 

  (0.14) (-0.15) (0.15) (-0.15) (0.17) (-0.18) 

GovScore × Yr4 +/ 0.778 0.067 0.778 0.067 0.778 0.067 

  (0.33) (0.03) (0.29) (0.03) (0.32) (0.03) 

GovScore × Yr5 +/ 3.389* 3.923** 3.389* 3.923** 3.389** 3.923** 

  (1.85) (2.17) (1.85) (2.11) (2.04) (2.41) 

GovScore × Yr6 +/ 1.497 1.588 1.497 1.588 1.497 1.588 

  (0.94) (1.02) (0.97) (1.01) (1.03) (1.09) 

GovScore × Yr7 +/ -3.615** -3.321** -3.615** -3.321* -3.615** -3.321** 

  (-2.45) (-2.32) (-2.00) (-1.91) (-2.07) (-2.00) 

GovScore × Yr8 +/ -3.576** -3.210** -3.576** -3.210* -3.576** -3.210** 

  (-2.46) (-2.27) (-2.13) (-1.93) (-2.41) (-2.25) 

GovScore × Yr9 +/ -1.965 -1.669 -1.965 -1.669 -1.965* -1.669 

  (-1.33) (-1.16) (-1.44) (-1.18) (-1.66) (-1.45) 
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GovScore × Yr11 +/ 0.030 0.063 0.030 0.063 0.030 0.063 

  (0.03) (0.07) (0.03) (0.06) (0.03) (0.08) 

GovScore × Yr12 +/ -0.833 -0.798 -0.833 -0.798 -0.833 -0.798 

  (-0.86) (-0.84) (-0.69) (-0.65) (-0.73) (-0.69) 

GovScore × Yr13 +/ -0.034 -0.103 -0.034 -0.103 -0.034 -0.103 

  (-0.03) (-0.11) (-0.03) (-0.10) (-0.03) (-0.10) 

GovScore × Yr14 +/ -1.838 -1.473 -1.838 -1.473 -1.838 -1.473 

  (-1.38) (-1.13) (-1.39) (-1.14) (-1.38) (-1.13) 

PctInsiders(t-1) +/  -4.311***  -4.311***  -4.311* 

   (-3.62)  (-3.42)  (-1.78) 

PctInsiders^2(t-1) +/  9.562***  9.562***  9.562* 

   (3.63)  (3.46)  (1.88) 

PctInsiders^3(t-1) +/  -4.365***  -4.365**  -4.365 

   (-2.67)  (-2.50)  (-1.36) 

PctInstitns(t-1) +/  -1.098**  -1.098**  -1.098 

   (-2.07)  (-2.08)  (-1.20) 

PctInstitns^2(t-1) +/  1.427***  1.427***  1.427 

   (2.66)  (2.60)  (1.63) 

PctForeign(t-1) +/  0.483**  0.483***  0.483 

   (2.46)  (2.93)  (1.48) 

Year and Industry Dummy Yes Yes Yes Yes Yes Yes 

Adjusted R2  0.266 0.293 0.266 0.293 0.266 0.293 

F-Statistic  15.769 15.750 14.954 14.640 9.425 9.254 

Observations  1791 1778 1791 1778 1791 1778 

Turning Point(s) for PctInsiders  22.7, 89.6  22.7, 89.6  18.1 

Turning Point for PctInstitns  17.2  17.2   

This table reports estimates of coefficients of firm-level pooled OLS regressions of financial performance, measured by ROA, on corporate governance quality (GovScore), and different firm 

characteristics. ROA is the ratio of EBITDA to total assets in percentage form. GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include LnAssets 

(natural log of total assets), Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to 

total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), AdvRatio (total advertising 

and promotion expenses to the total assets ratio), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in 

percentage form), PctForeign (stock ownership by foreigners in percentage form). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect between GovScore and different year dummies. All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation 

change in the regressor, other things held equal. t-statistics are in parentheses. Regressions (1) and (2) are pooled OLS without controlling for heteroscedasticity (thus with the default standard errors). 

Regressions (3) and (4) are based on robust standard errors. Regressions (5) and (6) are based on robust standard errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 

10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. The turning point is the percentage of ownership at which the dependent variable reaches its 

maximum or minimum in the estimated regressions.       
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ownership variables, the increase is estimated to be 2.75% and is significant at the 1% 

level. Similar to Table 5-6, I find a non-linear relationship between insiders‘ ownership 

and future ROA, when standard errors are not clustered. The turning points show that 

lower levels of insider ownership (up to 22.7%) are negatively related to future ROA, 

the association is positive between 22.7% and 89.6% of insiders‘ ownership, and finally 

the association is negative beyond 89.6%. Similarly, I find that the association between 

institutional shareholding and future ROA is initially negative (up to 17.2%), but the 

relationship is positive after that. This finding suggests that institutional shareholders do 

not actively monitor their investees unless their ownership exceeds a certain percentage. 

Farooque et al. (2007a) also found similar results in Bangladesh. When errors are 

clustered at the firm-level, PctInsiders and PctInsiders^2 are marginally significant at 

the 10% level while PctInsiders^3 is not significant. The turning point is 18.1%, 

suggesting that the association between insiders‘ ownership and future ROA is not 

positive until insiders‘ ownership exceeds 18.1%. The association between institutional 

shareholding and future ROA is not statistically significant when errors are clustered. 

Foreign ownership is positive and statistically significant at the 5% level or better when 

errors are not clustered.  

The interactions between governance quality and the individual year dummies are 

significant in all models but only in some years, with mixed signs. Other firm-level 

variables are significant with signs similar to those reported in Table 5-6, with the 

exception of firm size. Firm size is negative and statistically insignificant in all the 

models. 

5.4.2.2 Corporate Governance and Stock Market Performance 

To examine the impact of corporate governance on future stock returns, market-adjusted 

stock returns are regressed on GovScore along with the exogenous control variables 

using OLS. The results are in Table 5-10. 

The coefficient of GovScore is positive suggesting that higher governance quality is 

associated with larger future stock returns. The economic magnitude is such that a one 

standard deviation increase in governance quality this year is associated with an 

increase of 6.86% in market-adjusted stock return next year. The economic magnitude 

increases to 7.17% when ownership variables are included in the regression equation.  



  

177 

 

Table 5-10: Pooled OLS Regression Estimates for the Market-Adjusted Stock Return Models with Lagged Governance and Other Control Variables 

 Expected Dependent Variable: STKRTN 

 Sign (1) (2) (3) (4) (5) (6) 

Constant  -11.574*** -11.798*** -11.574*** -11.798*** -11.574*** -11.798*** 

  (-11.05) (-11.27) (-11.05) (-11.27) (-12.93) (-13.47) 

GovScore(t-1) +/ 6.858*** 7.174*** 6.858*** 7.174*** 6.858*** 7.174*** 

  (5.98) (6.21) (5.53) (5.75) (6.51) (6.77) 

LnMktCap(t-1)  -2.074* -2.411** -2.074** -2.411** -2.074*** -2.411*** 

  (-1.78) (-2.05) (-2.21) (-2.47) (-2.90) (-3.32) 

Book2Mkt(t-1) +/ -1.213 -1.089 -1.213 -1.089 -1.213 -1.089 

  (-0.86) (-0.77) (-0.83) (-0.74) (-0.86) (-0.78) 

Liab2Assets(t-1) + 0.077 -0.035 0.077 -0.035 0.077 -0.035 

  (0.05) (-0.02) (0.05) (-0.02) (0.05) (-0.02) 

CapExRatio(t-1) +/ 2.472** 2.868** 2.472** 2.868** 2.472** 2.868*** 

  (2.22) (2.57) (2.24) (2.56) (2.27) (2.64) 

TangAssRatio(t-1) + -0.500 -1.048 -0.500 -1.048 -0.500 -1.048 

  (-0.42) (-0.87) (-0.41) (-0.86) (-0.42) (-0.92) 

Volatility(t-1) + 3.716*** 3.991*** 3.716*** 3.991*** 3.716*** 3.991*** 

  (3.47) (3.70) (3.33) (3.55) (3.32) (3.57) 

PctInsiders(t-1) +/  -0.681  -0.681  -0.681 

   (-0.58)  (-0.59)  (-0.63) 

PctInstitns(t-1) +/  -0.601  -0.601  -0.601 

   (-0.53)  (-0.53)  (-0.60) 

PctForeign(t-1) +/  1.909*  1.909*  1.909** 

   (1.66)  (1.85)  (2.01) 

Year Dummy  No No No No No No 

Industry Dummy  Yes Yes Yes Yes Yes Yes 

Adjusted R
2
  0.032 0.036 0.032 0.036 0.032 0.036 

F-Statistic  4.128 4.093 3.798 3.762 6.164 6.259 

Observations  1819 1804 1819 1804 1819 1804 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market performance, measured by STKRTN, on corporate governance quality (GovScore), and different firm characteristics. STKRTN is 

the continuously compounded annual (365-day period ending on the Balance Sheet date) market-adjusted stock return in percentage form. GovScore is a composite measure of governance quality using the 148 item checklist. 
Firm characteristics include LnMktCap (natural log of total market capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total 

liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance 

Sheet date), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in 
percentage form). All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation 

change in the regressor, other things held equal. t-statistics are in parentheses. Regressions (1) and (2) are pooled OLS without controlling for heteroscedasticity. Regressions (3) and (4) are based on robust standard errors. 

Regressions (5) and (6) are based on robust standard errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-
tailed test otherwise. 
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Of the three ownership variables, foreign ownership is predicted to have a significant 

positive effect on future stock return. The statistical significance of GovScore is 

unchanged when standard errors are adjusted for heteroscedasticity or correlation within 

a cluster (a firm). 

Among the control variables, firm size (measured by the natural log of market 

capitalization at the Balance Sheet date) has a statistically significant negative 

coefficient while the capital expenditure ratio and stock volatility have positive and 

significant coefficients. The firm‘s growth opportunities, measured by its book-to-

market ratio, the total liabilities to assets ratio, and the tangible assets ratio are not found 

to be related to future stock returns in any of the models.  

To assess whether the relationship between ownership and stock return is non-linear, I 

include the squared and cubic values of the ownership variables. Results appear in Table 

5-11. While the inferences about other variables remain as in Table 5-10, a non-linear 

relationship is found between insiders‘ ownership and stock return. The turning points 

indicate that the association is negative up to 32% insider ownership. The association is 

positive for the ownership range of 32% to 84.7%. Beyond 84.7%, the relationship is 

again negative, suggesting that insiders become entrenched at high levels. Neither 

institutional shareholding nor its squared value is significant in any of the models, while 

foreign ownership is found to be positively associated with future stock return. 

To further investigate the relationships, I estimate the model for each year separately. 

The results, in Table 5-12, show a mixed relationship between governance quality and 

expected stock returns when ownership variables are excluded from the model. While in 

9 out of 13 years the coefficient of GovScore is positive, it has a negative sign in other 

years. GovScore is mostly positive and significant before the introduction of CG 

guidelines in 2006. Although the coefficient of GovScore remains positive since the 

introduction of the guidelines except in 2006, the coefficient is not statistically 

significant. 

I further divide my sample into ‗earlier‘ (1997 to 2005) and ‗later‘ years (2006 to 2009) 

based on the introduction of the CG guidelines and re-run the regressions. The results 

appear in Table 5-12 and indicate a positive co-efficient for GovScore in both sub-  
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Table 5-11: Pooled OLS Regression Estimates for the Market-Adjusted Stock Return Models with Lagged 

Governance, Non-Linear Ownership Values and Other Control Variables 

 Expected Dependent Variable: STKRTN 

 Sign (1) (2) (3) 

Constant  -11.798*** -11.798*** -11.798*** 

  (-11.30) (-11.30) (-13.78) 

GovScore(t-1) +/ 7.243*** 7.243*** 7.243*** 

  (6.22) (5.74) (6.70) 

LnMktCap(t-1)  -3.048** -3.048*** -3.048*** 

  (-2.57) (-2.92) (-3.51) 

Book2Mkt(t-1) +/ -0.862 -0.862 -0.862 

  (-0.61) (-0.58) (-0.64) 

Liab2Assets(t-1) + -0.675 -0.675 -0.675 

  (-0.46) (-0.41) (-0.45) 

CapExRatio(t-1) +/ 2.844** 2.844** 2.844*** 

  (2.55) (2.56) (2.69) 

TangAssRatio(t-1) + -0.908 -0.908 -0.908 

  (-0.75) (-0.75) (-0.81) 

Volatility(t-1) + 4.305*** 4.305*** 4.305*** 

  (3.98) (3.83) (3.88) 

PctInsiders(t-1) +/ -20.961*** -20.961*** -20.961*** 

  (-2.88) (-3.05) (-3.68) 

PctInsiders^2(t-1) +/ 36.883** 36.883** 36.883*** 

  (2.24) (2.38) (2.86) 

PctInsiders^3(t-1) +/ -17.213* -17.213* -17.213** 

  (-1.66) (-1.80) (-2.09) 

PctInstitns(t-1) +/ 1.075 1.075 1.075 

  (0.34) (0.34) (0.41) 

PctInstitns^2(t-1) +/ -1.027 -1.027 -1.027 

  (-0.32) (-0.33) (-0.38) 

PctForeign(t-1) +/ 2.308** 2.308** 2.308** 

  (2.00) (2.22) (2.42) 

Year Dummy  No No No 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.041 0.041 0.041 

F-Statistic  4.103 4.006 6.987 

Observations  1804 1804 1804 

Turning Point(s) for PctInsiders 32.0, 84.7 32.0, 84.7 32.0, 84.7 
Turning Point for PctInstitns    

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market performance, 

measured by STKRTN, on corporate governance quality (GovScore), and different firm characteristics. STKRTN is the 

continuously compounded annual (365-day period ending on the Balance Sheet date) market-adjusted stock return in 

percentage form. GovScore is a composite measure of governance quality using the 148 item checklist. Firm 

characteristics include LnMktCap (natural log of total market capitalization at the Balance Sheet date), Book2Mkt 

ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to 

total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total 

assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient 

indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other 

things held equal. t-statistics are in parentheses. Regression (1) is pooled OLS without controlling for 

heteroscedasticity. Regression (2) is based on robust standard errors. Regression (3) is based on robust standard errors 

clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using 

a one-tailed test for directional hypotheses, two-tailed test otherwise. The turning point is the percentage of 

ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions. 
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Table 5-12: Year-by-Year OLS Regression Estimates for the Market-Adjusted Stock Return Models with 

Lagged Governance and Other Control Variables 

  GovScore (Coefficient and t-statistics)  Adjusted 

 N Coefficient (1) (2) (3) R2 R2 

1997 (a) 111 11.17 2.01** 2.32** 2.32** 0.20 0.05 

 (b) 107 9.64 1.74* 1.91* 1.91* 0.25 0.07 

1998 (a) 111 9.64 2.09** 2.28** 2.28** 0.30 0.16 

 (b) 107 10.09 2.09** 2.28** 2.28** 0.29 0.12 

1999 (a) 143 -4.00 1.11 1.07 1.07 0.23 0.12 

 (b) 139 -2.99 0.79 0.72 0.752 0.25 0.12 

2000 (a) 144 7.32 2.23** 2.00** 2.00** 0.34 0.25 

 (b) 142 8.17 2.50** 2.24** 2.24** 0.40 0.30 

2001 (a) 153 7.78 2.20** 2.23** 2.23** 0.26 0.16 

 (b) 152 6.35 1.78* 1.82* 1.82* 0.32 0.21 

2002 (a) 153 -0.68 0.27 0.29 0.23 0.26 0.16 

 (b) 153 -0.90 0.34 0.35 0.35 0.28 0.16 

2003 (a) 163 -5.03 1.68* 1.71* 1.71* 0.20 0.09 

 (b) 163 -5.36 1.75* 1.78* 1.78* 0.20 0.08 

2004 (a) 158 12.73 3.23*** 3.21*** 3.21*** 0.32 0.23 

 (b) 158 11.32 2.90*** 2.99*** 2.99*** 0.36 0.26 

2005 (a) 157 1.90 0.53 0.58 0.58 0.25 0.15 

 (b) 157 1.56 0.44 0.47 0.47 0.26 0.14 

2006 (a) 151 -5.41 1.69* 2.29** 2.29** 0.21 0.10 

 (b) 151 5.66 1.69* 2.38** 2.38** 0.22 0.09 

2007 (a) 152 5.44 1.55 1.63 1.63 0.36 0.27 

 (b) 152 5.68 1.59 1.69* 1.69* 0.37 0.27 

2008 (a) 142 3.27 0.80 0.86 0.86 0.25 0.13 

 (b) 142 1.36 0.33 0.33 0.33 0.30 0.17 

2009 (a) 81 4.51 0.69 0.54 0.54 0.32 0.10 

 (b) 81 1.56 0.23 0.19 0.19 0.39 0.15 

<=2005 (a) 1293 3.80 2.93*** 2.80*** 2.64*** 0.25 0.24 

 (b) 1278 3.78 2.89*** 2.74*** 2.54** 0.25 0.24 

>2005 (a) 526 3.19 1.35 1.43 1.78* 0.35 0.32 

 (b) 526 1.79 0.73 0.81 0.93 0.36 0.33 

Industry Dummy  Yes Yes Yes   
1Year Dummy  Yes Yes Yes   

This table presents the co-efficients on GovScore in yearly regressions of STKRTN on GovScore and other control 

variables. For each year two regression models are run: results of the regression models without an ownership 

variable are reported in the first row (a) and the results of regression models including ownership variables are 

reported in the second row (b). GovScore is a composite measure of governance quality using the 148 item checklist. 

STKRTN is the continuously compounded annual (365-day period ending on the Balance Sheet date) market-adjusted 

stock return. Firm characteristics included in the regression model are: LnMktCap (natural log of total market 

capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of equity to the year-end market value 

of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), 

TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week 

period ending on the Balance Sheet date), AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). 

GovScore, LnMktCap, Book2Mkt, CapExRatio, TangAssRatio, Liab2Assets, Volatility, PctInsiders, PctInstitns, and 

PctForeign are all lagged by one year. All continuous regressors are normalised, so that the intercept is the mean of 

the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-

standard deviation change in the regressor, other things held equal. N is the number of observations used in each 

regression model. Coefficient is the GovScore‘s coefficient in individual regression model. t-statistics based on 

nonrobust standard errors, robust standard errors, and robust standard errors clustered at the firm-level are presented 

under the column headings (1) to (3) respectively. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, 

correspondingly using a two-tailed test. Industry dummies are used in all regression equations. 1Year dummies are 

used when the regression model is estimated for ‗earlier years‘ (<=2005) and for ‗later years‘ (>2005).  
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samples. While the coefficient of GovScore in the ‗earlier‘ years (3.80%) is similar to 

that in the ‗later‘ years (3.19%), they differ in terms of statistical significance. 

The coefficient in ‗earlier‘ years is statistically significant at the 1% level in all model 

specifications, with a one standard deviation increase in GovScore predicting an 

increase of 3.80% in the market-adjusted annual stock returns. In contrast, the 

coefficient of GovScore for the ‗later‘ years is 3.19% and significant only when errors 

are clustered at the firm-level.  

Inclusion of ownership variables in the regression model has little effect in the ‗earlier‘ 

years regression, with the coefficient of GovScore (3.80%) in ‗earlier‘ years changes 

trivially (to 3.78%) when the ownership variables are included in the regression models. 

On the other hand, the co-efficient of GovScore in ‗later‘ years decreases by nearly 50% 

after the inclusion of ownership variables in the regression equation, meaning that some 

of the ownership variables are significant during this period and account for a reduction 

in the explanatory power of GovScore. It is to be noted that inferences regarding 

GovScore mostly remain unchanged when non-linearity of ownership variables is 

allowed for. 

The results can be interpreted in a number of ways. One possibility is that stock price 

fully reflects the value-relevant content of the CG guidelines by the end of 2006 and 

therefore no further association is found after 2006. However, as the Dhaka Stock 

Exchange exhibits the common characteristics of an emerging marketthin trading, 

suspected market manipulation by a few large traders, weaker corporate disclosure, less 

stringent accounting requirements, settlement delays, and generally less transparency of 

financial information it is unlikely to be the case that differences in governance have 

no effect on returns. Another possible explanation is that stock returns during the 2007 

to 2009 period were dominated by macroeconomic factors
76

 prevailing during that 

period. Whatever the reason, while the coefficient of GovScore is positive, it is not 

statistically significant in explaining the variation in future stock returns beyond 2006.  

  

                                                 
76

  Chowdhury (2010a) for example argues that 2007 and 2008 should be considered as ‗abnormal years‘ 

for the Bangladesh economy and politics, when quasi-martial-law prevailed under the army-backed 

caretaker interim government, which incarcerated eminent politicians, including former prime 

ministers and businessmen.  
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5.5 Robustness Checks 

A series of robustness checks are used to investigate the sensitivity of the results to a 

number of matters. I replace ROA (EBITDA to total assets ratio) by an alternate 

measure, ROA1, which is calculated as the ratio of EBIT to total assets. Results are 

presented in Table 5-13. The substitution marginally increases the model‘s explanatory 

power (adjusted R
2
 increases from 0.312 in Table 5-6 to 0.336 when GovScore is not 

lagged and from 0.293 in Table 5-9 to 0.309 when lagged GovScore is used), but leaves 

the inferences unchanged for the explanatory variables (including GovScore) except for 

firm size. Firm size (measured by the natural log of total assets) is found to be 

significant when errors are not corrected for clustering and the explanatory variables are 

measured contemporaneously. 

When I delete extreme observations in ROA (exceeding three standard deviations from 

the mean in either tail), Table 5-14 shows firm size is significant when a clustered errors 

adjustment is not used and the explanatory variables are measured contemporaneously. 

The inferences regarding other variables, including GovScore, are unchanged. 

I have re-estimated the 2SLS models in Table 5-7 to check whether inferences change 

after substituting ROA1 for ROA or by substituting ROAi (after deleting extreme 

observations in ROA) for ROA. The inferences (results untabulated) are unchanged, 

with no endogeneity detected when the firm‘s listing age is the only instrument. 

However, endogeneity is confirmed when subsidiary of MNCoy alone or both MNCoy 

and listing age are used as instruments. 

In another untabulated robustness check, I re-estimate the models in Table 5-8 after 

substituting ROA1 for ROA and substituting ROAi (after deleting extreme observations 

in ROA) for ROA. Inconsistencies were found similar to those in Table 5-8. 

In many studies, Tobin‘s Q has been used as the performance measure (Himmelberg et 

al. 1999; Bai, Liu, Lu, Song, and Zhang 2004; Klapper and Love 2004; Brown and 

Caylor 2006; Adams, Almeida, and Ferreira 2009; Bebchuk et al. 2009; Masulis, Wang, 

and Xie 2012, among others). The issues in relation with using Tobin‘s Q are discussed 

in Section 5.3.1. For a robustness check, I estimate the models using Tobin‘s Q as the 

dependent variable. The results are presented in Table 5-15. The first three sets of 

results relate to the pooled OLS estimates of Tobin‘s Q regressed on governance quality 
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Table 5-13: Robustness Checks Using Pooled OLS Regression Estimates for the ROA1 Models 

 Expected Dependent Variable: ROA1  Expected Dependent Variable: ROA1 

 Sign (1) (2) (3)  Sign (4) (5) (6) 

Constant  4.946*** 4.946*** 4.946*** Constant  4.684*** 4.684*** 4.684*** 

  (33.00) (33.00) (16.86)   (28.29) (28.29) (14.63) 

GovScore + 4.248*** 4.248*** 4.248*** GovScore(t-1) + 2.662*** 2.662*** 2.662*** 
  (9.16) (10.39) (6.42)   (6.86) (6.59) (5.17) 

LnAssets + 0.342** 0.342* 0.342 LnAssets(t-1) + 0.200 0.200 0.200 

  (1.73) (1.57) (0.78)   (0.94) (0.84) (0.42) 
Book2Mkt  -1.150*** -1.150*** -1.150*** Book2Mkt(t-1)  -0.924*** -0.924*** -0.924** 

  (-5.49) (-5.77) (-3.44)   (-4.00) (-3.28) (-2.15) 

Liab2Assets +/ -2.412*** -2.412*** -2.412*** Liab2Assets(t-1) +/ -2.266*** -2.266*** -2.266*** 

  (-10.99) (-7.62) (-4.99)   (-9.45) (-5.40) (-3.57) 

CapExRatio + 1.064*** 1.064*** 1.064*** CapExRatio(t-1) + 1.002*** 1.002*** 1.002*** 

  (6.55) (6.81) (5.49)   (5.60) (5.01) (3.95) 
TangAssRatio  -1.741*** -1.741*** -1.741*** TangAssRatio(t-1)  -1.322*** -1.322*** -1.322*** 

  (-9.87) (-10.01) (-5.21)   (-6.78) (-6.79) (-3.59) 

Volatility +/ -0.722*** -0.722*** -0.722** Volatility(t-1) +/ -1.032*** -1.032*** -1.032*** 

  (-4.03) (-3.78) (-2.55)   (-5.25) (-4.79) (-3.66) 

AdvRatio +/ 0.884*** 0.884*** 0.884** AdvRatio(t-1) +/ 1.213*** 1.213*** 1.213*** 

  (5.10) (5.09) (2.50)   (6.34) (5.97) (3.39) 

PctInsiders +/ -3.842*** -3.842*** -3.842* PctInsiders(t-1) +/ -4.051*** -4.051*** -4.051* 

  (-3.62) (-3.51) (-1.79)   (-3.48) (-3.26) (-1.72) 

PctInsiders^2 +/ 8.885*** 8.885*** 8.885* PctInsiders^2(t-1) +/ 9.838*** 9.838*** 9.838** 

  (3.78) (3.71) (1.95)   (3.83) (3.61) (1.99) 
PctInsiders^3 +/ -3.913*** -3.913** -3.913 PctInsiders^3(t-1) +/ -4.646*** -4.646*** -4.646 

  (-2.67) (-2.58) (-1.36)   (-2.91) (-2.70) (-1.48) 

PctInstitns +/ -0.379 -0.379 -0.379 PctInstitns(t-1) +/ -0.867* -0.867* -0.867 

  (-0.82) (-0.87) (-0.49)   (-1.68) (-1.72) (-0.99) 

PctInstitns^2 +/ 0.776* 0.776* 0.776 PctInstitns^2(t-1) +/ 1.337** 1.337** 1.337 

  (1.65) (1.73) (1.04)   (2.56) (2.56) (1.60) 
PctForeign +/ 0.358** 0.358** 0.358 PctForeign(t-1) +/ 0.640*** 0.640*** 0.640** 

  (2.07) (2.36) (1.37)   (3.34) (4.06) (2.15) 

GovScore × Yr1 +/ 7.252** 7.252** 7.252** GovScore × Yr1     

  (2.38) (2.55) (2.33)      

GovScore × Yr2 +/ 4.947* 4.947* 4.947* GovScore × Yr2 +/ 0.274 0.274 0.274 

  (1.70) (1.95) (1.89)   (0.09) (0.09) (0.09) 
GovScore × Yr3 +/ 6.708*** 6.708*** 6.708*** GovScore × Yr3 +/ -0.329 -0.329 -0.329 

  (2.77) (2.92) (2.87)   (-0.11) (-0.11) (-0.13) 

GovScore × Yr4 +/ 5.159** 5.159** 5.159** GovScore × Yr4 +/ 0.213 0.213 0.213 

  (2.38) (2.35) (2.33)   (0.09) (0.09) (0.10) 

GovScore × Yr5 +/ 6.472*** 6.472*** 6.472*** GovScore × Yr5 +/ 3.444* 3.444* 3.444** 
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  (3.94) (4.25) (4.23)   (1.95) (1.96) (2.26) 

GovScore × Yr6 +/ 3.585** 3.585** 3.585** GovScore × Yr6 +/ 1.759 1.759 1.759 

  (2.47) (2.37) (2.37)   (1.15) (1.18) (1.25) 
GovScore × Yr7 +/ -0.243 -0.243 -0.243 GovScore × Yr7 +/ -3.015** -3.015* -3.015* 

  (-0.18) (-0.16) (-0.19)   (-2.16) (-1.80) (-1.84) 

GovScore × Yr8 +/ 0.568 0.568 0.568 GovScore × Yr8 +/ -2.922** -2.922* -2.922** 

  (0.44) (0.38) (0.45)   (-2.12) (-1.78) (-2.09) 

GovScore × Yr9 +/ 0.881 0.881 0.881 GovScore × Yr9 +/ -1.684 -1.684 -1.684 

  (0.67) (0.66) (0.73)   (-1.20) (-1.22) (-1.52) 
GovScore × Yr11 +/ 0.763 0.763 0.763 GovScore × Yr11 +/ 0.032 0.032 0.032 

  (0.95) (0.83) (1.09)   (0.04) (0.03) (0.04) 

GovScore × Yr12 +/ 1.278 1.278 1.278 GovScore × Yr12 +/ -0.886 -0.886 -0.886 

  (1.51) (1.15) (1.31)   (-0.96) (-0.72) (-0.76) 

GovScore × Yr13 +/ 1.253 1.253 1.253 GovScore × Yr13 +/ -0.141 -0.141 -0.141 

  (1.45) (1.34) (1.44)   (-0.15) (-0.14) (-0.13) 
GovScore × Yr14 +/ 0.874 0.874 0.874 GovScore × Yr14 +/ -1.084 -1.084 -1.084 

  (0.75) (0.79) (0.83)   (-0.85) (-0.86) (-0.85) 

Year Dummy  Yes Yes Yes Year Dummy  Yes Yes Yes 
Industry Dummy  Yes Yes Yes Industry Dummy  Yes Yes Yes 

Adjusted R2  0.336 0.336 0.336 Adjusted R2  0.309 0.309 0.309 

F-Statistic  20.086 17.170 11.411 F-Statistic  16.907 14.622 9.782 
Observations  1964 1964 1964 Observations  1778 1778 1778 

Turning Point(s) for PctInsiders 20.5, 116.9 20.5, 116.9 17.4 Turning Point(s) for PctInsiders 20.0, 95.7 20.0, 95.7 16.5 

Turning Point(s) for PctInstitns    Turning Point(s) for PctInstitns 14.5 14.5  

This table reports estimates of coefficients of firm-level pooled OLS regressions of financial performance, measured by ROA1, on corporate governance quality (GovScore), and different firm 

characteristics. Regressions (1) to (4) show results when contemporaneous GovScore and control variables are used as regressors. Regressions (5) to (8) show results when one-year lagged values of 

GovScore and control variables are used as regressors. ROA1 is the ratio of the EBIT to total assets in percentage form. GovScore is a composite measure of governance quality using the 148 item 

checklist. Firm characteristics include LnAssets (natural log of total assets), Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to 

total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the 

Balance Sheet date), AdvRatio (total advertising and promotional expenses to total assets ratio), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock 

ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect between 

GovScore and different year dummies. All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent 

variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are in parentheses. Regressions (1) and (4) are pooled OLS without controlling for 

heteroscedasticity (thus with the default standard errors). Regressions (2) and (5) are based on robust standard errors. Regressions (3) and (76) are based on robust standard errors clustered at the firm-

level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. The turning point is the percentage 

of ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions. The turning point is the percentage of ownership at which the dependent variable reaches its 

maximum or minimum in the estimated regressions. 
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 Table 5-14: Robustness Checks Using Pooled OLS Regression Estimates for the ROA Models after Excluding Extreme Observations 

 Expected Dependent Variable: ROAi  Expected Dependent Variable: ROAi 

 Sign (1) (2) (3)  Sign (4) (5) (6) 

Constant  5.538*** 5.538*** 5.538*** Constant  5.369*** 5.369*** 5.369*** 

  (39.52) (39.52) (18.57)   (35.60) (35.60) (16.45) 

GovScore + 4.243*** 4.243*** 4.243*** GovScore(t-1) + 2.566*** 2.566*** 2.566*** 
  (9.79) (10.37) (6.05)   (7.23) (6.85) (4.97) 

LnAssets + 0.331** 0.331* 0.331 LnAssets(t-1) + 0.212 0.212 0.212 

  (1.79) (1.63) (0.73)   (1.08) (0.97) (0.41) 
Book2Mkt  -1.152*** -1.152*** -1.152*** Book2Mkt(t-1)  -1.206*** -1.206*** -1.206*** 

  (-5.94) (-6.16) (-3.60)   (-5.89) (-5.50) (-3.40) 

Liab2Assets +/ -2.042*** -2.042*** -2.042*** Liab2Assets(t-1) +/ -1.837*** -1.837*** -1.837*** 

  (-10.10) (-7.46) (-4.63)   (-8.69) (-7.61) (-4.23) 

CapExRatio + 1.025*** 1.025*** 1.025*** CapExRatio(t-1) + 0.955*** 0.955*** 0.955*** 

  (6.75) (6.62) (5.10)   (5.86) (5.89) (4.37) 
TangAssRatio  -1.140*** -1.140*** -1.140*** TangAssRatio(t-1)  -0.739*** -0.739*** -0.739** 

  (-6.91) (-6.69) (-3.21)   (-4.17) (-4.00) (-1.89) 

Volatility +/ -0.669*** -0.669*** -0.669*** Volatility(t-1) +/ -0.820*** -0.820*** -0.820*** 

  (-4.00) (-3.83) (-2.70)   (-4.59) (-4.36) (-2.92) 

AdvRatio +/ 1.158*** 1.158*** 1.158*** AdvRatio(t-1) +/ 1.407*** 1.407*** 1.407*** 

  (7.15) (6.72) (3.33)   (8.06) (7.87) (3.92) 

PctInsiders +/ -3.786*** -3.786*** -3.786* PctInsiders(t-1) +/ -4.542*** -4.542*** -4.542** 

  (-3.82) (-3.69) (-1.73)   (-4.30) (-4.05) (-1.98) 

PctInsiders^2 +/ 8.012*** 8.012*** 8.012* PctInsiders^2(t-1) +/ 9.696*** 9.696*** 9.696** 

  (3.65) (3.52) (1.74)   (4.15) (3.88) (2.01) 
PctInsiders^3 +/ -3.489** -3.489** -3.489 PctInsiders^3(t-1) +/ -4.525*** -4.525*** -4.525 

  (-2.56) (-2.40) (-1.21)   (-3.11) (-2.83) (-1.49) 

PctInstitns +/ -0.421 -0.421 -0.421 PctInstitns(t-1) +/ -0.818* -0.818* -0.818 

  (-0.97) (-0.97) (-0.53)   (-1.74) (-1.74) (-0.95) 

PctInstitns^2 +/ 0.668 0.668 0.668 PctInstitns^2(t-1) +/ 1.149** 1.149** 1.149 

  (1.52) (1.54) (0.85)   (2.42) (2.39) (1.36) 
PctForeign +/ 0.150 0.150 0.150 PctForeign(t-1) +/ 0.428** 0.428*** 0.428 

  (0.93) (0.96) (0.51)   (2.45) (2.70) (1.29) 

GovScore × Yr1 +/ 7.034** 7.034** 7.034** GovScore × Yr1     

  (2.47) (2.53) (2.40)      

GovScore × Yr2 +/ 4.893* 4.893* 4.893* GovScore × Yr2 +/ 0.405 0.405 0.405 

  (1.80) (1.92) (1.91)   (0.15) (0.14) (0.15) 
GovScore × Yr3 +/ 7.145*** 7.145*** 7.145*** GovScore × Yr3 +/ 0.275 0.275 0.275 

  (3.17) (2.94) (2.89)   (0.11) (0.10) (0.11) 

GovScore × Yr4 +/ 4.166** 4.166** 4.166** GovScore × Yr4 +/ -0.327 -0.327 -0.327 

  (2.04) (2.15) (2.18)   (-0.16) (-0.15) (-0.18) 

GovScore × Yr5 +/ 5.443*** 5.443*** 5.443*** GovScore × Yr5 +/ 2.873* 2.873* 2.873** 
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  (3.54) (4.01) (3.88)   (1.78) (1.82) (2.09) 

GovScore × Yr6 +/ 2.938** 2.938* 2.938* GovScore × Yr6 +/ 1.976 1.976 1.976 

  (2.17) (1.83) (1.72)   (1.43) (1.31) (1.44) 
GovScore × Yr7 +/ 0.265 0.265 0.265 GovScore × Yr7 +/ -1.715 -1.715 -1.715 

  (0.21) (0.21) (0.23)   (-1.34) (-1.26) (-1.35) 

GovScore × Yr8 +/ 1.286 1.286 1.286 GovScore × Yr8 +/ -1.593 -1.593 -1.593 

  (1.06) (1.03) (1.05)   (-1.27) (-1.22) (-1.57) 

GovScore × Yr9 +/ 0.618 0.618 0.618 GovScore × Yr9 +/ -1.112 -1.112 -1.112 

  (0.50) (0.49) (0.55)   (-0.88) (-0.83) (-1.05) 
GovScore × Yr11 +/ 0.471 0.471 0.471 GovScore × Yr11 +/ 0.260 0.260 0.260 

  (0.63) (0.56) (0.73)   (0.33) (0.29) (0.36) 

GovScore × Yr12 +/ 0.704 0.704 0.704 GovScore × Yr12 +/ -0.800 -0.800 -0.800 

  (0.88) (0.77) (0.90)   (-0.94) (-0.82) (-0.89) 

GovScore × Yr13 +/ 0.973 0.973 0.973 GovScore × Yr13 +/ 0.260 0.260 0.260 

  (1.21) (1.08) (1.17)   (0.30) (0.27) (0.26) 
GovScore × Yr14 +/ 0.401 0.401 0.401 GovScore × Yr14 +/ -0.849 -0.849 -0.849 

  (0.37) (0.38) (0.39)   (-0.73) (-0.70) (-0.71) 

Year Dummy  Yes Yes Yes Year Dummy  Yes Yes Yes 
Industry Dummy  Yes Yes Yes Industry Dummy  Yes Yes Yes 

Adjusted R2  0.339 0.339 0.339 Adjusted R2  0.309 0.309 0.309 

F-Statistic  20.182 18.578 10.426 F-Statistic  16.729 15.627 8.956 
Observations  1950 1950 1950 Observations  1761 1761 1761 

Turning Point(s) for PctInsiders 23.5, 100.7 23.5, 100.7 19.0 Turning Point(s) for PctInsiders 23.9, 90.3 23.9, 90.3 18.9 

Turning Point(s) for PctInstitns    Turning Point(s) for PctInstitns 15.9 15.9  

This table reports estimates of coefficients of firm-level pooled OLS regressions of financial performance, measured by ROAi, on corporate governance quality (GovScore), and different firm 

characteristics. ROAi is the ratio of EBITDA to total assets in percentage form, after deleting extreme observations based on 3 standard deviations from the mean of ROA. Regressions (1) to (4) show 

results when contemporaneous GovScore and control variables are used as regressors. Regressions (5) to (8) show results when one-year lagged values of GovScore and control variables are used as 

regressors. GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include LnAssets (natural log of total assets), Book2Mkt ratio (ratio of book value of 

equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total 

assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), AdvRatio (total advertising and promotional expenses to total assets ratio), PctInsiders 

(percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in 

percentage form). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect between GovScore and different year dummies. All continuous regressors are normalised, so that the intercept is the 

mean of the dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are 

in parentheses. Regressions (1) and (4) are pooled OLS without controlling for heteroscedasticity (thus with the default standard errors). Regressions (2) and (5) are based on robust standard errors. 

Regressions (3) and (6) are based on robust standard errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for 

directional hypotheses, two-tailed test otherwise. The turning point is the percentage of ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions. The 

turning point is the percentage of ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions.  
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Table 5-15: Robustness Checks Using Pooled OLS Regression Estimates for the Tobin‟s Q Models 

 Expected Dependent Variable: TobinsQ  Expected Dependent Variable: TobinsQ 

 Sign (1) (2) (3)  Sign (4) (5) (6) 

Constant  1.166*** 1.166*** 1.166*** Constant  1.149*** 1.149*** 1.149*** 

  (131.51) (131.51) (67.76)   (125.45) (125.45) (63.50) 

GovScore + 0.203*** 0.203*** 0.203*** GovScore(t-1) + 0.132*** 0.132*** 0.132*** 
  (7.40) (6.40) (4.53)   (6.15) (6.42) (4.77) 

LnAssets + -0.063 -0.063 -0.063 LnAssets(t-1) + -0.079 -0.079 -0.079 

  (-5.42) (-4.94) (-2.33)   (-6.67) (-5.92) (-2.80) 
Book2Mkt  -0.153*** -0.153*** -0.153*** Book2Mkt(t-1)  -0.136*** -0.136*** -0.136*** 

  (-12.34) (-10.88) (-6.32)   (-10.54) (-9.47) (-5.94) 

Liab2Assets +/ 0.187*** 0.187*** 0.187*** Liab2Assets(t-1) +/ 0.236*** 0.236*** 0.236*** 

  (14.41) (11.26) (6.48)   (17.65) (11.73) (7.11) 

CapExRatio + 0.046*** 0.046*** 0.046*** CapExRatio(t-1) + 0.050*** 0.050*** 0.050*** 

  (4.76) (4.14) (4.01)   (5.10) (4.07) (3.68) 
TangAssRatio  -0.025** -0.025** -0.025 TangAssRatio(t-1)  -0.024** -0.024** -0.024 

  (-2.43) (-2.25) (-1.23)   (-2.24) (-2.18) (-1.12) 

Volatility +/ 0.038*** 0.038*** 0.038** Volatility(t-1) +/ -0.006 -0.006 -0.006 

  (3.58) (3.07) (2.28)   (-0.60) (-0.53) (-0.39) 

AdvRatio +/ 0.057*** 0.057*** 0.057*** AdvRatio(t-1) +/ 0.065*** 0.065*** 0.065*** 

  (5.51) (5.25) (2.79)   (6.16) (4.77) (3.04) 

PctInsiders +/ -0.370*** -0.370*** -0.370** PctInsiders(t-1) +/ -0.442*** -0.442*** -0.442*** 

  (-5.89) (-4.62) (-2.51)   (-6.87) (-5.27) (-2.87) 

PctInsiders^2 +/ 0.640*** 0.640*** 0.640** PctInsiders^2(t-1) +/ 0.773*** 0.773*** 0.773*** 

  (4.60) (3.94) (2.21)   (5.44) (4.71) (2.71) 
PctInsiders^3 +/ -0.241*** -0.241** -0.241 PctInsiders^3(t-1) +/ -0.350*** -0.350*** -0.350** 

  (-2.78) (-2.37) (-1.36)   (-3.95) (-3.55) (-2.10) 

PctInstitns +/ 0.062** 0.062** 0.062 PctInstitns(t-1) +/ 0.051* 0.051* 0.051 

  (2.25) (2.19) (1.27)   (1.77) (1.74) (0.99) 

PctInstitns^2 +/ -0.047* -0.047* -0.047 PctInstitns^2(t-1) +/ -0.042 -0.042 -0.042 

  (-1.68) (-1.72) (-1.00)   (-1.46) (-1.45) (-0.82) 
PctForeign +/ 0.034*** 0.034** 0.034** PctForeign(t-1) +/ 0.027*** 0.027* 0.027* 

  (3.28) (2.35) (2.21)   (2.59) (1.77) (1.81) 

GovScore × Yr1 +/ 1.150*** 1.150*** 1.150*** GovScore × Yr1     

  (6.25) (2.77) (2.77)      

GovScore × Yr2 +/ 0.510*** 0.510** 0.510** GovScore × Yr2 +/ 0.504*** 0.504** 0.504** 

  (2.96) (2.26) (2.30)   (3.12) (2.09) (2.12) 
GovScore × Yr3 +/ 0.115 0.115 0.115 GovScore × Yr3 +/ 0.039 0.039 0.039 

  (0.81) (1.24) (1.24)   (0.25) (0.32) (0.34) 

GovScore × Yr4 +/ 0.068 0.068 0.068 GovScore × Yr4 +/ -0.106 -0.106 -0.106 

  (0.53) (0.70) (0.70)   (-0.85) (-1.02) (-1.18) 

GovScore × Yr5 +/ 0.110 0.110* 0.110* GovScore × Yr5 +/ 0.043 0.043 0.043 
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  (1.14) (1.74) (1.65)   (0.45) (0.63) (0.69) 

GovScore × Yr6 +/ 0.017 0.017 0.017 GovScore × Yr6 +/ -0.024 -0.024 -0.024 

  (0.20) (0.32) (0.30)   (-0.28) (-0.42) (-0.49) 
GovScore × Yr7 +/ 0.028 0.028 0.028 GovScore × Yr7 +/ -0.030 -0.030 -0.030 

  (0.35) (0.64) (0.65)   (-0.39) (-0.53) (-0.61) 

GovScore × Yr8 +/ 0.052 0.052 0.052 GovScore × Yr8 +/ -0.070 -0.070 -0.070 

  (0.69) (1.08) (1.04)   (-0.92) (-1.34) (-1.62) 

GovScore × Yr9 +/ 0.212*** 0.212*** 0.212*** GovScore × Yr9 +/ 0.180** 0.180*** 0.180*** 

  (2.72) (3.35) (4.31)   (2.30) (2.67) (3.49) 
GovScore × Yr11 +/ 0.004 0.004 0.004 GovScore × Yr11 +/ -0.038 -0.038 -0.038 

  (0.08) (0.11) (0.15)   (-0.80) (-0.99) (-1.34) 

GovScore × Yr12 +/ 0.042 0.042 0.042 GovScore × Yr12 +/ -0.026 -0.026 -0.026 

  (0.84) (0.89) (1.21)   (-0.50) (-0.53) (-0.67) 

GovScore × Yr13 +/ 0.050 0.050 0.050 GovScore × Yr13 +/ -0.016 -0.016 -0.016 

  (0.97) (0.82) (0.98)   (-0.31) (-0.27) (-0.31) 
GovScore × Yr14 +/ -0.144** -0.144 -0.144 GovScore × Yr14 +/ -0.240*** -0.240** -0.240** 

  (-2.10) (-1.23) (-1.29)   (-3.43) (-2.10) (-2.20) 

Year Dummy  Yes Yes Yes Year Dummy  Yes Yes Yes 
Industry Dummy  Yes Yes Yes Industry Dummy  Yes Yes Yes 

Adjusted R2  0.555 0.555 0.555 Adjusted R2  0.573 0.573 0.573 

F-Statistic  47.879 38.622 17.268 F-Statistic  48.465 30.379 16.933 
Observations  1959 1959 1959 Observations 1773 1773 1773 

Turning Point(s) for PctInsiders 29.4,111.8 29.4, 111.8 23.3 Turning Point(s) for PctInsiders 31.3, 86.0 31.3, 86.0 31.3, 86.0 

Turning Point(s) for PctInstitns 29.6 29.6  Turning Point(s) for PctInstitns    

This table reports estimates of coefficients of firm-level pooled OLS regressions of firm performance, measured by TobinsQ, on corporate governance quality (GovScore), and different firm 

characteristics. Regressions (1) to (4) show results when contemporaneous GovScore and control variables are used as regressors. Regressions (5) to (8) show results when one-year lagged values of 

GovScore and control variables are used as regressors. GovScore is a composite measure of governance quality using the 148 item checklist. TobinsQ is measured as total liabilities and market 

capitalization as on the Balance Sheet date divided by year-end book value of total assets. Firm characteristics include LnAssets (natural log of total assets), Book2Mkt ratio (ratio of book value of equity 

to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), 

Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns 

(stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). GovScore×Yr1 … GovScore×Yr14 denotes the interaction effect 

between GovScore and different year dummies. All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient indicates the change in the 

dependent variable predicted for a one-standard deviation change in the regressor, other things held equal. t-statistics are in parentheses. Regressions (1) and (4) are pooled OLS without controlling for 

heteroscedasticity (thus with the default standard errors). Regressions (2) and (5) are based on robust standard errors. Regressions (3) and (6) are based on robust standard errors clustered at the firm-

level. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. The turning point is the percentage 

of ownership at which the dependent variable reaches its maximum or minimum in the estimated regressions. The turning point is the percentage of ownership at which the dependent variable reaches its 

maximum or minimum in the estimated regressions. 
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 and other control variables, all measured contemporaneously. The last three columns 

show the results when contemporaneous Tobin‘s Q is regressed on lagged governance 

quality and other control variables. The results are consistent with GovScore having a 

statistically significant (at the 1% level) positive effect on current and future firm value. 

The economic magnitude of the effect is also significant: a one standard deviation 

increase in GovScore is associated with an increase of 0.203 in the current year‘s 

Tobin‘s Q and 0.132 in next year‘s Tobin‘s Q. The level of significance is unchanged 

when standard errors are adjusted for heteroscedasticity or for firm-level clustering. One 

significant difference between Table 5-15 and other tables is the signs of the 

institutional ownership and its squared value. Institutional ownership has a statistically 

significant positive coefficient and its square has a significant, negative coefficient 

when the variables are measured contemporaneously and errors are not clustered. The 

turning point suggests that the association between institutional ownership and Tobin‘s 

Q is positive up to 29.6% institutional ownership, after which the association is 

negative. Since market capitalization is used to calculate Tobin‘s Q and institutional 

ownership has a positive, although insignificant, coefficient with future stock return 

(Table 5-11), the finding is not unexpected. However, the average institutional 

ownership of 15.64% and its third quartile of 24.98% (Table 5-4) seem to suggest that 

the turning point is beyond most values observed. To further check the relationship, 

when lagged governance and other variables are used, only the institutional 

shareholding (not its squared term) is found to be positive. Even then it is only 

marginally significant at the 10% level when errors are not clustered. 

Similar to Table 5-7, I check whether current year‘s GovScore is endogenous when 

Tobin‘s Q is the dependent variable. Using the firm‘s listing age and a dummy variable 

indicating whether it is a subsidiary of a foreign company as instrumental variables 

(results untabulated), GovScore is endogenous irrespective of which instrument(s) 

(individually or jointly) are used. Similar to previous findings, GovScore is significant 

after controlling for endogeneity but concerns regarding weak or invalid instruments 

still remain. When using system GMM estimation (results untabulated), GovScore is 

insignificant with inconsistent signs across the different model specifications. 

For the governance-stock market performance relationship, I re-estimate the models in 

Table 5-11 using unadjusted stock returns. The results appear in Table 5-16. 
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Table 5-16: Robustness Checks Using Pooled OLS Regression Estimates for the Unadjusted Stock Return 

Models 

 Expected Dependent Variable: STKRTN1 

 Sign (1) (2) (3) 

Constant  5.208*** 5.208*** 5.208*** 

  (5.61) (5.61) (6.57) 

GovScore(t-1) +/ 5.080** 5.080** 5.080** 

  (2.37) (2.44) (2.47) 

LnMktCap(t-1)  -5.940*** -5.940*** -5.940*** 

  (-5.52) (-5.43) (-4.16) 

Book2Mkt(t-1) +/ 1.646 1.646 1.646 

  (1.29) (1.37) (1.36) 

Liabt2Assets(t-1) + 0.936 0.936 0.936 

  (0.70) (0.63) (0.68) 

CapExRatio(t-1) +/ 1.902* 1.902* 1.902* 

  (1.89) (1.82) (1.89) 

TangAssRatio(t-1) + 0.186 0.186 0.186 

  (0.17) (0.17) (0.20) 

Volatility(t-1) + -9.638 -9.638 -9.638 

  (-8.75) (-7.52) (-8.30) 

PctInsiders(t-1) +/ -17.856*** -17.856*** -17.856*** 

  (-2.75) (-2.70) (-3.66) 

PctInsiders^2(t-1) +/ 27.868* 27.868* 27.868** 

  (1.90) (1.94) (2.41) 

PctInsiders^3(t-1) +/ -12.393 -12.393 -12.393* 

  (-1.34) (-1.42) (-1.66) 

PctInstitns(t-1) +/ 0.042 0.042 0.042 

  (0.01) (0.01) (0.02) 

PctInstitns^2(t-1) +/ -0.671 -0.671 -0.671 

  (-0.23) (-0.24) (-0.26) 

PctForeign(t-1) +/ 0.725 0.725 0.725 

  (0.69) (0.68) (0.71) 

Year and Industry Dummy Yes Yes Yes 

GovScore × Year_D  Yes Yes Yes 

Adjusted R2  0.298 0.298 0.298 

F-Statistic  16.588 15.241 23.196 

Observations  1804 1804 1804 

Turning Point(s) for PctInsiders 26.2 26.2 38.0, 84.1 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market performance, 

measured by STKRTN1, on corporate governance quality (GovScore), and different firm characteristics. STKRTN1 is 

the continuously compounded annual (365-day period ending on the Balance Sheet date) unadjusted stock return in 

percentage form. GovScore is a composite measure of governance quality using the 148 item checklist. Firm 

characteristics include: LnMktCap (natural log of market capitalization), Book2Mkt ratio (ratio of book value of 

equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio 

(capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly 

stock return volatility over the 52-week period ending on the Balance Sheet date), PctInsiders (percentage stock 

ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in 

percentage form), PctForeign (stock ownership by foreigners in percentage form). GovScore×Yr2 … GovScore×Yr14 

denotes the interaction effect between GovScore and different year dummies. (t-1) indicates that the respective 

variable is lagged by one year. All continuous regressors are normalised, so that the intercept is the mean of the 

dependent variable and each coefficient indicates the change in the dependent variable predicted for a one-standard 

deviation change in the regressor, other things held equal. t-statistics are in parentheses. Regressions (1) is pooled 

OLS without controlling for heteroscedasticity. Regression (2) is based on robust standard errors. Regression (3) is 

based on robust standard errors clustered at the firm-level. ***, **, and * indicate significance at the 1%, 5%, and 

10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. The turning 

point is the percentage of ownership at which the dependent variable reaches its maximum or minimum in the 

estimated regression. 
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Substituting unadjusted return for market-adjusted return increases explanatory power 

by more than 7 times (adjusted R
2
 increases to 0.298 from 0.041). In contrast, the 

coefficient of GovScore is reduced, with a one standard deviation increase in GovScore 

leading to an estimated increase of 5.08% in the unadjusted stock return. In terms of 

ownership variables, two differences are observed: foreign ownership is not significant 

in any of the models, and except for one model, one statistically significant turning 

point is found for insiders‘ ownership (the cubic value of insider ownership is not 

significant in most of the models). It is to be noted that in the unadjusted-stock returns 

models, year dummies and interaction terms (between GovScore and year dummies) are 

included but they are absent when using market-adjusted return as the dependent 

variable. This is because the market-adjusted return picks up a year-by-year effect 

because the market return is common to all firms in a given year.  

5.6 Summary 

I use a sample of 2,305 firm-year observations of all non-financial companies listed on 

the DSE over a 14-year sample period from 1996 to 2009, where the data could be 

obtained, to examine the relationship between corporate governance and corporate 

performance. While an accounting performance measure (using ROA) and a future 

stock market performance measure (market-adjusted stock return) are used in the 

primary analysis, firm value based on proxy for Tobin‘s Q is used as a robustness 

check. I firstly run OLS regressions of ROA on my contemporaneous governance 

quality measure to obtain initial estimates of the relationship, keeping in mind the 

possibility of endogeneity. Subsequently, following prior literature, an IV approach 

using 2SLS is followed to address possible endogeneity arising from simultaneity. The 

system GMM method is also applied to address possible dynamic endogeneity 

concerns. Finally, different performance measures are regressed on lagged governance 

and other control variables to examine whether CG predicts future performance in any 

substantive way. 

OLS regressions find a statistically significant positive relationship between corporate 

governance and current year ROA. Except for firm size, other firm-level control 

variables are also found to be significantly related to contemporaneous ROA. Among 

the ownership variables, I found support for a non-linear relationship between insiders‘ 

ownership and ROA, with the association being negative up to 23.5% insider 
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ownership, the association being positive afterwards. To deal with endogeneity 

concerns, firstly 2SLS and then the system GMM method are employed. Like many 

others have found, finding appropriate instruments to run 2SLS is a challenge, and the 

choice of instruments affects the results in 2SLS. When the firm‘s listing age is used as 

the sole instrument, the relationship between governance quality and firm performance 

is found to be free from endogeneity bias, but bias exists when the multinational 

company dummy is used as the sole instrument for governance. Bias also exists when 

both are used as instruments for governance in the same regression. The commonly 

used over-identifying restriction test is found to be statistically significant in rejecting 

the null that the instruments are independent of the error term. Other test results suggest 

that the chosen instruments (individually or jointly) are weak in representing 

governance quality. While the 2SLS results do suggest governance quality is a positive 

and significant predictor of contemporaneous accounting performance, they should be 

interpreted cautiously. 

When system GMM estimation is used, the statistical significance of governance quality 

is found to depend on how the model is fitted. For example, when the ―collapse‖ sub-

option is used only for the endogenous variables and forward orthogonal deviation is 

used, GovScore has a positive coefficient of 3.891 (significant at the 1% level). 

However, when the ―collapse‖ sub-option is used only for the lagged dependent variable 

and forward orthogonal deviation is used, GovScore is not found to be statistically 

significant even at the 10% level (t-statistic of 0.41) using a one-tailed test. In addition, 

the test results are subject to common problems, associated with a finite sample, that 

affect the strength of the tests. 

When lagged governance and control variables are used to explain current year ROA, 

the results again support the hypothesis that a better quality governance structure is 

related to better accounting performance. The economic magnitude of the influence of 

GovScore is relatively large: a one standard deviation increase in GovScore leads to an 

estimated increase of 3.06% in ROA when ownership variables are excluded from the 

regressors and 2.75% when they are included. Insiders‘ ownership is found to be non-

linearly associated with future ROA, irrespective of the model tested. The association is 

negative up to 22.7% insider ownership, positive between 22.7% and 89.6%, and 

negative beyond 89.6%. When the regression errors are clustered at the firm-level, the 

relationship is such that it decreases up to 18.1% and then starts increasing. A 
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significant non-linear association is also observed between institutional ownership and 

future ROA when errors are not clustered, with the association being negative up to 

17.2% and positive afterwards. When errors are clustered at the firm-level, none of the 

institutional ownership variables is statistically significant.  

Estimates of the relationship between governance quality and future stock market 

performance are mixed. While the coefficient of GovScore is positive in most of the 

year-by-year regressions (9 out of 13), it is mostly significant before the introduction of 

CG guidelines (up to 2005). GovScore is also found to be significant (but with a 

negative coefficient) in one year (2006) following the introduction of the guidelines. 

This suggests that other factors in the model, rather than GovScore, may explain most of 

the variation in market-adjusted stock return. 

In robustness tests, governance quality is also found to be positively associated with 

current and future Tobin‘s Q (a measure of firm value). While the sign and significance 

of the variables measuring firm size, volatility and ownership structure differ from the 

primary results (when examined for robustness), no inference regarding GovScore and 

other control variables is changed, increasing our confidence in the primary results. 

On balance, I have found evidence of a positive association between governance quality 

and firm performance. However, it is to be noted that the relationship is more complex 

than is often thought. Like the old saying ―many men, many minds‖, in the governance-

performance line of research, there are many complex issues, and there have been many 

suggestions to address them. Unfortunately, the findings do not always follow a 

consistent pattern.   
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Chapter 6 
Corporate Governance and Other Outcomes 

6.1 Introduction 

It is widely believed that emerging markets benefit from improved corporate 

governance. According to the World Bank (2009, Overview page), ―good corporate 

governance reduces emerging market vulnerability to financial crises, reinforces 

property rights, reduces transaction costs and the cost of capital, and leads to capital 

market development.‖ While this statement focuses on country-level benefits, individual 

firms must reap the benefits. It is argued in the literature that improved corporate 

governance leads to better protection of minority shareholders‘ interests from possible 

expropriation by insiders, and to increased corporate transparency and better monitoring 

and control. In turn, the cost of transacting in the company‘s stock will be reduced and 

the company will be able to access external funds on more favourable terms. 

Consequently the company will be able to realise its growth opportunities. This chapter 

tests this argument by addressing the following questions: Is there any relationship 

between corporate governance quality and the firm‘s stock market liquidity in an 

emerging market, Bangladesh? And is there any evidence that ―better‖ corporate 

governance practices can reduce a Bangladeshi firm‘s cost of (equity) capital?  

In answering the questions, I have used panel data over the 14-year period from 1996 to 

2009. While the use of panel data provides an advantage relative to other studies of 

emerging markets, I also rely on trade-based proxies of liquidity and realized measures 

of the cost of capital. Given the paucity of data, it seems I have little choice other than 

to follow this approach. 

The remainder of this chapter is organized as follows. Section 6.2 reviews the literature 

and formulates the hypotheses for this chapter. Data and research methods, including 

the models used to test the hypotheses, are discussed in Section 6.3. Section 6.4 deals 

with data analysis and is followed by robustness checks in Section 6.5. A summary is 

presented in Section 6.6. 
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6.2 Prior Literature and Hypotheses 

The quality of a firm‘s corporate governance, its stock market liquidity and its cost of 

capital are believed to be closely related. Figure 6-1 depicts the relationship between 

them. This relationship is explained by Amihud and Mendelson (2000, 8) who argue 

that ―…the greater the liquidity of a security (or the lower the associated liquidity 

costs), the lower the expected return required by investors for any given level of risk. 

And the lower a company‘s required return, all other things equal, the higher is its stock 

price for a given level of earnings or operating cash flows.‖ Empirical evidence for this 

argument is found in Ng (2011), among many others. 

For convenience, this section is divided into two sub-sections. In the first sub-section, 

the theoretical relationship, prior studies and the relevant hypothesis linking governance 

quality to stock market liquidity are discussed. A similar argument linking governance 

quality to the firm‘s cost of capital is contained in sub-section two.  

6.2.1 Corporate Governance and Market Liquidity: Background and 

Hypothesis  

Stock market liquidity is a concept that is hard to define. Kyle (1985, 1316) considers it 

―…is a slippery and elusive concept, in part because it encompasses a number of 

transactional properties of markets. These include ―tightness‖ (the cost of turning 

around a position over a short period of time), ―depth‖ (the size of an order flow 

innovation required to change prices a given amount), and ―resiliency‖ (the speed with 

which prices recover from a random, uninformative shock).‖ An intuitive description of 

a liquid market is also given by Black (1971, 30): ―…a liquid market is a continuous 

market, in the sense that almost any amount of stock can be bought or sold immediately, 

and an efficient market, in the sense that small amounts of stock can always be bought 

and sold very near the current market price, and in the sense that large amounts can be 

bought or sold over long periods of time at prices that, on average, are very near the 

current market price.‖ 
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Figure 6-1: The Relationship Between Corporate Governance, Stock Market Liquidity and a Firm‟s Cost of Capital 
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Stock exchanges can do a number of things to encourage a more liquid market.
77

 For 

example, using data from 42 stock exchanges, Cumming, Johan and Li (2011) show that 

differences in exchange trading rules such as those relating to market manipulation and 

insider trading can significantly affect liquidity. 

The stock exchange in a given country can provide a level playing field. As a result, 

ceteris paribus, stocks with the same ‗quality‘ tend to have similar levels of liquidity on 

a given exchange. However, stocks vary in their quality, resulting in different levels of 

liquidity. A number of factors may affect the quality of a stock. This chapter examines 

one possible factor, namely the quality of a firm‘s corporate governance. 

Dating back at least to Menger (1892), an accepted idea in economics is that any object 

that can serve as a medium of exchange is likely to have or ought to have certain 

desirable characteristics: portability, storability, divisibility and recognisability (Lester, 

Postlewaite, and Wright 2011). Focusing on ‗recognisability‘, Lester et al. (2011, 356) 

note (emphasis supplied), ―the fact that U.S. dollars are readily accepted in many places 

would seem to have something to do with the idea that sellers recognize U.S. dollars 

and are roughly familiar with their value, while they are less likely to recognize or know 

the value of alternative assets, such as foreign currency, bonds, stock certificates, and so 

on. Hence, these alternatives are less likely to be accepted  they are less liquid.‖ 

The issue of recognisability is also relevant to the stock market where uncertainty 

surrounding the intrinsic value of a security is the norm, not the exception. Uncertainty 

remains even in the most efficient capital market since the value of a security depends 

on the predictability of future returns. As a result, the higher the level of uncertainty 

surrounding the security‘s future prospects, the lower will be the recognisability by 

prospective security buyers and, all else equal, the less liquid the security will be. In the 

accounting and finance literature, this is commonly associated with the ‗lemons‘ 

problem (Akerlof 1970). 

According to the ‗lemons‘ problem, when security buyers cannot distinguish ―good‖ 

securities (that are likely to generate higher positive cash flows in the future) from 

                                                 
77

  Exchanges generally provide liquidity by removing barriers to trade such as: replacing open-outcry 

system of trading by automated share trading; converting paper shares into electronic shares; 

increasing the efficiency of the settlement and clearance system; and implementing procedures to 

detect market manipulation, insider trading, and broker-client agency conflicts. 
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―bad‖ securities due to information asymmetry, sellers of ―bad‖ securities will claim 

their securities are as valuable as the ―good‖ ones. Realizing the possibility that the 

seller might trade on their information advantage, security buyers will wish to protect 

themselves to compensate for their information disadvantage. This has a number of key 

implications. One of the likely implications is that ―…the capital market will rationally 

undervalue some good ideas and overvalue some bad ideas relative to the information 

available to entrepreneurs [the sellers]‖ (Healy and Palepu 2001, 408). Another likely 

implication is an adverse effect on the liquidity of the good stocks. 

Prior literature also suggests that greater information asymmetry among market 

participants translates into higher transaction costs and lower liquidity of shares which, 

in turn, raises the required rate of return and lowers the current market price (for 

example, Demsetz 1968; Copeland and Galai 1983; Glosten 1985; Welker 1995; Heflin, 

Shaw, and Wild 2005; Krishnamurti, Šević, and Šević 2005; Ng 2011; Lang, Lins, and 

Maffett 2012). For firms with higher information asymmetry, liquidity providers (such 

as uninformed investors or market makers) will act to protect their interests from 

adverse selection costs, such as by broadening the spreads of the affected stocks to 

compensate for potential losses arising from trading in these securities by informed 

traders (Bauwens and Giot 2001; Chen, Chung, Lee, and Liao 2007b). 

Dissemination of unbiased information in a timely manner is one way to alleviate the 

‗lemons‘ problem. Theoretical studies by Diamond and Verrecchia (1991) and Kim and 

Verrecchia (1994) suggest enhanced disclosure can reduce information asymmetry 

among informed and uninformed investors. Therefore, ―for firms with high levels of 

disclosure, investors can be relatively confident that any stock transactions occur at the 

―fair‖ price, increasing liquidity in the firm‘s stock‖ (Healy and Palepu 2001, 429). 

Consistent with Chung, Elder and Kim (2010), I take the position that corporate 

governance affects stock market liquidity since effective governance decreases 

information asymmetry between security traders. CG achieves this objective by 

improving the quality of corporate disclosure in a timely fashion or improving the 

ability of shareholders to discern the quality of management and the true value of the 

firm (as noted in Chapter 4). For example, a number of studies have found that CG 

characteristics such as board independence, the audit committee‘s independence and the 

expertise of its members, and the firm‘s internal control system are positively related to 
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its financial reporting quality (Abbott, Park, and Parker 2000; Carcello and Neal 2000; 

DeZoort and Salterio 2001; Klein 2002; Anderson, Gillan, and Deli 2003; Felo, 

Krishnamurthy, and Solieri 2003; Abbott, Parker, and Peters 2004; Anderson, Mansi, 

and Reeb 2004; Bryan, Liu, and Tiras 2004; Altamuro and Beatty 2010; Costello and 

Wittenberg-Moerman 2011).
78

 Moreover, Karamanou and Vafeas (2005) and Ajinkya, 

Bhojraj and Sengupta (2005) show that well-governed firms are more likely to issue 

more frequent earnings forecasts and that these forecasts tend to be more specific, 

accurate and less optimistically biased. In a recent US study, Bardos (2011) finds a 

positive relationship between the quality of financial information and liquidity. In 

another US study, Sadka (2011) provides evidence that firms with higher transparency 

and information quality provided protection to their investors during a recent financial 

crisis period (September 2008 to March 2009).  

A number of studies have examined the relationship between country-level investor 

protection and stock market liquidity. More specifically, these studies examine whether 

differences in country-level investor protection affect stock market liquidity. The 

common finding of these studies is that they do.
79

 For example, Bacidore and Sofianos 

(2002) find that among New York Stock Exchange (NYSE) listed companies, liquidity 

providers demand higher compensation in the form of wider spreads and less depth of 

quotes when trading non-US stocks, to offset their higher adverse selection risk, 

resulting in lower stock market liquidity for these stocks in comparison to US stocks. 

Similarly, Brockman and Chung (2003) report that, in the Hong Kong equity market, 

Hong Kong-based blue chips have narrower spreads and greater depths than firms based 

in mainland China. In a similar vein, Chung (2006) provides evidence that, during the 

Asian financial crisis, companies from strong investor protection regimes exhibited 

higher liquidity in their American Depository Receipts (ADRs), compared to those from 

countries with relatively weak investor protection. A similar finding is reported by 

Chung et al. (2010). 

                                                 
78

  Although in a meta analytical framework Pomeroy and Thorton (2008) report that ACs are more 

effective in enhancing audit quality than they are at fostering financial statement quality, they cannot 

reliably aggregate results across studies in a statistical sense due to inconsistencies in defining 

financial reporting quality. 

79
  An exception to the common finding is reported by Silva and Chávez (2008). By analysing the 

liquidity costs for stocks and ADRs from four top Latin American markets, they find that in the local 

market, cross-listing does not always guarantee a liquidity cost advantage over stocks that are not 

cross-listed. 
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A number of studies have examined the influence of cross-sectional differences in 

firms‘ governance quality on their stock market liquidity. Using the Transparency and 

Disclosure (T&D) rankings of Standard & Poor‘s (S&P) as the proxy for governance 

quality, Chen et al. (2007b) find that companies in the S&P 500 index with better 

governance quality enjoy higher stock market liquidity in terms of effective spread and 

quoted half-spread, relative to others. Similarly, for a large sample of firms listed on the 

NYSE/AMEX and NASDAQ, Chung et al. (2010) report firms that exhibit better CG 

quality have greater stock market liquidity, measured by narrower spreads, a higher 

market quality index, smaller price impact of trades, and lower probability of 

information-based trading (PIN). They also find a significant association between 

changes in their liquidity measures and changes in the governance quality index, 

suggesting that firms may mitigate information-based trading and improve stock market 

liquidity by adopting better governance standards that reduce information asymmetry. A 

similar positive finding is reported by Jain, Jiang and Mekhaimer (2011) in the US 

setting. 

Only a few studies have examined this relation in an emerging market. In the Chinese 

stock market, Tang and Wang (2011) find that their composite measure of governance 

quality is positively related to firm liquidity, with a one percent increase in their 

composite measure being associated with an average 1.2 percent increase in the firm‘s 

annual share turnover ratio in the subsequent year. Similar positive findings are reported 

by Loukil and Ouidad (2010) in Tunisia, and Prasanna and Menon (2011) in India.  

Based on this discussion, I predict that, for listed companies in Bangladesh: 

H6.1: Ceteris paribus, there is a positive association between the quality of a firm‘s 

governance and its stock market liquidity. 
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6.2.2 Corporate Governance and the Cost of Capital: Theoretical Background, 

Related Studies, and Hypothesis Development 

In sub-section 6.2.1, I discussed how information asymmetry perceived by market 

makers and investors affects stock liquidity, and how effective corporate governance 

can improve liquidity. By influencing the cost of capital, CG can play an important role 

when firms seek to capitalize on their growth opportunities by raising additional debt or 

equity finance.  

In debt financing, a firm enters into a formal contract which includes details of the 

amount borrowed, the interest rate charged, covenant thresholds, and the maturity date 

of the loan (Armstrong et al. 2010). These contract provisions tend to limit the ―free 

cash flow‖80 available for spending at the insiders‘ discretion and protect the interests of 

the debt holders (Jensen 1986; Becht, Bolton, and Röell 2003). Before entering into any 

substantial debt contract, lenders are likely to look into the prospects of the firm, such as 

possible investment projects. Moreover, they are likely to consider the firm‘s reputation 

with respect to financial transparency, corporate governance, the risk management 

systems in place, and other strategic and operating policies (Armstrong et al. 2010). A 

firm can benefit by disclosing sufficient project and governance related information to 

satisfy these fund suppliers. A sound system of corporate governance would mean that 

the borrower is more confident about the likelihood of receiving promised cash flows 

from projects, and that the firm will be able to raise debt capital on more favourable 

terms. The literature supports this view. Analysing a sample of large listed firms in 

France, Piot and Missonier-Piera (2010) find an inverse relationship between the ex-

post cost of debt and governance characteristics such as board independence, existence 

of a remuneration committee composed of non-executive directors, and the presence of 

significant institutional shareholdings. 

Because of the requirement of a debt contract to pay a certain percentage of return on 

debt capital every year, equity financing may be the preferred financing source. 

Ordinary equity financing provides a firm with an opportunity to sell part of its 

shareholders‘ rights to outside investors, without any explicit contract to give anything 
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  ―Free cash flow‖ is defined by Jensen (1986) as the excess cash flow over that required to fund all 

projects with positive net present values when discounted at the appropriate cost of capital.  



 

202 

 

in return other than the implicit intention to pay out cash at some stage to the 

shareholders. Brown (2011, 270) describes the process this way: 

… to grow the firm, the managers may need access to more capital, which is 

controlled by others who are outsiders. Being outsiders, they do not know as 

much as the managers do about the firm’s investment opportunities [the 

‘adverse selection’ argument], and they do not know how hard the 

managers will work or how much they will consume in perks [the ‘agency 

cost of managerial discretion’ argument]. But they do know that managers 

will act in their own self-interest, and that from time to time they will take 

advantage of opportunities to do so. Armed with this knowledge, outsiders 

will still supply more capital, but only at a premium reflecting the cost to 

them of not being well informed as are the managers about the return they 

can expect from their money. 

Easley and O‘Hara (2004, 1553) support this view by showing that ―… differences in 

the composition of information between public and private information affect the cost 

of capital, with investors demanding a higher return to hold stocks with greater private 

information.‖ 

In other words, unless the problems relating to the information disadvantage of the 

financiers are properly addressed, the firm‘s insiders are unlikely to raise sufficient 

capital without incurring significant costs (Francis et al. 2005). In such situations, the 

insiders have an incentive to reduce information asymmetry and instil confidence 

among the potential financiers. More specifically, insiders need to ensure that the 

outsiders receive sufficient information related to the firm‘s activities (to mitigate the 

‗adverse selection‘ problem), and that necessary structures are in place within the firm 

to monitor those activities on behalf of outsiders (to mitigate the agency costs of 

managerial discretion). 

Since an effective CG system not only enhances corporate transparency but also ensures 

that corporate management is properly monitored, I take the position that a firm‘s cost 

of capital depends upon its disclosure policy in general and on its corporate governance 

system in particular. Since in an effective governance system, the board of the directors 

and other interested parties are in a better position to examine and influence the actions 

and policies of management (and of controlling shareholders), there will be less scope 

for insiders to extract private benefits to the detriment of external parties. Similarly, 

improved transparency and disclosure, embodied in a stronger system of corporate 

governance, reduces information asymmetry so that investors are better informed about 
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the firm‘s activities and strategies. The more transparent the firm becomes, the less 

costly it is for investors to monitor the firm and, hence, the less expensive it is to raise 

funds for projects that would otherwise be difficult to finance.  

Although a stronger system of CG has a number of benefits, adoption of such a system 

is not cost free. Besides the costs associated with the reduced scope for insiders to 

extract private benefits to the detriment of outside parties, there are other costs. For 

example, adoption may limit the flexibility of management to adapt to changed 

circumstances (Aggarwal et al. 2010). Additionally, significant monitoring and bonding 

costs
81

 may be involved in instituting a sound system of corporate governance. A firm, 

therefore, will consider both costs and benefits before adopting a stronger governance 

system. In this chapter, I assume that firms‘ benefits from improved CG are likely to 

outweigh the costs of implementation, and therefore firms will tend to improve their 

governance structures when they wish to raise external funds on favourable terms.  

The central argument for the relationship between the quality of the firm‘s corporate 

governance and its cost of capital is analogous to the ‗country-level‘ argument of Stulz 

(1999, 9): ―…companies in national economies with more effective corporate 

governance are likely to raise capital on better terms because such firms are more likely 

to invest the capital wisely and to reinvest the firm‘s cash flows in ways that do not 

destroy shareholder wealth.‖ 

The relationship between disclosure quality and the firm‘s cost of capital is a widely 

researched topic (Botosan 1997; Botosan and Plumlee 2002; Hail 2002; Botosan, 

Plumlee, and Xie 2004; Francis et al. 2005; Zhang and Ding 2006; Eaton, Nofsinger, 

and Weaver 2007; Lambert, Leuz, and Verrecchia 2007; Francis, Nanda, and Olsson 

2008; Lopes and Alencar 2008; Leuz and Schrand 2009). These studies mostly find a 

negative association between the level of disclosure and the cost of equity capital.  

Besides the level of disclosure, a number of studies have examined the relationship 

between country-level and firm-level governance quality indicators and the cost of 
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  Firm-level monitoring costs include all expenditure incurred by the owners to limit the opportunistic 

behaviour of professional managers like the cost of writing contractual agreements and the cost of 

auditing. Bonding costs, on the other hand, are incurred as the professional managers set up 

appropriate governance mechanisms to ensure their commitment towards the shareholders‘ wealth 

maximization objective such as the contractual agreements with ‗golden parachutes‘ (Huse 2007; 

Naciri 2010). 
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capital. For example, using firm-level data from 38 countries, Himmelberg, Hubbard 

and Love (2002) find support for a theoretical model that weak investor protection is 

associated with higher levels of insider ownership and a higher implied cost of capital. 

Using data from 103 countries, Bhattacharya and Daouk (2002) show that the 

enforcement of insider trading laws in these countries has a significant effect on firms‘ 

cost of equity capital. In another 40-country study, Hail and Leuz (2006) report that 

greater efficacy of a country‘s legal institutions and securities regulations reduces the 

cost of equity capital in that country.  

In the US setting, Skaife, Collins and LaFond (2004) examine the impact of four 

governance attributes on the cost of equity capital. They are quality of financial 

information, ownership structure, shareholders‘ rights score, and board structure. 

Consistent with their predictions, Skaife et al. (2004) report a significant association 

between each of the governance attributes and the cost of equity capital. In another US 

study, Cheng, Collins and Huang (2006) also find that stronger shareholder rights and a 

higher level of financial transparency are associated with a lower cost of equity capital. 

Huang, Wang and Zhang (2009) show that higher CEO ownership in US firms helps 

align insiders‘ interests with those of other shareholders, thereby reducing agency costs 

and leading to a lower cost of equity capital. In a more recent study, using stepwise 

regression, Huang and Wu (2010) show that while four (fair price, control share cash 

out, poison pill, and golden parachute) out of the 24 individual shareholder rights 

provisions are important in lowering the cost of equity capital in the US, others are not 

significant. In the case of Spain, Reverte (2009) finds that firms with stronger 

governance have a lower cost of equity capital, after controlling for differences in risk 

factors. 

In emerging capital markets, Chen, Chen and Wei (2003) investigate the influence of 

both country-and firm-level governance characteristics on the cost of equity capital. 

Using data from nine emerging markets, they report that both country-level investor 

protection and firm-level governance quality are important in reducing the cost of equity 

capital in these markets. Similarly, in a Korean study, Byun, Kwak and Hwang (2008) 

find evidence of a negative association between governance quality and the cost of 

equity capital.  
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Based on the prior literature concerning the relationship between corporate governance 

and the cost of capital, I predict that for Bangladeshi listed companies: 

H6.2: Ceteris paribus, there is a negative association between the quality of the 

firm‘s governance and its cost of (equity) capital. 

6.3 Data and Method 

6.3.1 Measuring Stock Market Liquidity 

In a perfectly liquid market, securities are said to trade instantaneously at no cost, but in 

a less than perfect market, liquidity is associated with the extent to which transaction 

costs are incurred for trading purposes (Harris 1990 in Aitken and Comerton-Forde, 

2003). Transaction costs include both explicit and implicit costs. Explicit costs such as 

brokerage commissions, stock exchange fees and government taxes are direct costs of 

trading and are easy to quantify, being visible accounting charges (Domowitz, Glen, and 

Madhavan 2001; Aitken and Comerton-Forde 2003). Price-impact costs and opportunity 

costs
82

 (search and delay costs) are examples of implicit costs which arise due to the 

existence of inefficient or inadequate technology, regulation, information asymmetry, 

participation and instrumentation (Aitken and Comerton-Forde 2003; Amihud and 

Mendelson 2008). There is no visible reporting of implicit costs, resulting in 

considerable disagreement over how to best measure them (Domowitz et al. 2001). 

Liquidity being an elusive concept, is difficult to measure (Amihud et al. 2006). A 

perfect proxy of liquidity would encompass all its dimensions: tightness, depth, 

resiliency, and immediacy (Black 1971; Kyle 1985). Due to its wide ranging effects on 

financial markets (Amihud et al. 2006; Brockman, Howe, and Mortal 2008), from the 

pioneering study of Demsetz (1968) until today, researchers‘ attempts to measure 

liquidity have not yielded an unequivocal yardstick.
83

  

Following Aitken and Camerton-Forde (2003), proxies for liquidity may be divided into 

two broad categories: order-based proxies and trade-based proxies. Order-based proxies 

                                                 
82

  Price-impact costs reflect the price concession that a buyer or seller must incur to effect a trade  a 

premium when buying and a discount when selling (Amihud, Mendelson, and Pedersen 2006; Amihud 

and Mendelson 2008). On the other hand, search and delay costs refer to the ‗opportunity costs of not 

trading when traders are searching for better prices than those quoted in the market or when they try to 

―work‖ an order to reduce its price impact‘ (Amihud and Mendelson 2008, 33). 

83
  Citing Aitken and Winn (1997), Aitken and Comerton-Forde (2003) reported almost 70 liquidity 

measures existed with little or no correlation between many of them.  
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are based on information contained in the order book. One of the commonly used order-

based proxies is the bidask spread (or quoted spread) which is the sum of the buying 

premium and the selling concession for immediate trading. Due to its feature of 

accurately capturing the ability to, and cost associated with immediate trading, the 

bidask spread and other order based proxies  such as the proportional quoted spread, 

relative spread, depth, relative depth, and effective spread  studies in advanced 

economies mostly use one or more of these measures as proxies for liquidity (Chordia, 

Roll, and Subrahmanyam 2000; Butler, Grullon, and Weston 2005; Brockman et al. 

2008).  

However, proxies like the bidask spread are market microstructure data dependent, 

whose availability is limited for a long time-series (Acharya and Pedersen 2005). The 

effectiveness of the bidask spread in measuring the cost of selling large quantity of 

shares is also questionable, since larger trades often take place outside the quoted spread 

(Breen, Hodrick, and Korajczyk 2002; Acharya and Pedersen 2005).  

Trade-based proxies such as the value of trading, trading volume, frequency of trades, 

or the turnover ratio (trading volume as a fraction of shares outstanding) do not require 

market microstructure data as they are calculated using readily available trade data from 

the stock market, irrespective of the level of market development (Aitken and 

Comerton-Forde 2003). Due to their simplicity and availability, trade-based proxies are 

commonly used in studies of an emerging market (for example, Jun, Marathe, and 

Shawky 2003; Lam and Tam 2011; Tang and Wang 2011; Shieh, Lin, and Ho 2012).  

Trade-based proxies of liquidity have their shortcomings, as noted by Aitken and 

Comerton-Forde (2003, 47): 

…they are ex post rather than ex ante measures. In this sense, they indicate 

what people have traded in the past. This is not necessarily a good 

indication of what will be traded in the future...these measures fail to 

indicate the ability to transact immediately and the cost associated with this, 

which is the essence of liquidity. 

Combining the trade-based proxies of liquidity with other easily accessible information 

such as the closing price of a stock or the number of shares outstanding, a number of 

ratio measures such as the Amivest Corporation‘s measure of liquidity (commonly 

known as the ―Amivest liquidity ratio‖), Amihud‘s (2002) illiquidity ratio, and 
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Lesmond, Ogden and Trzcinka‘s (1999) zero-return days have been proposed and used 

in the literature (Cooper, Groth, and Avera 1985; Bernstein 1987; Khan and Baker 

1993; Berkman and Eleswarapu 1998; Lesmond et al. 1999; Muscarella and Piwowar 

2001; Amihud 2002; Acharya and Pedersen 2005; Adaoglu 2006; Bekaert, Harvey, and 

Lundblad 2007; Levine and Schmukler 2007; Lipson and Mortal 2007; Korajczyk and 

Sadka 2008; Jensen and Moorman 2010; Friewald, Jankowitsch, and Subrahmanyam 

2012).
84

  

Although the above mentioned measures overcome some of the shortcomings of trade-

based proxies for liquidity, they are subject to others. For example, Bekaert et al. (2007) 

argue that Amihud‘s illiquidity ratio (2002) can be distorted by trends and outliers, and 

Lesmond et al.‘s zero-return days (1999) measure can conceal the potential price 

pressure of any trade after a lengthy non-trading interval. Similarly, Chai, Faff and 

Gharghori (2010) note that Amihud‘s illiquidity ratio (2002) does not differentiate 

between price fluctuations due to illiquidity and price fluctuations due to the frequent 

arrival of new information. 

Given the paucity of realized transaction cost data for Bangladesh, I could not use order 

based measures of liquidity. Other emerging market studies face a similar hurdle (for 

example, Jun et al. 2003; Lesmond 2005; Bekaert et al. 2007). I use three measures: 

average trading value, average trading frequency, and Amihud‘s illiquidity ratio.
 85

 

These liquidity proxies used in this chapter are justified as follows. First, they are the 

most accessible measures in an emerging market like Bangladesh. Second, they capture 

the essence of stock market liquidity, that is, the ability to trade in a short time. Third, 

prior research justifies their relevance as liquidity proxies. I explain these justifications 

in more detail below. 

Jun et al. (2003) argue that, ceteris paribus, a stock‘s trading value is an increasing 

function of its liquidity. Since a stock‘s trading value depends, to some extent, on its 

trading frequency, it captures the ‗immediacy‘ dimension of liquidity. In prior literature, 

Brennan and Subrahmanyam (1995) find trading volume to be a major determinant of 

liquidity, which is consistent with Stoll (1978). Brennan et al. (1998) report a strongly 

                                                 
84

  Modified versions of these ratios are used in some papers as well (Bekaert et al. 2007; Bortolotti, de 

Jong, Nicodano, and Schindele 2007; Prasanna and Menon 2011; Zhang 2011). 

85
  Amihud‘s illiquidity ratio (2002) is defined as the average ratio of the daily absolute rate of return on 

a stock to its (dollar) trading volume on that day. 
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negative association between trading volume and excess stock returns. Similarly, 

average trading frequency captures the ‗immediacy‘ dimension of liquidity.  

Amihud‘s illiquidity ratio (2002) captures the price movement associated with trading 

volume or the price impact of the order flow (Chai et al. 2010). Intuitively, the 

illiquidity ratio can be interpreted as the daily stock price response associated with the 

value of shares traded, which is consistent with the Kyle‘s (1985) concept of liquidity 

(commonly known as price impact or Kyle‘s ). Therefore, this liquidity proxy reflects 

the ‗depth/price impact‘ dimension of liquidity, as reported in Goyenko, Holden and 

Trzcinka (2009) and Hasbrouck (2009). Amihud (2002) finds the illiquidity ratio to be 

positively related to cross-sectional stock returns. Additionally, Chai et al. (2010) argue 

that the illiquidity ratio does not suffer from the shortcoming of the turnover ratio, 

which fails to differentiate between two stocks with the same turnover ratio but different 

price movements.  

6.3.2 Measuring the Cost of (Equity) Capital  

In any business decision, one common question that comes to mind is: ‗Are the benefits 

worth the costs?‘ When the decision involves benefits and costs over time, it is common 

practice to use an appropriate discount rate to calculate the present value of the 

consequences of the decision. Choosing an appropriate discount rate or cost of capital is 

therefore vital since its overestimation may lead to rejecting otherwise promising 

investment opportunities and its underestimation may lead the investor to enter into 

value-destructive projects. 

Since most projects involve risk, the required rate of return (or the discount rate) 

generally reflects two components: a measure of the risk-free interest rate and a 

premium for risk (Dimson and Marsh 1982). Based on this notion, a number of asset 

pricing models have been developed. The Capital Asset Pricing Model (CAPM) is one 

of the best known (Sharpe 1964; Lintner 1965; Black 1972). It takes the following form: 

E[Ri] = Rf + βi [E(Rm) – Rf] 

Where: E[Ri] is the expected (market required) rate of return on security i, Rf is the rate 

of return available on a risk free security as of the valuation date, E(Rm) is the rate of 

return on the market-portfolio and βi is the risk measure which is defined as the 
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elasticity of the return on security i to the market return (for convenience, I have omitted 

the time period involved).  

Although beta (βi) is a forward looking (ex ante) concept, techniques for estimating beta 

generally use historical data. The reasons are twofold. First, the expected market 

premium is not observable but realized returns are. Second, in an efficient market where 

risk is appropriately priced, the average return will ―catch up and match‖ the expected 

return on equity securities, so the average ex post (realized) measure should be an 

unbiased estimate of the expected equity risk premium (Gebhardt, Lee, and 

Swaminathan 2001; Campello, Chen, and Zhang 2008).  

Despite its widespread popularity due to its simplicity and ease of use, the CAPM has 

been criticized on a number of grounds. The reliability and validity of the CAPM have 

been questioned because, ex post, beta has been found to have a negative or no 

statistical relationship at all with stock returns.
86

 Other factors such as the firm‘s size, 

and its book-to-market ratio are significant in explaining the cross-sectional variation in 

stock returns, suggesting that the assumption of CAPM, that only systematic risk is 

priced in equilibrium, is unlikely to be valid (Banz 1981; Lakonishok and Shapiro 1986; 

Fama and French 1992). For example, using the MSCI world market portfolio as the 

benchmark, Harvey (1995) shows that over a substantial sample period (1976 to 1992), 

only 7 of the 20 emerging markets have historical betas significantly different from zero 

and only one market has beta greater than one. The findings of Harvey (1995) suggest 

that emerging markets may not be well integrated into the global economy, and hence 

beta calculated using a world market benchmark is unlikely to measure their risk. In a 

cross-sectional analysis of five East Asian countries, Mitton (2002) finds beta has no 

explanatory power for returns during the East Asian financial crisis once the effects of 

size, leverage, and industry are accounted for. 

Following Estrada (2000, 2001), Harvey (2000), and Collins and Abrahamson (2006) it 

seems reasonable to consider several different risk measures to investigate which 

commands the most explanatory power. Consequently I use three ex post risk measures 

in this chapter: the standard deviation of returns (total risk measure), market beta 

                                                 
86

  Roll (1977) argues that the CAPM cannot be tested ex post. See also Diacogiannis and Feldman 

(2012), who argue that the slope of ex post risk-return relationship is indeterminate unless the ‗true‘, 

all inclusive market portfolio is known, which is never the case. 
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(systematic risk), and the semi-standard deviation (semideviation)
87

 with respect to the 

mean, which is a downside risk measure.  

One difficulty in estimating the cost the capital using a CAPM type measure is finding 

an appropriate risk-free interest rate. In the CAPM, since the risk-free rate and market 

risk-premium (the difference between expected market return and the risk free rate) are 

common to all companies during a given time period, any cross-sectional variation in 

security-returns is due to beta alone. I, therefore, do not calculate the cost of capital per 

se. Rather, I use each risk measure as the dependent variable and test whether the 

quality of a firm‘s governance can explain the risk measure used. A statistically 

significant negative association would be consistent with governance quality reducing 

the firm‘s risk and thereby its cost of capital. 

Some studies have estimated the implied cost of capital using different accounting-

based methods such as the residual income model (Claus and Thomas 2001; Gebhardt et 

al. 2001), an abnormal earnings growth model (Gode and Mohanram 2003), methods 

based on capitalization ratios (Easton 2004) or a combination of them (Daske, Van 

Halteren, and Maug 2010). Calculating the cost of capital this way requires data on 

earnings forecasts by analysts, which are not publicly available in Bangladesh. 

6.3.3 Data Requirements and Sources 

The primary data required for the calculation of my liquidity measures are the number 

of transactions, value of shares traded, number of shares traded, number of outstanding 

shares, and daily returns. Daily returns are also used in calculating the risk measures. 

All of these were supplied by the Dhaka Stock Exchange library in compact disk format 

(I calculated daily returns from the daily closing price data). Other data sources are the 

same as those used in Chapters 3 to 5. 

  

                                                 
87

  Semideviation measures the standard deviation of returns falling below the benchmark return, which 

can be the risk-free rate, mean return, zero or any other measure. Semideviation is effectively a 

downside risk version of the standard deviation (Collins and Abrahamson 2006; Estrada 2006). 
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6.3.4 Empirical Models 

To test whether the quality of the firm‘s governance has any consequences for 

subsequent stock market liquidity or firm risk, the following regression models are 

estimated: 

                                                                                  
                                                                                             
                                                     

                                                                                      
                                                                                              
                            

To account for omitted variable bias, a number of control variables have been added to 

the regression equation following prior literature. Year and industry dummy variables 

are used to account for any systematic year and industry effect on the dependent 

variable. 

As in Bushee and Noe (2000), control variables contemporaneous with the measure of 

governance quality are included in the regression equation. The intuition is to control 

for other factors that may drive future stock market liquidity or firm risk.  

All continuous regressors are standardized by deducting the mean and dividing by their 

standard deviation based on the cases used to fit each model, while all dichotomous 

variables are mean-centred.  
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Table 6-1: Definitions of Variables Used in Chapter 6 and References to Supporting Papers 

Acronym Measure Definition Supporting Papers 

AvgTrdngVal Liquidity ln(Total value of shares trading for a particular stock during the year/Total number of market trading days) Aitken and Comerton-Forde (2003) 
AvgTrdngFreq Liquidity ln(Total number of transactions for a stock during the year/Total number of market trading days) Aitken and Comerton-Forde (2003) 

Illiquidity Liquidity    
 

  
 ∑             

  
    , where    is the stock return (in percentage) on day t,       is the Taka  

(Bangladesh currency) volume on day t,    is the number of days in which the shares are traded during the 

year ending on the Balance Sheet date. 

Amihud (2002), Gregoriou and Nguyen (2010) 

Volatility Risk    which is the weekly stock return volatility over the 52-week period ending on the Balance Sheet date McInish and Wood (1992), Hentschel and Kothari 

(2001), Erkens, Hung and Matos (2012), Bartram, 

Brown and Waller (2012), De Santis and i mrohoroǧlu 
(1997) 

Beta Risk                

        
 , where     is the weekly holding period return on stock i,     is the weekly holding period 

return on the value-weighted market index. 

Beaver et al. (1970), Cai, Faff, Hillier and Mohamed 

(2007), McAlister, Srinivasan and Kim (2007) 

Semidevi Risk 
√

 

 
 ∑              ̅        

    

√
 

 
 ∑              ̅        

    

 , where     is the weekly holding period return on stock i,  ̅   is the average 

weekly holding period return on stock i over the 52-week ( ) ending on the Balance Sheet date,     is the 

weekly holding period return on the value-weighted market index,  ̅   is the average weekly holding 

period return on the value-weighted market index over the 52-week ending on the Balance Sheet date. 

Estrada (2000, 2001, 2004, 2006), Collins and 

Abrahamson (2006) 

GovScore Governance Quality Governance quality measure based on a checklist of governance items  
LnMktCap Firm Size Natural log of total market capitalization on the Balance Sheet date  Beaver et al. (1970), Bushee and Noe (2000), Chung et 

al. (2010), Tang and Wang (2011) 

Liab2Assets Leverage Total liabilities/Total assets Bushee and Noe (2000), Tang and Wang (2011) 
Book2Mkt Growth Opportunities Book value of equity/Market value of equity  Datar et al. (1998), Hong and Sarkar (2007), Huang and 

Wu (2010), Loukil and Ouidad (2010) 

TangAssRatio Capital Intensity Tangible assets/Total assets Chung et al. (2010), Docherty, Chan and Easton (2011) 

CapExRatio Capital Expenditure Ratio Capital expenditure/Total assets Becker-Blease and Paul (2006), Gregoriou and 
Nguyen (2010), Bartram et al. (2012) 

DivYield Dividend Yield Annual cash dividend/Closing stock price at the Balance Sheet date Bushee and Noe (2000), Jain et al. (2011) 

PctInsiders Insiders‘ Ownership Percentage ownership by insiders Sarin, Shastri and Shastri (1999) 
PctInstitns Institutional Ownership Percentage ownership by institutions Huang and Wu (2010), Grullon et al. (2004) 

PctForeign Foreign Ownership Percentage ownership by foreigners Rhee and Wang (2009) 

AdvRatio Intangible Assets Total advertising and promotional expenses/Total assets McAlister, Srinivasan and Kim (2007), Grullon et al. 
(2004), Amihud and Mendelson (2006) 

LnAge Age Natural log of (1+ Number of years since listing on the Dhaka Stock Exchange) McAlister et al. (2007), Chung et al. (2010) 

MNCoy Foreign Subsidiary Dummy variable taking the value of one if the company is a subsidiary of a foreign company and zero 
otherwise 

 

Year_D Controlling for year effects Dummy variable indicating the financial year  

Industry_D Controlling for industry effects Dummy variable indicating the firm‘s industry Chen et al. (2007b) 
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6.4 Data Analysis 

My data analysis proceeds in two sub-sections. Descriptive statistics are presented in 

sub-section one. Multivariate analysis is contained in sub-section two. 

6.4.1 Descriptive Statistics 

Descriptive statistics for the continuous and count variables for the overall sample 

period are presented in Table 6-2. Average trading value (AvgTrdngVal) has a mean of 

11.235 and ranges from 0.141 to 19.326. When liquidity is measured by AvgTrdngFreq, 

the mean is 50.342 and it ranges from 0.003 to 766.308. Illiquidity ranges from 8.517 

to 6.530, with a mean of 0.378. Among the three risk measures, Volatility has a mean 

of 0.067, with a minimum value of 0.000 and maximum value of 0.283. The systematic 

risk measure, Beta, ranges from 1.345 to 3.006, with a mean value of 0.705. 

Semideviation, based on returns below the mean (Semidevi), averages 2.221 and ranges 

from 0.000 to 11.979. 

Pearson‘s product-moment correlations between the continuous variables are presented 

in Table 6-3 to validate data consistency as well as to highlight obvious instances of 

significant multicollinearity. Correlations significant at the 5% level (using a two-tailed 

test) are denoted by an asterisk (*). Table 6-3 shows that the pair-wise correlations 

among the liquidity variables are high, as expected. The pair-wise correlations among 

the risk measures range between 0.199 and 0.457. The correlations between Governance 

quality (GovScore) and all liquidity measures are positive and significant, except for 

illiquidity, where the correlation is expected to be negative by virtue of the definition of 

illiquidity. The correlations between governance quality (GovScore) and all the risk 

measures are negative, but only its correlation with stock volatility is significant. The 

correlations between the remaining continuous variables and the liquidity and risk 

measures are generally significant. 

To further check obvious instances of significant multicollinearity, Variance Inflation 

Factors (VIFs) of the independent variables are computed (results untabulated). None of 

the VIFs exceeds 10 (the rule-of-thumb cut off number to identify instances of 

multicollinearity in the multiple regression models) suggesting that multicollinearity is 

not a problem. 
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Table 6-2: Descriptive Statistics for the Dependent and Independent Variables in Chapter 6 

Panel A: Count and continuous variables 

Variable N Mean SD Minimum Q1 Median Q3 Maximum 

AvgTrdngVal 2145 11.235 3.093 0.141 9.322 11.589 13.408 19.326 
AvgTrdngFreq 2121 50.342 102.605 0.003 2.054 11.899 43.577 766.308 
Illiquidity 2136 -0.378 2.706 -8.517 -2.320 -0.151 1.755 6.530 
Volatility 2181 0.067 0.036 0.000 0.043 0.060 0.083 0.283 
Beta 2179 0.705 0.588 -1.345 0.257 0.684 1.096 3.006 
SemiDevi 2125 2.221 1.184 0.000 1.457 2.001 2.770 11.979 
GovScore 2305 35.805 17.512 12.000 24.000 29.000 44.000 104.000 
LnMktCap 2193 18.472 1.793 14.047 17.173 18.371 19.564 24.777 
Book2Mkt 2147 0.920 2.835 -16.341 0.348 0.940 1.802 16.292 
CapExRatio 2257 0.035 0.056 0.000 0.001 0.010 0.043 0.317 
TangAssRatio 2305 0.480 0.240 0.000 0.286 0.489 0.670 0.991 
Liab2Assets 2249 0.696 0.451 0.002 0.438 0.619 0.820 3.402 
AdvRatio 2250 0.003 0.007 0.000 0.000 0.000 0.003 0.050 
DivYield 2305 0.030 0.043 0.000 0.000 0.004 0.055 0.620 
PctInsiders 2276 42.834 19.480 0.000 33.330 48.840 50.750 98.220 
PctInstitns 2276 15.635 14.903 0.000 0.910 12.795 24.979 96.190 
PctForeign 2276 1.784 5.657 0.000 0.000 0.000 0.010 57.390 
Age 2299 11.685 7.355 0.000 6.000 11.000 17.000 33.000 

Panel B: Binary variable        
Variable  N   Value    %  
MNCoy 2205   0   95.66  
 100   1   4.34  

This table presents descriptive statistics for variables used in Chapter 6. Panel A shows the means, standard 

deviations, and percentiles (minimum, first quartile (Q1), median, third quartile (Q3), and maximum) of the count and 

continuous variables and Panel B reports descriptive statistics of the binary variable. AvgTrdngVal is the natural log 

of the stock‘s average trading value over the total number of trading days in the market for the period ending on the 

Balance Sheet date. AvgTrdngFreq is the ratio of the total number of transactions on the stock for the year ending on 

the Balance Sheet date to total number of trading days in the market for the period. Illiquidity (multiplied by 104 for 

convenience) is the natural log of the illiquidity ratio proposed by Amihud (2002) and is measured as    
 

  

 ∑       
  

   

        where    is the number of days the stock is traded during the year,    is the daily stock return (in percentage) 

and       is the daily value of shares traded for the stock. Volatility is the weekly stock return volatility over the 52-

week period ending on the Balance Sheet date. Beta is computed by regressing the stock‘s weekly holding period 

returns on the value-weighted market portfolio returns. Semidevi is the ratio of semideviation with respect to the 

mean for the stock and the semideviation with respect to the mean for the value-weighted market portfolio. GovScore 

is a composite measure of governance quality using a 148 item checklist. LnMktCap is the natural log of total market 

capitalization at the Balance Sheet date. Book2Mkt is the book-to-market value of equity ratio. CapExRatio is the 

ratio of capital expenditure to total assets. TangAssRatio is the tangible assets to total assets ratio. Liab2Assets is the 

total liabilities to total assets ratio. AdvRatio is the ratio of total advertising and promotional expenses to total assets. 

DivYield is the current year‘s cash dividend divided by the Balance Sheet date closing price. PctInsiders is the 

percentage shareholding of the company insiders (sponsors and/or directors). PctInstitns is the institutional 

shareholding in percentage form. PctForeign is the percentage of shareholding of the foreign shareholders. Age 

measures the number of years since listing on the Dhaka Stock Exchange. MNCoy is a dummy variable taking the 

value of 1 if the firm is a subsidiary of a foreign company and zero otherwise. 
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Table 6-3: Pearson Pairwise Correlation Coefficients for the Continuous Variables in Chapter 6 and for the Overall Period from 1996 to 2009 

 

AvgTrdngVal AvgTrdngFreq Illiquidity Volatility Beta SemiDevi GovScore LnMktCap Book2Mkt 

AvgTrdngFreq 0.593*         

Illiquidity -0.897* -0.653*        

Volatility 0.206* 0.076* 0.036       

Beta 0.529* 0.282* -0.470* 0.227*      

SemiDevi 0.103* 0.131* 0.094* 0.457* 0.199*     

GovScore 0.279* 0.282* -0.305* -0.049* -0.002 -0.025    

LnMktCap 0.711* 0.435* -0.754* 0.049* 0.374* -0.168* 0.422*   

Book2Mkt 0.025 -0.007 -0.056* -0.137* 0.053* -0.089* 0.019 0.012  

CapExRatio 0.163* 0.103* -0.183* -0.025 0.048* -0.101* 0.077* 0.190* 0.024 

TangAssRatio -0.140* -0.052* 0.147* 0.010 -0.060* 0.050* -0.149* -0.157* 0.017 

Liab2Assets -0.345* -0.172* 0.378* 0.059* -0.222* 0.113* -0.116* -0.333* -0.605* 

AdvRatio 0.190* 0.070* -0.204* -0.071* 0.1156* -0.102* 0.156* 0.258* -0.021 

DivYield 0.088* 0.014 -0.123* -0.164* 0.048* -0.135* 0.058* 0.142* 0.120* 

PctInsiders -0.146* -0.086* 0.085* -0.090* -0.041 -0.081* -0.003 -0.062* -0.011 

PctInstitns -0.024 -0.070* 0.080* -0.055* -0.056* -0.013 0.061* 0.034 0.043* 

PctForeign 0.149* 0.076* -0.147* 0.030 0.116* -0.018 0.010 0.177* 0.029 

Age -0.232* -0.098* 0.215* -0.098* -0.205* 0.009 0.297* 0.036 -0.098* 

 

CapExRatio TangAssRatio Liab2Assets AdvRatio DivYield PctInsiders PctInstitns PctForeign  

TangAssRatio 0.187*         

Liab2Assets -0.179* -0.032        

AdvRatio 0.123* -0.103* -0.151*       

DivYield 0.081* -0.054* -0.193* 0.088*      

PctInsiders 0.110* 0.180* 0.005 0.061* 0.014     

PctInstitns -0.006 0.006 -0.006 -0.018 0.088* -0.225*    

PctForeign 0.030 0.060* -0.089* 0.037 0.026 -0.031 -0.058*   

Age -0.125* -0.266* 0.174* 0.067* -0.114* -0.116* 0.103* -0.133*  

This table presents Pearson correlation coefficients between the continuous variables used in Chapter 6. AvgTrdngVal is the natural log of the stock‘s average trading value over the total number of trading days in 

the market for the period ending on the Balance Sheet date. AvgTrdngFreq is the ratio of the total number of transactions on the stock for the year ending on the Balance Sheet date to total number of trading days in 

the market for the period. Illiquidity (multiplied by 10
4
 for convenience) is the natural log of the illiquidity ratio proposed by Amihud (2002) and is measured as    

 

  
 ∑              

  
    where    is the number 

of days the stock is traded during the year,    is the daily stock return (in percentage) and       is the daily value of shares traded for the stock. Volatility is the weekly stock return over the 52-week period ending 

on the Balance Sheet date. Beta is computed by regressing the stock‘s weekly holding period returns on the value-weighted market portfolio returns. Semidevi is the ratio of semideviation with respect to the mean 

for the stock and the semideviation with respect to the mean for the value-weighted market portfolio. GovScore is a composite measure of governance quality using a 148 item checklist. LnMktCap is the natural log 

of total market capitalization at the Balance Sheet date. Book2Mkt is the book-to-market value of equity ratio. CapExRatio is the ratio of capital expenditure to total assets. TangAssRatio is the tangible assets to total 

assets ratio. Liab2Assets is the total liabilities to total assets ratio. AdvRatio is the ratio of total advertising and promotional expenses to total assets. DivYield is the current year‘s cash dividend divided by the 

Balance Sheet date closing price. PctInsiders is the percentage shareholding of the company insiders (sponsors and/or directors). PctInstitns is the institutional shareholding in percentage form. PctForeign is the 

percentage of shareholding of the foreign shareholders. Age measures the number of years since listing on the Dhaka Stock Exchange. Correlation significant at the 5% level (using a two-tailed test) is denoted by *.  
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6.4.2 Multivariate Analysis 

The multivariate analysis proceeds in two sub-sections. In sub-section 6.4.2.1, the 

relationship between corporate governance and stock market liquidity is examined. The 

relationship between corporate governance and risk is analysed in sub-section 6.4.2.2. 

6.4.2.1 Corporate Governance and Stock Market Liquidity 

Table 6-4 contains pooled OLS coefficient estimates for the regression of liquidity, 

measured by the natural log of average trading value, on one-year lagged governance 

and other control variables. Regression (1) reveals that GovScore is significantly 

associated (at the 1% level) with future stock market liquidity. The positive sign on this 

coefficient suggests that firms with a higher governance quality score experience higher 

future stock market liquidity, when other factors affecting liquidity are accounted for. 

The magnitude of the effect is such that a one standard deviation increase in lagged 

GovScore predicts a 0.828 point increase in the liquidity measure. Table 6-4 indicates 

that stock market liquidity increases with a higher market capitalization, lower book-to-

market ratio, lower total liabilities to total assets ratio, higher capital expenditure ratio, 

higher volatility, higher dividend yield, higher advertising ratio, lower insiders‘ 

ownership, higher foreign ownership, and being a foreign subsidiary. These variables 

account for more than half the variance in the next year‘s stock market liquidity. The 

conclusions are the same when robust standard errors (Regression (2)) are used, or when 

errors are clustered (Regression (3)), based upon a one-tailed test where appropriate. 

Of the ownership variables, the coefficient is negative (and significant at the 1% level 

for all models) in cases of PctInsiders and PctInstitns (not statistically significant), 

while it is positive for PctForeign (significant at the 1% level). One possible 

explanation for the negative coefficient for PctInsiders is that the information 

asymmetry problem is likely to increase with an increase in insiders‘ ownership 

resulting in lower liquidity. It may also be partly an artefact: the average trading value is 

likely to be lower for firms with higher insiders‘ ownership, since insiders in 

Bangladesh are not allowed to freely trade their shares without fulfilling some legal 

requirements of the SECB and the DSE. Because it is hard to tell whether the negative 

relationship is an outcome of information asymmetry or artifactual, I re-estimated the 
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Table 6-4: Pooled OLS Regression Estimates for the AvgTrdngVal Models with Lagged Governance and Other 

Control Variables 

 Expected Dependent Variable: AvgTrdngVal 

 Sign (1) (2) (3) 

Constant  11.254*** 11.254*** 11.254*** 

  (235.63) (235.63) (103.04) 

GovScore(t-1) + 0.828*** 0.828*** 0.828*** 

  (9.63) (9.28) (5.32) 

LnMktCap(t-1) + 0.391*** 0.391*** 0.391*** 

  (7.06) (4.65) (4.09) 

Book2Mkt(t-1)  -0.369*** -0.369*** -0.369*** 

  (-5.48) (-4.64) (-2.78) 

Liab2Assets(t-1)  -0.627*** -0.627*** -0.627*** 

  (-8.73) (-6.92) (-3.71) 

CapExRatio(t-1) + 0.158*** 0.158*** 0.158*** 

  (3.03) (3.42) (2.87) 

TangAssRatio(t-1) + -0.477 -0.477 -0.477 

  (-8.38) (-7.42) (-3.75) 

Volatility(t-1) +/ 0.471*** 0.471*** 0.471*** 

  (8.35) (7.25) (4.87) 

Age(t-1) + -0.979 -0.979 -0.979 

  (-15.94) (-16.05) (-7.63) 

MNCoy + 1.718*** 1.718*** 1.718*** 

  (5.60) (5.87) (2.74) 

DivYield(t-1) + 0.295*** 0.295*** 0.295*** 

  (5.67) (6.33) (4.53) 

AdvRatio(t-1) + 0.261*** 0.261*** 0.261*** 

  (4.74) (4.90) (2.64) 

PctInsiders(t-1) +/ -0.599*** -0.599*** -0.599*** 

  (-10.72) (-8.08) (-3.94) 

PctInstitns(t-1) +/ -0.012 -0.012 -0.012 

  (-0.23) (-0.21) (-0.10) 

PctForeign(t-1) +/ 0.302*** 0.302*** 0.302*** 

  (5.61) (6.70) (4.16) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.529 0.529 0.529 

F-Statistic  52.505 58.753 32.065 

Observations  1744 1744 1744 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market liquidity, measured 

by AvgTrdngVal, on corporate governance quality (GovScore), and firm characteristics. AvgTrdngVal is the natural 

log of the stock‘s average trading value over the total number of trading days in the market for the period ending on 

the Balance Sheet date. GovScore is a composite measure of governance quality using the 148 item checklist. Firm 

characteristics include LnMktCap (natural log of market capitalization at the Balance Sheet date), Book2Mkt ratio 

(ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total 

assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), 

Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), Age (natural log 

of (1+ number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable taking the value of 1 if 

the firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s cash dividend divided by 

the Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient 

indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other 

things held equal. t-statistics are in parentheses. Regression (1) is based on standard errors without controlling for 

heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and robust standard errors clustered at 

the firm-level respectively. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using 

a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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regression models with market capitalization consisting of only the free-float shares. 

The results (untabulated) show that the coefficient of insiders‘ percentage ownership is 

negative and statistically significant at the 5% level when robust standard errors are 

used, suggesting higher information asymmetry problem in firms with higher insider 

ownership. Moreover, institutional ownership is found to be negative and statistically 

significant at the 5% level, indicating perhaps that the role of institutional investors in 

corporate monitoring is comparatively weak in Bangladesh. In both sets of results 

(Table 6-4 and those untabulated), foreign ownership has a positive coefficient 

(significant at the 5% level when robust standard errors are used), suggesting that stock 

liquidity increases with greater foreign ownership in the firm and that the proportion of 

foreign ownership remains important even when insiders hold a large proportion of the 

firm‘s ordinary shares.  

I find mixed results for the control variables with respect to their expected signs. For 

example, volatility has a positive sign, suggesting that the higher the volatility, the 

higher the liquidity. This is in contrast with the inventory models of liquidity, which 

predict that a more volatile stock has a greater bid–ask spread and hence, lower stock 

market liquidity. However, it is consistent with the information-based models of 

liquidity, which predicts that the relationship can be positive. Barclay and Warner 

(1993), for instance, show that truly informed traders among a large group of 

uninformed liquidity traders tend to camouflage their information by breaking up their 

orders into smaller units. Such activities increase both the number of transactions, a 

measure of liquidity, and the stock price, that is, stock volatility. Uninformed traders 

may become overconfident due to illusions of knowledge and control, and ―…trade 

more actively and more speculatively than they otherwise would, hold underdiversified 

portfolios, and have lower expected utilities, and contribute to increased market 

volatility‖ (Barber and Odean 2001, 47). A recent article by Chowdhury (2012) in Time 

magazine (2 February 2012) supports this view when he points out that lack of 

minimum investment knowledge among active traders is one of the reasons behind the 

stock market crash on the Dhaka Stock Exchange in 2011. In another emerging market 

context, Tang and Wang (2011) find a positive relationship between volatility and 

liquidity in China.  

The tangible assets ratio and firm‘s age also have unexpected signs. A higher tangible 

assets ratio is expected to reduce information asymmetry since tangible assets are easier 
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to monitor and harder to misappropriate. The firm‘s age is also used as a proxy for risk 

in prior literature, it being argued that older firms tend to face lower systematic risk 

(Grullon et al. 2004; McAlister et al. 2007). One possible explanation for the 

unexpected signs may be that lower information asymmetry reduces the rewards to 

market making, causing some liquidity suppliers to exit the market (Diamond and 

Verrecchia 1991). 

Table 6-5 presents the results from the OLS regressions of average trading frequency on 

lagged governance and other control variables. Except for two variables (foreign 

subsidiary and foreign ownership), the signs of the coefficients are consistent with the 

results in Table 6-4. GovScore is significant at the 1% level across models, with a one 

standard deviation increase in governance leading to an estimated increase of 22.22 in 

the average trading frequency. Among the ownership variables, foreign ownership is no 

longer significant while insiders‘ ownership and institutional ownership are negative 

and statistically significant in all models. Among the control variables, capital 

expenditure ratio and advertising ratio are not statistically significant in all models and 

foreign subsidiary is not significant in the expected direction. Dividend yield is 

marginally significant at the 10% level when standard errors are not clustered. 

Table 6-6 shows the regression results when the illiquidity ratio is used as a measure of 

liquidity. In this case, the expected signs of the coefficients of the variables are reversed 

for all the variables. As the first two columns of Table 6-6 show, all the variables are 

statistically significant at the 1% level when errors are not clustered. When the 

regression standard errors are clustered, foreign subsidiary becomes marginally 

statistically significant at the 10% level while institutional ownership becomes 

insignificant. GovScore remains significant at the 1% level in all model specifications, 

with a one standard deviation increase in GovScore leading to an estimated decrease of 

0.80 in the log of the illiquidity ratio (multiplied by 10
4
 for convenience).  

Overall, the above results are in line with my prediction that better governance is 

associated with higher stock market liquidity in Bangladesh. 
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Table 6-5: Pooled OLS Regression Estimates for the AvgTrdngFreq Models with Lagged Governance and 

Other Control Variables 

 Expected Dependent Variable: AvgTrdngFreq 

 Sign (1) (2) (3) 

Constant  51.223*** 51.223*** 51.223*** 

  (25.10) (25.10) (14.84) 

GovScore(t-1) + 22.220*** 22.220*** 22.220*** 

  (6.17) (4.66) (3.00) 

LnMktCap(t-1) + 33.384*** 33.384*** 33.384*** 

  (14.04) (5.54) (4.19) 

Book2Mkt(t-1)  -8.071*** -8.071*** -8.071*** 

  (-2.80) (-4.06) (-2.97) 

Liab2Assets(t-1)  -12.314*** -12.314*** -12.314*** 

  (-4.01) (-4.11) (-2.98) 

CapExRatio(t-1) + 1.916 1.916 1.916 

  (0.86) (0.79) (0.73) 

TangAssRatio(t-1) + -5.622 -5.622 -5.622 

  (-2.31) (-2.26) (-1.37) 

Volatility(t-1) +/ 8.825*** 8.825*** 8.825*** 

  (3.66) (3.78) (3.40) 

Age(t-1) + -17.753 -17.753 -17.753 

  (-6.74) (-5.32) (-3.79) 

MNCoy + -17.228 -17.228 -17.228 

  (-1.28) (-0.95) (-0.50) 

DivYield(t-1) + 2.982* 2.982* 2.982 

  (1.34) (1.29) (1.22) 

AdvRatio(t-1) + 0.502 0.502 0.502 

  (0.21) (0.20) (0.13) 

PctInsiders(t-1) +/ -10.024*** -10.024*** -10.024*** 

  (-4.20) (-4.09) (-2.56) 

PctInstitns(t-1) +/ -7.748*** -7.748*** -7.748** 

  (-3.48) (-3.15) (-1.97) 

PctForeign(t-1) +/ -0.200 -0.200 -0.200 

  (-0.09) (-0.07) (-0.05) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.325 0.325 0.325 

F-Statistic  22.864 10.543 10.176 

Observations  1730 1730 1730 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market liquidity, measured 

by AvgTrdngFreq, on corporate governance quality (GovScore), and different firm characteristics. AvgTrdngFreq is 

the ratio of the total number of transactions on the stock for the year ending on the Balance Sheet date to total number of 

trading days in the market for the period. GovScore is a composite measure of governance quality using the 148 item 

checklist. Firm characteristics include LnMktCap (natural log of market capitalization at the Balance Sheet date), 

Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), Liab2Assets (ratio of total 

liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets 

to total assets), Volatility (weekly stock return volatility over the 52-week period ending on the Balance Sheet date), 

Age (natural log of (1+ number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable 

taking the value of 1 if the firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s 

cash dividend divided by the Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses 

to total assets ratio), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns 

(stock ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in 

percentage form). All continuous regressors are normalised, so that the intercept is the mean of the dependent 

variable and each coefficient indicates the change in the dependent variable predicted for a one-standard deviation 

change in the regressor, other things held equal. t-statistics are in parentheses. Regression (1) is based on standard 

errors without controlling for heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and 

robust standard errors clustered at the firm-level respectively. ***, **, and * indicate significance at the 1%, 5%, and 

10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. 

 

 

    

 

     

     

     

 

     



  

221 

 

 

Table 6-6: Pooled OLS Regression Estimates for the Illiquidity Models with Lagged Governance and Other 

Control Variables 

 Expected Dependent Variable: Illiquidity 

 Sign (1) (2) (3) 

Constant  -0.361*** -0.361*** -0.361*** 

  (-8.47) (-8.47) (-3.50) 

GovScore(t-1)  -0.804*** -0.804*** -0.804*** 

  (-10.46) (-9.38) (-5.41) 

LnMktCap(t-1)  -0.494*** -0.494*** -0.494*** 

  (-9.97) (-5.10) (-3.77) 

Book2Mkt(t-1) + 0.384*** 0.384*** 0.384*** 

  (6.37) (6.51) (3.63) 

Liab2Assets(t-1) + 0.641*** 0.641*** 0.641*** 

  (9.99) (8.77) (4.50) 

CapExRatio(t-1)  -0.183*** -0.183*** -0.183*** 

  (-3.93) (-3.98) (-3.21) 

TangAssRatio(t-1)  0.447 0.447 0.447 

  (8.77) (8.55) (4.13) 

Volatility(t-1) +/ -0.133*** -0.133*** -0.133** 

  (-2.63) (-2.63) (-2.17) 

Age(t-1)  0.823 0.823 0.823 

  (14.97) (15.40) (6.99) 

MNCoy  -1.062*** -1.062*** -1.062* 

  (-3.87) (-3.70) (-1.61) 

DivYield(t-1)  -0.202*** -0.202*** -0.202*** 

  (-4.36) (-4.57) (-3.59) 

AdvRatio(t-1)  -0.223*** -0.223*** -0.223** 

  (-4.54) (-4.17) (-2.09) 

PctInsiders(t-1) +/ 0.378*** 0.378*** 0.378*** 

  (7.57) (6.53) (3.03) 

PctInstitns(t-1) +/ 0.166*** 0.166*** 0.166 

  (3.56) (3.36) (1.51) 

PctForeign(t-1) +/ -0.247*** -0.247*** -0.247*** 

  (-5.14) (-5.86) (-3.74) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.538 0.538 0.538 

F-Statistic  54.412 66.227 51.395 

Observations  1742 1742 1742 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market liquidity, measured 

by Illiquidity, on corporate governance quality (GovScore), and different firm characteristics. Illiquidity (multiplied 

by 104 for convenience) is the natural log of the illiquidity ratio proposed by Amihud (2002) and is measured as 

   
 

  
 ∑              

  
    where    is the number of days the stock is traded during the year,    is the daily stock 

return (in percentage) and       is the daily value of shares traded for the stock. GovScore is a composite measure 

of governance quality using the 148 item checklist. Firm characteristics include LnMktCap (natural log of market 

capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of equity to the year-end market value 

of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), 

TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week 

period ending on the Balance Sheet date), Age (natural log of (1+ number of years since listed on the Dhaka Stock 

Exchange )), MNCoy (dummy variable taking the value of 1 if the firm is a subsidiary of a foreign company and zero 

otherwise), DivYield (current year‘s cash dividend divided by the Balance Sheet date closing price) AdvRatio (total 

advertising and promotional expenses to total assets ratio), PctInsiders (percentage stock ownership by the sponsors 

and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), 

PctForeign (stock ownership by foreigners in percentage form). All continuous regressors are normalised, so that the 

intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable 

predicted for a one-standard deviation change in the regressor, other things held equal. Regression (1) is based on 

standard errors without controlling for heteroscedasticity. t-statistics are in parentheses. Regressions (2) and (3) are 

based on robust standard errors, and robust standard errors clustered at the firm-level respectively. ***, **, and * 

indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional 

hypotheses, two-tailed test otherwise. 

 

 

    

 



  

222 

 

6.4.2.2 Corporate Governance and the Firm’s Cost of Capital 

To examine the influence of corporate governance on the firm‘s cost of capital, three 

risk measures are regressed on GovScore and exogenous control variables. The results 

appear in Tables 6-7 (Volatility), 6-8 (Semideviation) and 6-9 (Beta). Each table 

contains three sets of results, depending on any adjustment for heteroscedasticity or 

clustered errors. 

Using the stock‘s volatility of returns as the risk measure (Table 6-7), the coefficient of 

lagged GovScore is found to be negative, suggesting that higher governance quality is 

associated with lower future stock return volatility. The magnitude of the association is 

such that a one standard deviation increase in governance quality this year is associated 

with a decrease of 0.231% in return volatility next year. The statistical significance of 

GovScore is unchanged when standard errors are adjusted for heteroscedasticity or 

correlation within a firm. Of the three ownership variables, insider‘s ownership is 

predicted to have a negative effect on future stock volatility and the effect is statistically 

significant. Other ownership variables also have negative coefficients, but they are not 

statistically significant. 

Among the control variables, firm size (measured by natural log of market capitalization 

at the Balance Sheet date), capital expenditure ratio and firm age have negative and 

statistically significant coefficients, while the liabilities to assets ratio has a statistically 

significant positive coefficient. The firm‘s growth opportunities, measured by the book-

to-market ratio, foreign subsidiary dummy, dividend yield, tangible assets ratio, and 

advertising ratio are not significantly related to the future return variability in the 

expected direction in any of the models. The overall explanatory power of the estimated 

model is 33.9%. 

Following Estrada (2000, 2001), downside risk measured by semideviation (with 

respect to the mean) is used. The results appear in Table 6-8. The coefficient of 

GovScore is negative and significant in all models, with a one standard deviation 

increase in GovScore this year being associated with a decrease of 0.135 in 

semideviation next year. Of the ownership variables, insiders‘ ownership is negative 

and significant at the 5% level when errors are not clustered, while institutional 

ownership is positive and marginally significant at the 10% level when regression errors  
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Table 6-7: Pooled OLS Regression Estimates for the Volatility Models with Lagged Governance and Other 

Control Variables 

 Expected Dependent Variable: Volatility 

 Sign (1) (2) (3) 

Constant  6.549*** 6.549*** 6.549*** 

  (102.01) (102.01) (66.93) 

GovScore(t-1)  -0.231** -0.231** -0.231** 

  (-2.01) (-2.27) (-1.85) 

LnMktCap(t-1)  -0.259*** -0.259*** -0.259*** 

  (-3.47) (-3.26) (-3.07) 

Book2Mkt(t-1) + 0.105 0.105 0.105 

  (1.18) (1.11) (0.83) 

Liab2Assets(t-1) + 0.265*** 0.265*** 0.265** 

  (2.79) (2.51) (2.09) 

CapExRatio(t-1)  -0.208*** -0.208*** -0.208*** 

  (-2.97) (-3.13) (-3.04) 

TangAssRatio(t-1)  0.118 0.118 0.118 

  (1.54) (1.52) (1.18) 

Age(t-1)  -0.214*** -0.214*** -0.214** 

  (-2.62) (-2.63) (-2.05) 

MNCoy  0.458 0.458 0.458 

  (1.11) (1.27) (0.87) 

DivYield(t-1)  -0.075 -0.075 -0.075 

  (-1.08) (-0.91) (-0.85) 

AdvRatio(t-1)  -0.043 -0.043 -0.043 

  (-0.58) (-0.65) (-0.58) 

PctInsiders(t-1) +/ -0.395*** -0.395*** -0.395*** 

  (-5.28) (-4.37) (-2.71) 

PctInstitns(t-1) +/ -0.050 -0.050 -0.050 

  (-0.72) (-0.75) (-0.53) 

PctForeign(t-1) +/ -0.070 -0.070 -0.070 

  (-0.98) (-0.97) (-0.69) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.339 0.339 0.339 

F-Statistic  25.972 18.029 21.080 

Observations  1806 1806 1806 

This table reports estimates of coefficients of firm-level pooled OLS regressions of firm-level risk, measured by 

Volatility, on corporate governance quality (GovScore), and different firm characteristics. Volatility (multiplied by 

102 for convenience) is the weekly stock return volatility over the 52-week period ending on the Balance Sheet date. 

GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include 

LnMktCap (natural log of market capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of 

equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio 

(capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Age (natural log of 

(1+ number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable taking the value of 1 if 

the firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s cash dividend divided by 

the Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient 

indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other 

things held equal. t-statistics are in parentheses. Regression (1) is based on standard errors without controlling for 

heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and robust standard errors clustered at 

the firm-level respectively. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using 

a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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Table 6-8: Pooled OLS Regression Estimates for the SemiDevi Models with Lagged Governance and Other 

Control Variables 

 Expected Dependent Variable: SemiDevi 

 Sign (1) (2) (3) 

Constant  2.189*** 2.189*** 2.189*** 

  (109.59) (109.59) (77.78) 

GovScore(t-1)  -0.135*** -0.135*** -0.135*** 

  (-3.78) (-3.91) (-3.47) 

LnMktCap(t-1)  -0.046** -0.046* -0.046** 

  (-1.97) (-1.61) (-1.69) 

Book2Mkt(t-1) + 0.040* 0.040 0.040 

  (1.40) (1.27) (1.01) 

Liab2Assets(t-1) + 0.090*** 0.090*** 0.090*** 

  (2.99) (2.73) (2.51) 

CapExRatio(t-1)  -0.068*** -0.068*** -0.068*** 

  (-3.11) (-3.46) (-3.25) 

TangAssRatio(t-1)  0.032 0.032 0.032 

  (1.35) (1.29) (1.06) 

Age(t-1)  -0.086*** -0.086*** -0.086*** 

  (-3.34) (-3.26) (-2.55) 

MNCoy  0.152 0.152 0.152 

  (1.20) (1.32) (0.84) 

DivYield(t-1)  -0.077*** -0.077*** -0.077*** 

  (-3.56) (-2.56) (-2.40) 

AdvRatio(t-1)  -0.057*** -0.057*** -0.057*** 

  (-2.47) (-3.14) (-2.43) 

PctInsiders(t-1) +/ -0.064*** -0.064** -0.064 

  (-2.72) (-2.35) (-1.49) 

PctInstitns(t-1) +/ 0.037* 0.037* 0.037 

  (1.72) (1.79) (1.37) 

PctForeign(t-1) +/ -0.010 -0.010 -0.010 

  (-0.46) (-0.45) (-0.40) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.267 0.267 0.267 

F-Statistic  18.183 22.053 28.639 

Observations  1747 1747 1747 

This table reports estimates of coefficients of firm-level pooled OLS regressions of SemiDevi, on corporate 

governance quality (GovScore), and different firm characteristics. Semidevi is the ratio of semideviation with respect 

to the mean for the stock and the semideviation with respect to the mean for the value-weighted market portfolio. 

GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics include 

LnMktCap (natural log of market capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of 

equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio 

(capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Age (natural log of 

(1+ number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable taking the value of 1 if 

the firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s cash dividend divided by 

the Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient 

indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other 

things held equal. t-statistics are in parentheses. Regression (1) is based on standard errors without controlling for 

heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and robust standard errors clustered at 

the firm-level respectively. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using 

a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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are not clustered. Foreign ownership has a negative coefficient but is not statistically 

significant in any of the models. 

Among the control variables, other than the foreign subsidiary dummy and the tangible 

assets ratio, all variables are significant when robust standard errors are used. The 

control variables tend to lose their significance when standard errors are adjusted for 

correlation within a cluster (firm).  

To summarize, the common finding, using either the firms‘ return volatility or its 

semideviation as the risk measure, is that firms with a higher GovScore experience 

lower future risk and, by inference, a lower cost of capital, after controlling for other 

factors that affect the risk measure. 

As a third risk measure, I use historical market beta and re-estimate the models. Beta is 

estimated by regressing a firm‘s weekly stock returns over the past 52 weeks on the 

returns of the value-weighted market portfolio. The results appear in Table 6-9. They 

imply that GovScore is unexpectedly positive in all models, with a one standard 

deviation increase in GovScore this year is associated with an increase of 0.126 in the 

firm‘s systematic risk measure next year. Most of the variables in the regression models 

also have unexpected signs. How should we interpret this unexpected finding? 

As the beta used in Table 6-9 is not adjusted for thin-trading (some stocks are 

infrequently traded during the 365-day period used to calculate the market beta), thin 

trading may be a concern. A number of approaches have been used in the literature to 

correct for thin trading, of which Dimson‘s (1979) and the Scholes and Williams (1977) 

method are the most widely used. I take an alternate route, and re-estimate market beta 

using a longer (14-day) holding period. The results are discussed in the robustness 

section. 

Other issues may also help explain the unexpected finding. Consistent with Roll (1977), 

Ross (1977), Roll and Ross (1994, 101) note that ―… a positive and exact cross-

sectional relation between ex ante expected returns and betas must hold if the market 

index against which betas are computed lies on the positively sloped segment of the 

mean-variance efficient frontier.‖ The real challenge is, therefore, to find the mean- 
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Table 6-9: Pooled OLS Regression Estimates for the Beta Models with Lagged Governance and Other Control 

Variables 

 Expected Dependent Variable: Beta 

 Sign (1) (2) (3) 

Constant  0.709*** 0.709*** 0.709*** 

  (59.82) (59.82) (34.61) 

GovScore(t-1)  0.126 0.126 0.126 

  (5.94) (6.15) (4.22) 

LnMktCap(t-1)  0.024 0.024 0.024 

  (1.74) (1.61) (1.35) 

Book2Mkt(t-1) + -0.040 -0.040 -0.040 

  (-2.42) (-2.46) (-1.83) 

Liab2Assets(t-1) + -0.092 -0.092 -0.092 

  (-5.27) (-5.15) (-3.53) 

CapExRatio(t-1)  -0.013 -0.013 -0.013 

  (-0.98) (-1.02) (-0.88) 

TangAssRatio(t-1)  -0.054*** -0.054*** -0.054*** 

  (-3.84) (-3.82) (-2.43) 

Age(t-1)  -0.088*** -0.088*** -0.088*** 

  (-5.79) (-5.82) (-3.71) 

MNCoy  0.107 0.107 0.107 

  (1.40) (1.54) (1.04) 

DivYield(t-1)  0.006 0.006 0.006 

  (0.49) (0.39) (0.38) 

AdvRatio(t-1)  0.030 0.030 0.030 

  (2.20) (2.39) (1.40) 

PctInsiders(t-1) +/ -0.055*** -0.055*** -0.055** 

  (-3.99) (-3.73) (-2.09) 

PctInstitns(t-1) +/ -0.025** -0.025* -0.025 

  (-1.97) (-1.95) (-1.26) 

PctForeign(t-1) +/ 0.043*** 0.043*** 0.043** 

  (3.24) (2.97) (2.33) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.254 0.254 0.254 

F-Statistic  17.615 21.471 31.996 

Observations  1806 1806 1806 

This table reports estimates of coefficients of firm-level pooled OLS regressions of firm‘s systematic risk, measured 

by Beta, on corporate governance quality (GovScore), and different firm characteristics. Beta is computed by 

regressing the stock‘s weekly holding period returns on the value-weighted market portfolio returns. GovScore is a 

composite measure of governance quality using the 148 item checklist. Firm characteristics include LnMktCap 

(natural log of market capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book value of equity to the 

year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital 

expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Age (natural log of (1+ 

number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable taking the value of 1 if the 

firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s cash dividend divided by the 

Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses to total assets ratio), 

PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock ownership by 

institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage form). All 

continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each coefficient 

indicates the change in the dependent variable predicted for a one-standard deviation change in the regressor, other 

things held equal. t-statistics are in parentheses. Regression (1) is based on standard errors without controlling for 

heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and robust standard errors clustered at 

the firm-level respectively. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, correspondingly using 

a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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variance efficient frontier, which is generally unknown,
88

 resulting in an infinite number 

of zero beta portfolios at all expected returns (Diacogiannis and Feldman 2012). 

Because of the problems associated with the calculation of beta, it would seem 

unreasonable to rely on the results where historical beta is used as the risk measure. 

6.5 Robustness Checks 

A series of robustness checks are used to investigate whether the findings in the 

previous sub-sections are robust to a number of matters. I use natural log of the turnover 

ratio (the number of shares traded to the number of shares outstanding at the Balance 

Sheet date) as an alternative measure of liquidity. The results appear in Table 6-10. In 

the table, GovScore is positive and significant at the 1% level in all models, with a 1 

standard deviation increase in GovScore leads to an estimated increase of 0.27 in the log 

of turnover ratio. Both foreign ownership and the advertising ratio have positive 

coefficients but they are not significant when errors are clustered. Foreign subsidiary is 

not significant in any of the models. Firm size (measured by the natural log of market 

capitalization at the Balance Sheet date) has a negative co-efficient, which is 

unexpected. 

I also use the average number of shares traded, measured by the natural log of the ratio 

between the number of shares traded to the total number of trading days in the market, 

and re-estimate the models in Table 6-4. While the results (untabulated) show that the 

capital expenditure ratio is not significant in any of the models and institutional 

ownership is negative and significant when errors are not clustered, GovScore is again 

positive and significant in all models. 

To investigate non-linear effects of ownership, I include the squared and cubic values of 

insider ownership and the squared value of institutional ownership and re-estimate the 

models in Tables 6-4 to 6-6 and 6-10 (results untabulated). Institutional ownership is 

not found to be statistically significantly non-linear in any of the liquidity measures. 

When AvgTrdngVal is used as the dependent variable, I also do not find any statistically 

significant non-linear relationship between insider ownership and the liquidity measure  

 

                                                 
88

  Two reasons why the mean-variance efficient frontier is unknown are partial securitization and free 

float restrictions (Diacogiannis and Feldman 2012).  
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Table 6-10: Robustness Checks Using Pooled OLS Regression Estimates for the TrnovrRatio Models with 

Lagged Governance and Other Control Variables 

 Expected Dependent Variable: TrnovrRatio 

 Sign (1) (2) (3) 

Constant  -1.717*** -1.717*** -1.717*** 

  (-44.18) (-44.18) (-19.76) 

GovScore(t-1) + 0.267*** 0.267*** 0.267*** 

  (3.82) (4.24) (2.63) 

LnMktCap(t-1) + -0.070 -0.070 -0.070 

  (-1.54) (-2.21) (-1.58) 

Book2Mkt(t-1)  -0.198*** -0.198*** -0.198* 

  (-3.62) (-2.89) (-1.62) 

Liab2Assets(t-1)  -0.307*** -0.307*** -0.307*** 

  (-5.25) (-4.24) (-2.39) 

CapExRatio(t-1) + 0.079** 0.079** 0.079** 

  (1.87) (2.11) (1.86) 

TangAssRatio(t-1) +/ -0.287*** -0.287*** -0.287*** 

  (-6.18) (-5.14) (-2.62) 

Volatility(t-1) +/ 0.559*** 0.559*** 0.559*** 

  (12.18) (9.62) (6.67) 

Age(t-1) +/ -0.875*** -0.875*** -0.875*** 

  (-17.47) (-16.64) (-8.29) 

MNCoy + 0.000 0.000 0.000 

  (0.00) (0.00) (0.00) 

DivYield(t-1) + 0.151*** 0.151*** 0.151*** 

  (3.56) (3.96) (3.10) 

AdvRatio(t-1) + 0.069* 0.069** 0.069 

  (1.54) (1.71) (1.09) 

PctInsiders(t-1) +/ -0.352*** -0.352*** -0.352** 

  (-7.74) (-5.34) (-2.53) 

PctInstitns(t-1) + -0.042 -0.042 -0.042 

  (-0.99) (-0.91) (-0.44) 

PctForeign(t-1) + 0.075** 0.075** 0.075 

  (1.71) (1.87) (0.89) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.402 0.402 0.402 

F-Statistic  31.794 35.213 17.026 

Observations  1739 1739 1739 

This table reports estimates of coefficients of firm-level pooled OLS regressions of stock market liquidity, measured 

by TrnovrRatio, on corporate governance quality (GovScore), and firm characteristics. TrnovrRatio is measured by 

the natural log of number of shares traded during financialyear ending on the Balance Sheet date divided by the 

number of shares outstanding on the Balance Sheet date. GovScore is a composite measure of governance quality 

using the 148 item checklist. Firm characteristics include LnMktCap (natural log of market capitalization at the 

Balance Sheet date), Book2Mkt ratio (ratio of book value of equity to the year-end market value of equity), 

Liab2Assets (ratio of total liabilities to total assets), CapExRatio (capital expenditure to total assets ratio), 

TangAssRatio (ratio of tangible assets to total assets), Volatility (weekly stock return volatility over the 52-week 

period ending on the Balance Sheet date), Age (natural log of (1+ number of years since listed on the Dhaka Stock 

Exchange )), MNCoy (dummy variable taking the value of 1 if the firm is a subsidiary of a foreign company and zero 

otherwise), DivYield (current year‘s cash dividend divided by the Balance Sheet date closing price) AdvRatio (total 

advertising and promotional expenses to total assets ratio), PctInsiders (percentage stock ownership by the sponsors 

and/or directors in the firm), PctInstitns (stock ownership by institutional shareholders in percentage form), 

PctForeign (stock ownership by foreigners in percentage form). All continuous regressors are normalised, so that the 

intercept is the mean of the dependent variable and each coefficient indicates the change in the dependent variable 

predicted for a one-standard deviation change in the regressor, other things held equal. Regression (1) is based on 

standard errors without controlling for heteroscedasticity. t-statistics are in parentheses. Regressions (2) and (3) are 

based on robust standard errors, and robust standard errors clustered at the firm-level respectively. ***, **, and * 

indicate significance at the 1%, 5%, and 10% levels, correspondingly using a one-tailed test for directional 

hypotheses, two-tailed test otherwise. 
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(AvgTrdngVal). I find a non-linear relationship when AvgTrdngFreq is the liquidity 

measure and regression errors are not clustered. However, within the range of feasible 

values of insider ownership, that is, 0% to 100%, the association is found to be 

monotonically increasing with a negative sign. When Amihud‘s illiquidity ratio is used 

as the liquidity measure, the association is negative up to 12% of insiders‘ ownership, 

followed by a positive relationship between 12% and 88% of insiders‘ ownership, and is 

negative again beyond 88%. When errors are clustered at the firm-level, the non-linear 

relationship is not statistically significant. When TrnovrRatio is the liquidity measure, 

the relationship is again found to be non-linear. Within the feasible range of 0% to 

100% of insider ownership, the association is positive up to 29.2% and is negative 

thereafter when errors are not clustered. When errors are clustered, the association is 

positive up to 22.8%, followed by a negative relationship. It is to be noted, however, 

that inferences regarding other variables including GovScore remain unchanged when 

the model specification is changed by adding the squared and cubic values of the 

ownership variables. 

To investigate the impact of extreme observations on the governance-risk relationship, I 

discard observations beyond 3 standard deviations from the mean of stock volatility 

(both tails) and re-estimate the pooled OLS models of Table 6-7. The results 

(untabulated) are similar, suggesting that the findings are not due to a few extreme 

observations. 

The possibility of a non-linear relationship between ownership variables and risk 

measures is also examined. Except for beta, a statistically significant non-linear 

relationship is found for institutional ownership but not for insider ownership (results 

untabulated). When beta is used as the risk measure, the opposite relationship is found 

(results untabulated), with insider ownership being non-linearly associated with beta 

while the non-linear relationship between institutional ownership and beta is statistically 

insignificant. Inferences regarding other variables including GovScore remain 

unchanged with these changes in model specification. 

To examine whether the inferences change using beta as the risk measure, I increase the 

return holding period from 7-days to 14-days. Results are in Table 6-11. They are 

qualitatively similar to those in Table 6-9, with GovScore being positive in all models. 

Hence, the results using beta as the risk measure are anomalous.  



  

230 

 

 

 Table 6-11: Robustness Checks Using Pooled OLS Regression Estimates for the Beta Models with 

Lagged Governance and Other Control Variables 

 Expected Dependent Variable: Beta 

 Sign (1) (2) (3) 

Constant  0.727*** 0.727*** 0.727*** 

  (54.38) (54.38) (33.88) 

GovScore(t-1)  0.126 0.126 0.126 

  (5.27) (5.45) (3.76) 

LnMktCap(t-1)  0.018 0.018 0.018 

  (1.18) (1.28) (1.09) 

Book2Mkt(t-1) + -0.042 -0.042 -0.042 

  (-2.28) (-2.26) (-1.86) 

Liab2Assets(t-1) + -0.105*** -0.105 -0.105 

  (-5.29) (-5.28) (-3.80) 

CapExRatio(t-1)  -0.004 -0.004 -0.004 

  (-0.30) (-0.32) (-0.28) 

TangAssRatio(t-1)  -0.061*** -0.061*** -0.061*** 

  (-3.86) (-3.94) (-2.79) 

Age(t-1)  -0.078*** -0.078*** -0.078*** 

  (-4.58) (-4.67) (-3.13) 

MNCoy  0.049 0.049 0.049 

  (0.57) (0.59) (0.47) 

DivYield(t-1)  0.018 0.018 0.018 

  (1.23) (1.30) (1.16) 

AdvRatio(t-1)  0.049 0.049 0.049 

  (3.19) (3.45) (2.04) 

PctInsiders(t-1) +/ -0.053*** -0.053*** -0.053** 

  (-3.37) (-3.16) (-1.83) 

PctInstitns(t-1)  -0.020* -0.020* -0.020 

  (-1.34) (-1.30) (-0.88) 

PctForeign(t-1)  0.039 0.039 0.039 

  (2.58) (2.90) (2.05) 

Year Dummy  Yes Yes Yes 

Industry Dummy  Yes Yes Yes 

Adjusted R2  0.219 0.219 0.219 

F-Statistic  14.711 18.027 21.994 

Observations  1806 1806 1806 

This table reports estimates of coefficients of firm-level pooled OLS regressions of firm‘s systematic risk, measured 

by Beta, on corporate governance quality (GovScore), and different firm characteristics. Beta is computed by 

regressing the stock‘s fortnightly holding period returns on the value-weighted market portfolio returns for the same 

period. GovScore is a composite measure of governance quality using the 148 item checklist. Firm characteristics 

include LnMktCap (natural log of market capitalization at the Balance Sheet date), Book2Mkt ratio (ratio of book 

value of equity to the year-end market value of equity), Liab2Assets (ratio of total liabilities to total assets), 

CapExRatio (capital expenditure to total assets ratio), TangAssRatio (ratio of tangible assets to total assets), Age 

(natural log of (1+ number of years since listed on the Dhaka Stock Exchange )), MNCoy (dummy variable taking the 

value of 1 if the firm is a subsidiary of a foreign company and zero otherwise), DivYield (current year‘s cash dividend 

divided by the Balance Sheet date closing price) AdvRatio (total advertising and promotional expenses to total assets 

ratio), PctInsiders (percentage stock ownership by the sponsors and/or directors in the firm), PctInstitns (stock 

ownership by institutional shareholders in percentage form), PctForeign (stock ownership by foreigners in percentage 

form). All continuous regressors are normalised, so that the intercept is the mean of the dependent variable and each 

coefficient indicates the change in the dependent variable predicted for a one-standard deviation change in the 

regressor, other things held equal. Regression (1) is based on standard errors without controlling for 

heteroscedasticity. Regressions (2) and (3) are based on robust standard errors, and robust standard errors clustered at 

the firm-level respectively. t-statistics are shown in parentheses. ***, **, and * indicate significance at the 1%, 5%, 

and 10% levels, correspondingly using a one-tailed test for directional hypotheses, two-tailed test otherwise. 
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I did not calculate idiosyncratic volatility and estimate its relationship with governance 

quality. The calculation of idiosyncratic volatility also requires a proxy for the true 

market portfolio, so it suffers from the same problem as historical beta. 

6.6 Summary 

Prior theoretical and empirical literature suggests that firms with higher quality 

corporate governance are likely to have higher stock market liquidity and a lower cost 

of capital, because of their greater transparency and better monitoring and control 

mechanisms. Using a sample of 2,305 firm-year observations of all non-financial 

companies listed on the DSE over a 14-year sample period from 1996 to 2009, I 

examine the relationship between corporate governance and three measures of firm 

liquidity and three measures of risk. Pooled OLS regressions are used where liquidity or 

risk variables are regressed on lagged governance and other control variables to account 

for possible spurious relations. 

OLS regressions result in a statistically significant positive relationship between 

corporate governance and liquidity next year. Except for stock volatility, firm age and 

the tangible assets ratio, the control variables when significant have their expected 

signs. Of the ownership variables, insiders‘ ownership is significantly associated with 

the liquidity measures. Foreign ownership is not significant when average trading 

frequency is used as the liquidity measure, and institutional ownership is not significant 

when average trading value is used as the liquidity measure. When free-float shares are 

used to measure firm size and average trading value is used to measure stock market 

liquidity, results support the notion that information asymmetry and therefore illiquidity 

increases with an increase in insiders‘ proportion of ownership.  

Since my study relies on the realized measure of returns to proxy for the cost of capital 

(due to unavailability of other data, such as analysts‘ forecasts), I regress risk measures 

on lagged governance and other control variables, arguing that the lower the risk, the 

lower the firm‘s cost of capital. 

Using stock return volatility and semideviation to measure risk, I find evidence that 

higher governance quality is associated with lower (future) risk. The relationship holds 

for all the models. When market beta is used as the risk measure, I find a positive 

relationship between governance quality and beta irrespective of whether beta is 
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calculated using 7-day or 14-day holding period returns. While the positive relationship 

is unexpected, it needs to be interpreted with great caution. A mean-variance efficient 

market portfolio is unobservable in the real world and anything less than that means 

inferences about risk-return trade-off will be unreliable. 

I have used a number of robustness checks to investigate whether my inferences change 

when the dependent variable is replaced by alternative measures, when extreme 

observations in the dependent variable are discarded, or when squared and cubic values 

of the ownership variables are included in the regression model. I find my inferences in 

relation to GovScore remain unchanged.  

Overall, I have provided broad evidence that higher governance quality is associated 

with higher stock market liquidity and probably a lower cost of (equity) capital. 
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Chapter 7 
Conclusions 

7.1 Overview of Thesis 

In this thesis, I have examined ten related research questions, all in the context of an 

emerging country, Bangladesh. More specifically, I have examined: the determinants of 

country-level corporate governance (CG) reform and the influences of country-level 

reform and firm-characteristics on firm-level CG practices; and the effectiveness of 

firm-level CG ‗quality‘ in reducing corporate reporting lags, in improving the efficiency 

with which the firm‘s shares are priced on the share market, its financial performance, 

its stock market liquidity, and its cost of equity capital. These questions are particularly 

relevant to Bangladesh, where a number of reform programs have been undertaken 

since the early 1990s, mostly funded by International Financial Agencies (IFAs), with 

an aim of substantially improving the quality of CG. The low base from which reform 

began means Bangladesh is an especially interesting setting in which to review the 

reform process and its implications for individual firms. Other characteristics that make 

Bangladesh an interesting setting are the historically limited incentives for public 

limited companies to be more transparent in their reporting practices, the limited role 

played by institutional investors to pressure companies to improve their CG practices, 

investors‘ lack of knowledge of company‘s fundamentals and capital market operations, 

the questionable roles of the capital market regulators in combatting market anomalies, 

comparatively weak and out-dated laws to protect the rights of minority shareholders, 

and the limited enforcement of the law that does exist.  

Using a sample of 2,305 firm-year observations of all non-financial companies listed on 

the Dhaka Stock Exchange (DSE) over the 14 years from 1996 to 2009, I find support 

for a number of hypotheses. The main findings are: (i) in spite of the number of reform 

initiatives undertaken since the early 1990s, there is scope for further improvement, for 

example, in monitoring and enforcement by regulators; (ii) both external bodies, 

particularly the IFAs, and domestic forces have affected the extent of CG reform in 

Bangladesh; (iii) CG regulations take effect over time; (iv) firms differ in their decisions 

to adopt governance mechanisms, presumably because of heterogeneity in the costs and 

benefits of adopting particular mechanisms; (v) better-governed firms in Bangladesh are 

timelier in disclosing value-relevant information inasmuch as their price discovery is 
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faster; (vi) higher governance quality has been associated with better accounting 

performance, higher future stock market returns, and higher firm values; (vii) better-

governed firms enjoy higher stock market liquidity; and (viii) governance quality is 

associated with a lower cost of capital under some measures. 

7.2 Policy Implications 

The findings of this thesis have some important policy implications. First, the relevance 

of CG quality when assessed by commonly used benchmarks such as the timeliness of 

financial reporting, firm performance, liquidity, and the cost of capital suggest, other 

things equal, that the emphasis on improving CG regulations is not misplaced. Second, 

in order to lift compliance rates, monitoring and legal enforcement could be 

strengthened. Finally, minority shareholders can be protected better, particularly with 

respect to board independence, appointment of remuneration and nomination 

committees with higher levels of independence, greater attention to related party 

transactions, and increasing the independence of the audit committee.  

7.3 Caveats 

A number of caveats need to be borne in mind when interpreting the findings of this 

thesis. The lack of a unified theory of CG along with an absence of well-defined 

boundaries of CG, disagreement over any weighting scheme to be applied to consolidate 

the component of a CG index, and the fact that optimal governance choices probably 

differ among firms, mean that my measure of governance quality may not be the most 

appropriate one to use in all settings. In addition, since I am unable to address all of the 

endogeneity issues that may have arisen, the findings indicate ‗association‘ rather than 

‗causation‘. Furthermore, a problem common to studies of emerging markets  

unavailability of data  has restricted me from using an ex-ante measure of the cost of 

capital or a trade-based measure of stock market liquidity, both of which are considered 

superior to those I have used.  

7.4 Possible Extensions 

The area of CG is so large that all issues cannot be covered in a single Ph.D. thesis. One 

finding of this study is that both external and domestic forces have influenced CG in 

Bangladesh. One possible extension would be to explore more fully the extent to which 
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domestic forces do indeed determine CG reforms, and if so, which country-level forces 

have greatest influence. In this connection, there is a growing literature focusing on 

whether an Anglo-Saxon governance model, as promoted by the IFAs, adequately 

captures the socio-political and economic environment within which firms in other 

countries operate. Future research could focus on that line of enquiry. 

As in many other countries, listed companies in Bangladesh are mostly family 

controlled. Such family ownership has both positives and negatives. For example, 

Miller and Le Berton Miller (2006, 85) note that family controlled firms may enhance 

the financial performance of the firms when: 

…voting control requires significant family ownership, when there is a 

strong family CEO without complete voting control and accountable to 

independent directors, when multiple family members serve as managers, 

and when the family intends to keep the business for generations…On the 

other hand, when ownership is too concentrated or dispersed, when control 

is exercised without much ownership, and when too many family members 

clash or drain resources, financial performance suffers. Such conditions 

may apply mostly to family businesses in their second generation or beyond. 

In support of this view, using data from Hong Kong, Singapore and Taiwan, Fan, Jian 

and Yeh (2012) find that, on average, the buy-and-hold market-adjusted stock return of 

family firms decreases by 56% during a 5-year period in which their first generation of 

owner(s) (controlling owners) pass on ownership and control to their successors. In 

another recent study, Martin-Reyna and Duran-Encalada (Martin-Reyna and Duran-

Encalada 2012) find that family firms in Mexico adopt significantly different CG 

structures to non-family firms, and such differences impact firm performance. Future 

studies could examine the impact of ownership succession on firm performance in the 

context of Bangladesh. 

In order to examine the impact of CG quality on price discovery in the stock market, I 

have used three measures: timeliness, timeliness deflated and news-difference.
89

 The 

results obtained could be further investigated by using the ―all news‖ measure of 

Beekes, Brown and Jackson (2011).  

Due to the unavailability of other information, I have relied on publicly available 

information in published annual reports. My GovScore summarises the level of 

                                                 
89

  See Section 4.4 for definitions of these measures. 
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corporate governance quality perceived by an outsider without having inside knowledge 

of the actual governance practices employed. Future studies could examine similar 

research questions by developing CG databases based on more comprehensive data 

sources and investigate whether similar results are obtained.  

Because of their distinct nature of operations and regulatory frameworks, I have 

excluded financial companies (banking companies, non-banking financial institutions, 

and insurance companies) from my sample. Their governance practices and the value-

relevance of such practices are rarely examined in the literature and they could be an 

interesting area of future research.  

I have used year dummies in the regression models, where applicable, to capture 

developments in the external environment surrounding the business. Future research 

could examine the influence of specific country-level factors. Also, a comparative study 

of countries with similar socio-political and legal environments could be considered.  

Irrespective of the CG reforms over the last two decades, Bangladesh did not escape a 

share market crash in 2010-2011. Future research might explore the reasons for this 

crash, focusing on whether governance failures played any significant role.  
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Appendix A 
 Dhaka Stock Exchange: An Overview 

The stock market in Bangladesh consists of two exchanges namely the Dhaka Stock Exchange 

Ltd. (DSE) and the Chittagong Stock Exchange Ltd. (CSE).
90

 The Dhaka Stock Exchange 

(DSE) is the primary exchange in Bangladesh. It was established as the East Pakistan Stock 

Exchange Association Limited on 28 April 1954. Formal trading began in 1956. On 23 June 

1962, it was renamed the East Pakistan Stock Exchange Ltd. Its name was again changed, to 

Dacca Stock Exchange Ltd., on 13 May 1964. Service on the stock exchange continued 

uninterrupted until 1971, when trading was suspended during the liberation period. Trading was 

resumed in 1976 following a change of economic policy by the government. The total number 

of listed securities was 490 on 30 June 2011. Of these 232 are shares in companies, 35 are units 

in mutual funds, 8 are company debentures, 212 are government treasury bonds and 3 are 

corporate bonds (DSE 2011). The issued capital on the DSE was Tk. 80,638.9 million on that 

date (SECB 2011). Some salient features of the DSE in terms of number of listed securities, 

market capitalization (in million Taka), DSE General Index, and market capitalization as a % of 

GDP are shown in Figure A-1. Table A-1 presents a comparison of some capital markets in the 

South Asian Region. 

Figure A-1: Salient Features of the Dhaka Stock Exchange Limited from 1992-93 to 2010-11 

   
 

Table A-1: Comparison of Capital Markets in the South Asian Region as on 29 February 2012 

Country  Name of the Capital 

Market 

Name of the 

Index 

Number of 

Listed 

Companies 

Index 

Value 

Market 

Capitalization 

(in million 

USD) 

Market 

Capitalization 

as % of GDP 

India Bombay Stock 

Exchange 

SENSEX 5115 17923.60 1351977.22 91.88 

Pakistan Karachi Stock 

Exchange 

KSE 100 613 12877.88 37362.69 18.39 

Sri Lanka Colombo Stock 

Exchange 

CSE All 

Share 

277 5566.30 17627.41 29.91 

Bangladesh Dhaka Stock 

Exchange 

DSE GEN 232 4695.41 28501.70 30.76 

Source: http://dse.com.bd/markets.php, accessed on 12 June 2012 

  

                                                 
90

  The CSE was incorporated on 1 April 1995, with formal trading starting from 10 October 1995. As of 

30 June 2011, the total number of listed securities on the CSE was 238, of which 200 are shares in 

companies, 35 are units in mutual funds and 3 are company debentures. Total issued capital of 

companies listed on the CSE was Tk. 30,292 million on 30 June 2011 (SECB 2011). 
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Appendix B 
 Ranking of Emerging Countries Based on 

Disclosure Requirements When Compared to the 
ISAR Benchmark of 52 Items as of 2009  

Revision 
 

 

Rank Country 

Ownership 
Structure 

Financial 
Transparency 

Auditing  CR and 
Compliance 

Board and 
Management 

Structure and 

Process  

Total 

  N = 9 N = 8 N = 9 N = 7 N = 19 N = 52 

 

United 

Kingdom  9 8 9 7 19 52 

 United States 9 8 9 5 19 50 

 Japan 9 8 6 4 12 39 

1 South Africa 9 8 9 7 19 52 

2 Philippines 9 8 9 5 17 48 

3 Hungary 9 8 9 5 16 47 

4 Malaysia 9 8 8 3 18 46 

5.5 Brazil 9 8 9 5 14 45 

5.5 Thailand 9 8 6 5 17 45 

7 Russia 9 6 6 6 17 44 

8.5 India 9 8 7 5 15 44 

8.5 Poland 9 8 9 0 17 43 

10 Taiwan 9 6 8 3 15 41 

11 Israel 9 8 9 1 13 40 

13 Indonesia 9 8 8 2 12 39 

13 China 9 7 3 3 17 39 

13 Egypt 8 8 7 2 14 39 

15 Korea 9 8 7 1 13 38 

16 Jordan 9 6 6 2 14 37 

17 Peru 9 6 5 2 14 36 

18 Argentina 9 5 4 2 14 34 

19.5 Mexico 7 4 8 1 11 31 

19.5 Morocco 9 6 6 0 10 31 

21.5 

Czech 

Republic 9 8 2 0 8 27 

21.5 Bangladesh 8 4 7 1 7 27 

23.5 Turkey 7 5 8 0 5 25 

23.5 Chile 9 5 3 0 8 25 

25 Colombia 7 2 2 0 6 17 

Using the UNCTAD (United Nations Conference on Trade and Development) (2009) report, this table 

presents the ranking of emerging countries based on disclosure requirements when compared to the ISAR 

Benchmark of 52 items as of 2009 revision. I include Bangladesh after analysing the regulatory 

requirements for the listed non-financial companies. N is the number of disclosure items under each 

category. Three large developed markets (the United Kingdom, the United States and Japan) are included 

for comparison purpose. ISAR refers to the ‗International Standards of Accounting and Reporting‘. 
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Appendix C 
The SECB’s Corporate Governance Guidelines of 

2006 
 

NOTIFICATION 

Dated the 20
th

 February, 2006 

No. SEC/CMRRCD/2006-158/Admin/02-08: Whereas, the Securities and Exchange 

Commission (herein after referred to as the ‗Commission‘) deems it fit that the consent already 

accorded by the Commission, or deemed to have been accorded by it, or to be accorded by it in 

future, to the issue of capital by the companies listed with any stock exchange in Bangladesh, 

should be subject to certain further conditions, on ‗comply or explain‘ basis, in order to enhance 

corporate governance in the interest of investors and the capital market;  

Now, therefore, in exercise of the power conferred by section 2CC of the Securities and 

Exchange Ordinance, 1969 (XVII of 1969), the Commission hereby supersedes its earlier Order 

No. SEC/CMRRCD/2006-158/Admin/02-06 dated the 9
th
 January, 2006 and imposes the 

following further conditions to the consent already accorded by it, or deemed to have been 

accorded by it, or to be accorded by it in future, to the issue of capital by the companies listed 

with any stock exchange in Bangladesh:  

Provided, however, that these conditions are imposed on ‗comply or explain‘ basis. The 

companies listed with any stock exchange in Bangladesh should comply with these conditions 

or shall explain the reasons for non-compliance in accordance with the condition No.5.  

The Conditions:  

1.00  BOARD OF DIRECTORS:  

1.1.  Board‟s Size  

The number of the board members of the company should not be less than 5 (five) and more 

than 20 (twenty):  

Provided, however, that in the case of banks and non-bank financial institutions, insurance 

companies and statutory bodies for which separate primary regulators like Bangladesh Bank, 

Department of Insurance etc. exist, the Board of those companies should be constituted as may 

be prescribed by such primary regulators in so far as those prescriptions are not inconsistent 

with the aforesaid condition.  

1.2.  Independent Directors  

All companies should encourage effective representation of independent directors on their 

Board of Directors so that the Board, as a group, includes core competencies considered 

relevant in the context of each company. For this purpose, the companies should comply with 

the following: 

(i) At least one tenth (1/10) of the total number of the company‘s board of directors, subject 

to a minimum of one, should be independent directors. 
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Explanation: For the purpose of this clause ―independent director‖ means a director who 

does not hold any share in the company or who holds less than one percent (1%) shares of 

the total paid-up shares of the company, who is not connected with the company‘s 

promoters or directors or shareholder who holds one percent (1%) or more than one 

percent (1%) shares of the total paid-up shares of the company on the basis of family 

relationship; who does not have any other relationship, whether pecuniary or otherwise, 

with the company or its subsidiary/associated companies, who is not a member, director 

or officer of any stock exchange, and who is not a shareholder, director or officer of any 

member of stock exchange or an intermediary of the capital market.  

 

(ii)  The independent director(s) should be appointed by the elected directors.  

1.3.  Chairman of the Board and Chief Executive  

The positions of the Chairman of the Board and the Chief Executive Officer of the companies 

should preferably be filled by different individuals. The Chairman of the company should be 

elected from among the directors of the company. The Board of Directors should clearly define 

respective roles and responsibilities of the Chairman and the Chief Executive Officer.  

1.4  The Directors‟ Report to Shareholders  

The directors of the companies should include following additional statements in the Directors‘ 

Report prepared under section 184 of the Companies Act, 1994: 

(a) The financial statements prepared by the management of the issuer company present fairly 

its state of affairs, the result of its operations, cash flows and changes in equity.  

(b) Proper books of account of the issuer company have been maintained.  

(c) Appropriate accounting policies have been consistently applied in preparation of the 

financial statements and that the accounting estimates are based on reasonable and prudent 

judgment.  

(d) International Accounting Standards, as applicable in Bangladesh, have been followed in 

preparation of the financial statements and any departure therefrom has been adequately 

disclosed.  

(e) The system of internal control is sound in design and has been effectively implemented and 

monitored.  

(f) There are no significant doubts upon the issuer company‘s ability to continue as a going 

concern. If the issuer company is not considered to be a going concern, the fact along with 

reasons thereof should be disclosed.  

(g) Significant deviations from last year in operating results of the issuer company should be 

highlighted and reasons thereof should be explained.  

(h) Key operating and financial data of at least preceding three years should be summarised.  

(i) If the issuer company has not declared dividend (cash or stock) for the year, the reasons 

thereof should be given.  
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(j) The number of Board meetings held during the year and attendance by each director should 

be disclosed. 

(k) The pattern of shareholding should be reported to disclose the aggregate number of shares 

(along with name wise details where stated below) held by: 

(i)  Parent/Subsidiary/Associated companies and other related parties (name wise 

details);  

(ii)  Directors, Chief Executive Officer, Company Secretary, Chief Financial Officer, 

Head of Internal Audit and their spouses and minor children (name wise details);  

(iii)  Executives; and  

(iv)  Shareholders holding ten percent (10%) or more voting interest in the company 

(name wise details).  

Explanation: For the purpose of this clause, the expression ―executive‖ means top five 

salaried employees of the company, other than the Directors, Chief Executive Officer, 

Company Secretary, Chief Financial Officer and Head of Internal Audit.  

2.00   CHIEF FINANCIAL OFFICER (CFO), HEAD OF INTERNAL AUDIT AND 

COMPANY SECRETARY:  

2.1.  Appointment  

The company should appoint a Chief Financial Officer (CFO), a Head of Internal Audit and a 

Company Secretary. The Board of Directors should clearly define respective roles, 

responsibilities and duties of the CFO, the Head of Internal Audit and the Company Secretary.  

2.2.  Requirement to Attend Board Meetings  

The CFO and the Company Secretary of the companies should attend meetings of the Board of 

Directors, provided that the CFO and/or the Company Secretary should not attend such part of a 

meeting of the Board of Directors which involves consideration of an agenda item relating to 

the CFO and/or the Company Secretary.  

3.00 AUDIT COMMITTEE:  

The company should have an Audit Committee as a sub-committee of the Board of Directors.  

The Audit Committee should assist the Board of Directors in ensuring that the financial 

statements reflect true and fair view of the state of affairs of the company and in ensuring a 

good monitoring system within the business.  

The Audit Committee shall be responsible to the Board of Directors. The duties of the Audit 

Committee should be clearly set forth in writing.  

 

3.3.1.  Constitution of Audit Committee  
(i)  The Audit Committee should be composed of at least 3 (three) members.  

(ii)  The Board of Directors should appoint members of the Audit Committee who should be 

directors of the company and should include at least one independent director.  

(iii)  When the term of service of the Committee members expires or there is any 

circumstance causing any Committee member to be unable to hold office until 

expiration of the term of service, thus making the number of the Committee members to 

be lower than the prescribed number of 3 (three) persons, the Board of Directors should 
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appoint the new Committee member(s) to fill up the vacancy(ies) immediately or not 

later than 1 (one) month from the date of vacancy(ies) in the Committee to ensure 

continuity of the performance of work of the Audit Committee. 

 3.2.  Chairman of the Audit Committee  

(i)  The Board of Directors should select 1 (one) member of the Audit Committee to be 

Chairman of the Audit Committee.  

(ii)  The Chairman of the audit committee should have a professional qualification or 

knowledge, understanding and experience in accounting or finance.  

 

3.3.  Reporting of the Audit Committee  

3.3.1.  Reporting to the Board of Directors  

(i)   The Audit Committee should report on its activities to the Board of Directors.  

(ii) The Audit Committee should immediately report to the Board of Directors on the 

following findings, if any: 

(a)  Report on conflicts of interests;  

(b)  Suspected or presumed fraud or irregularity or material defect in the internal 

control system;  

(c)  Suspected infringement of laws, including securities related laws, rules and 

regulations; and  

(d)  Any other matter which should be disclosed to the Board of Directors immediately.  

 

3.3.2.  Reporting to the Authorities  

If the Audit Committee has reported to the Board of Directors about anything which has 

material impact on the financial condition and results of operation and has discussed with the 

Board of Directors and the management that any rectification is necessary and if the Audit 

Committee finds that such rectification has been unreasonably ignored, the Audit Committee 

should report such finding to the Commission, upon reporting of such matters to the Board of 

Directors for three times or completion of a period of 9 (nine) months from the date of first 

reporting to the Board of Directors, whichever is earlier.  

3.4.  Reporting to the Shareholders and General Investors  

Report on activities carried out by the Audit Committee, including any report made to the Board 

of Directors under condition 3.3.1 (ii) above during the year, should be signed by the Chairman 

of the Audit Committee and disclosed in the annual report of the issuer company.  

4.00.  EXTERNAL/STATUTORY AUDITORS  

The issuer company should not engage its external/statutory auditors to perform the following 

services of the company; namely: 

(i) Appraisal or valuation services or fairness opinions;  

(ii) Financial information systems design and implementation;  

(iii) Book-keeping or other services related to the accounting records or financial statements;  

(iv) Broker-dealer services;  

(v) Actuarial services;  

(vi) Internal audit services; 

(vii) Any other services that the Audit Committee determines. 
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5.00  REPORTING THE COMPLIANCE IN THE DIRECTOR‟S REPORT  

The directors of the company shall state, in accordance with the annexure attached, in the 

directors‘ report whether the company has complied with these conditions.  

Annexure 

Status of compliance with the conditions imposed by the Commission‘s Notification No. SEC/CMRRCD/2006-

158/Admin/02-08 dated 20th February, 2006 issued under section 2CC of the Securities and Exchange Ordinance, 

1969:  

(Report under Condition No. 5.00)  

Condition No. Title 

Compliance Status 

(Put ? in the appropriate column) 

Explanation for non-

compliance with the 

condition Complied Not Complied 

1.1      

1.2 (i)      

1.2 (ii)      

1.3      

1.4 (a)      

1.4 (b)      

1.4 (c)      

1.4 (d)      

1.4 (e)      

1.4 (f)      

1.4 (g)      

1.4 (h)      

1.4 (i)      

1.4 (j)      

1.4 (k)      

2.1      

2.2      

3.00      

3.1 (i)      

3.1 (ii)      

3.1 (iii)      

3.2 (i)      

3.2 (ii)      

3.3.1 (i)      

3.3.1 (ii) (a)      

3.3.1 (ii) (b)      

3.3.1 (ii) (c)      

3.3.1 (ii) (d)      

3.3.2      

3.4      

4.00 (i)      

4.00 (ii)      

4.00 (iii)      

4.00 (iv)      

4.00 (v)      

4.00 (vi)      

4.00 (vii)      

 

By order of the Securities and Exchange Commission 

 

Dr. Mirza Azizul Islam 

Chairman
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Appendix D 
Corporate Governance Checklist 

 

Serial Governance Element Legal Reference Supporting Papers 

 
 I. Ownership Structure and Investor Rights    

 
 I.A Transparency of Ownership     

1 IA1 
Disclosure of ownership structure (% of equity held by Sponsors, Government, Institutions, Foreigners and 

General Public) 

LR No. 20(2) 
Bauwhede and Willekens (2008) 

2 IA2 
Name-wise details of aggregate number of shares held by parent/subsidiary/associated companies and other 

related parties 

CG Guideline 1.4 (k) 
Bauwhede and Willekens (2008) 

3 IA3 
Name-wise details of aggregate number of shares held by directors, CEO, Company Secretary, CFO, Head 

of Internal Audit and their spouses and minor children 

CG Guideline 1.4 (k) 
Perrini, Rossi and Robetta (2008) 

4 IA4 Name-wise details of aggregate number of shares held by executives 
CG Guideline 1.4 (k) Chen et al. (2007a); Perrini et al. (2008); Yixiang 

(2011) 

5 IA5 
Distribution schedule of each class of equity security for categories like less than 500 shares, 501 to 5,000 

shares,… … ,over 1,000,000 shares 

LR No. 37(3) 
 

 
 I.B Ownership Concentration   

6 IB1 The identity of shareholder(s) holding less than 10% of voting shares in total  Chen et al. (2007a) 

7 IB2 The number and identity of shareholders holding 10% or more CG Guideline 1.4 (k) Chen et al. (2007a) 

 
 I.C Shareholder Rights    

8 IC1 Availability and accessibility of AGM agenda/disclosure of AGM Notice CA 1994 Sec. 85(1)(a) UNCTAD (2006b) 

9 IC2 Date and location of AGM disclosed CA 1994 Schedule-I  

10 IC3 AGM notice sent at least 14 days before the AGM CA 1994 Sec. 85(1)(a)  

11 IC4 Availability and accessibility of proxy form/proxy form sent with annual report CA 1994 Schedule-I  

12 IC5 There is no requirement for a proxy appointment to be notarize /signature by witness   

13 IC6 
Disclosure of the company‘s policy/strategy to facilitate effective communication with shareholders and 

other stakeholders 
  

14 IC7 
Disclosure of company‘s policy on ensuring participation of shareholders in the AGM and providing 

reasonable opportunity for shareholder participation in the AGM 

  

15 IC8 Company has a formalized dividend policy and has disclosed of it   

 
 II. Financial Transparency and Information Disclosure in the Annual Report   

16 II1 Statement of the Board‘s responsibilities regarding financial communication  UNCTAD (2006b) 

17 II 2 Statement of fairness of financial statements in the annual report CG Guideline 1.4 (a) World Bank (2009) 

18 II 3 Statement of maintenance of proper books of accounts CG Guideline 1.4 (b) World Bank (2009) 

19 II 4 Statement of consistent adaptation of appropriate accounting policies and estimates CG Guideline 1.4 (c) World Bank (2009) 
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Serial Governance Element Legal Reference Supporting Papers 

20 II5 
Statement of compliance with International Accounting Standards, as applicable in Bangladesh and 

disclosure of any departure therefrom 

CG Guideline 1.4 (d) 
Garay and González (2008); World Bank (2009) 

21 II6 Principal accounting policies followed in preparing financial statements are disclosed   

22 II7 
Statement of significant changes in accounting and valuation principles and impact of alternative accounting 

decisions 
 

UNCTAD (2006b) 

23 II8 Disclosure of risk and uncertainty in use of estimates and judgments  UNCTAD (2006b) 

24 II9 Disclosure of the company‘s ability to continue as a going concern CG Guideline 1.4 (f) World Bank (2009) 

25 II10 Disclosure of significant deviation from last year operating results  CG Guideline 1.4 (g) World Bank (2009) 

26 II11 Financial and operating results for at least last three years have been disclosed CG Guideline 1.4 (h) World Bank (2009) 

27 II12 Company has received an unqualified audit opinion  Ammann et al. (2011) 

28 II13 Company‘s financial statements are audited within 120 days from the financial year end date 
SECB Notification 16 

Feb‘2000 
Garay and González (2008) 

29 II14 Company‘s annual accounts are approved at an AGM within 9 months from the financial year end date LR No. 19  

30 II15 Disclosure of related party transactions BAS 24 World Bank (2009); UNCTAD (2006b) 

31 II16 There has been no related party transaction during the year  Ammann et al. (2011) 

32 II17 Dividend information and disclosure for non-payment CG Guideline 1.4 (i) World Bank (2009) 

33 II18 Disclosure of information on financing and management of the staff pension fund/employee provident fund   

34 II19 Disclosure of information about future plans   

35 II20 Disclosure of events occurring after the Balance Sheet date LR No. 37(5)  

36 II21 The company has a Corporate Governance Charter or Code of Best Practice   

37 II22 The details of the Corporate Governance Charter or Code of Best Practice are disclosed 
 Aggarwal et al. (2010); Aggarwal et al. (2011); 

Ammann et al. (2011) 

38 II23 There is a separate Corporate Governance statement/separate section for CG  Klein et al. (2005) 

39 II24 The company has complied with the SECB notification CG Guideline 5.0 Klein et al. (2005); Bauwhede and Willekens (2008) 

 
 III. Board and Management Structure and Process   

40 III1 Disclosure of the number of directors on the board and the identities of board members  Jackling and Johl (2009) 

41 III2 Number of directors on the board is between 5 and 20 

CG Guideline 1.1 Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011); Ammann et al. (2011); Garary 

and González (2008) 

42 III3 The board is reconstituted every year through the appointment and rotation of the board members 
CA 1994 Sec. 91(2) Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011); Ammann et al. (2011) 

43 III4 Disclosure of classification of directors as an executive or an outside director  UNCTAD (2006b) 

44 III5 Disclosure of the number of directorships held by individual board member 
 Klein et al. (2005); Jackling and Johl (2009); Perrini et 

al. (2008) 

45 III6 Disclosure of the qualifications and biographical information of the board members  Klein et al. (2005); Lazardies and Drimpletas (2011) 

46 III7 Former CEO does not serve on the board 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

Ammann et al. (2011) 
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Serial Governance Element Legal Reference Supporting Papers 

47 III8 Disclosure of the role and functions of the board  UNCTAD (2006b) 

48 III9 The company has clearly distinguished the roles and responsibilities of the board and management   

49 III10 The company has appointed one or more independent directors to the board CG Guideline 1.2(i)  

50 III11 The company has disclosed the number of independent directors    

51 III12 Independent directors constitute at least 1/10th of the board CG Guideline 1.2(i) Klein et al. (2005) 

52 III13 The Chairman and CEO positions are held by different individuals who are not from the same family CG Guideline 1.3 Black et al. (2006a, 2006b) 

53 III14 The company has a non-executive director as the Chairman of the board   

54 III15 An independent director is the Chairman of the board   

55 III16 An audit committee has been established  
CG Guideline 3.0 Black et al. (2006a, 2006b); Garay and González 

(2008) 

56 III17 Number of directors on the audit committee (AC) CG Guideline 3.1(i)  

57 III18 AC has at least three members CG Guideline 3.1(i) World Bank (2009)  

58 III19 Existence of non-executive directors on the audit committee   

59 III20 Existence of independent director(s) on the audit committee CG Guideline 3.1(ii) World Bank (2009); Lazardies and Drimpletas (2011) 

60 III21 Chairman of the audit committee is a non-executive director   

61 III22 Chairman of the audit committee is an independent director  Standard & Poor‘s (2004) 

62 III23 Chairman of the audit committee is not the Chairman of the board   

63 III24 Disclosure of the professional qualification of the Chairman of the audit committee CG Guideline 3.2(ii) Black et al. (2006a, 2006b) 

64 III25 Disclosure of the qualifications of audit committee members   

65 III26 The audit committee has a formal charter/disclosure of audit committee's roles and responsibilities CG Guideline 3.0 Ammann et al. (2011) 

66 III27 Audit committee reports its activities to the board of directors (BOD) CG Guideline 3.3.1(i) World Bank (2009) 

67 III28 Audit committee immediately reports conflicts of interest to the BOD 
CG Guideline 

3.3.1(ii)(a) 
World Bank (2009) 

68 III29 
Audit committee immediately reports suspect/presumed fraud/irregularity/material defect in internal control 

system to the BOD 

CG Guideline 

3.3.1(ii)(b) 
World Bank (2009) 

69 III30 Audit committee immediately reports suspected infringement of laws to the BOD 
CG Guideline 

3.3.1(ii)(c) 
World Bank (2009) 

70 III31 Audit committee immediately reports all other relevant matters to the BOD 
CG Guideline 

3.3.1(ii)(d) 
 

71 III32 Audit committee reports irregularities to the SECB if not addressed properly by the BOD CG Guideline 3.3.2 World Bank (2009) 

72 III33 Disclosure of audit committee report to the shareholders in the annual report CG Guideline 3.4 Black et al. (2006a, 2006b) 

73 III34 Disclosure of the number of audit committee meetings during the year  Standard & Poor‘s (2004) 

74 III35 Audit committee meets at least two times during the year  Black et al. (2006a, 2006b) 

75 III36 Disclosure of the attendance in the audit committee meetings  Klein et al. (2005); Standard & Poor‘s (2004) 

76 III37 Average attendance in the audit committee meetings is at least 75%  Black et al. (2006a, 2006b) 

77 III38 A remuneration committee has been established 
 Garay and González (2008); Standard & Poor‘s 

(2004); Lazardies and Drimpletas (2011) 
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Serial Governance Element Legal Reference Supporting Papers 

78 III39 Number of directors on the remuneration committee   

79 III40 CEO/managing director does not sit on the remuneration committee  Ammann et al. (2011) 

80 III41 Existence of non-executive directors on the remuneration committee   

81 III42 Existence of independent directors on the remuneration committee  Klein et al. (2005) 

82 III43 Chairman of the remuneration committee is a non-executive director   

83 III44 Chairman of the remuneration committee is an independent director  Standard & Poor‘s (2004) 

84 III45 The company has disclosed the roles and functions of the remuneration committee   

85 III46 The company has disclosed the number of remuneration committee meetings during the year   

86 III47 A nomination committee has been established 
 Standard & Poor‘s (2004); Lazardies and Drimpletas 

(2011) 

87 III48 Number of directors on the nomination committee   

88 III49 Existence of non-executive directors on the nomination committee   

89 III50 Existence of independent directors on the nomination committee  Klein et al. (2005) 

90 III51 Chairman of the nomination committee is a non-executive director   

91 III52 Chairman of the nomination committee is an independent director   

92 III53 The company has disclosed the roles and functions of the nomination committee are stated   

93 III54 The company has disclosed the number of nomination committee meetings during the year   

94 III55 The company has appointed a Chief Financial Officer (CFO)  CG Guideline 2.1 World Bank (2009) 

95 III56 The company has defined the roles, responsibilities and duties of the CFO  CG Guideline 2.1  

96 III57 The company has appointed the Head of Internal Audit (HIA) CG Guideline 2.1 World Bank (2009) 

97 III58 The company has defined the roles, responsibilities and duties of the HIA have been defined CG Guideline 2.1  

98 III59 The company has appointed a Company Secretary (CS) CG Guideline 2.1 World Bank (2009) 

99 III60 The company has defined the roles, responsibilities and duties of the CS have been defined CG Guideline 2.1 Standard & Poor‘s (2004) 

100 III61 The company has disclosed the number of board meetings held during the year CG Guideline 1.4(j) Klein et al. (2005); Jackling and Johl (2009) 

101 III62 The board meets at least four times during the year CA 1994 Sec. 96 Black et al. (2006a, 2006b) 

102 III63 Disclosure of aggregate board attendance in the board meeting  Klein et al. (2005); Standard & Poor‘s (2004) 

103 III64 Average board meeting attendance is at least 75% during the year 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011); Ammann et al. (2011); Black 

et al. (2006a, 2006b) 

104 III65 The company has disclosed attendance of individual directors at board meetings CG Guideline 1.4(j) Standard & Poor‘s (2004) 

105 III66 The CFO and CS have attended board meetings during the year  CG Guideline 2.2; World Bank (2009); Standard & Poor‘s (2004) 

106 III67 Disclosure of information on a regular review of the performance of the board 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011); Ammann (2011); Black et al. 

(2006a, 2006b) 

107 III68 Disclosure of information on a succession plan  Aggarwal et al. (2011); Aggarwal et al. (2010); 

108 III69 Disclosure of director remuneration (cash) in the annual report SECB Rules ‘87: 4 Standard & Poor‘s (2004) 

109 III70 Disclosure of director remuneration (non-cash) in the annual report SECB Rules ‘87: 4 Standard & Poor‘s (2004) 
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Serial Governance Element Legal Reference Supporting Papers 

110 III71 Disclosure of managing agent/officers‘ remuneration (cash) in the annual report  Garay and González (2008) 

111 III72 Disclosure of managing agent/officers‘ remuneration (non-cash) in the annual report  Garay and González (2008) 

112 III73 Disclosure of information about induction/orientation program for all new directors   Standard & Poor‘s (2004) 

113 III74 Disclosure of information on the professional development and training activities for directors   UNCTAD (2006b) 

114 III75 
Disclosure of information on the availability and use of advisors by directors during reporting period at the 

company‘s expense 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

UNCTAD (2006b) 

115 III76 Statement of director's responsibility to establish appropriate system of internal control  CG Guideline 1.4 (e) World Bank (2009) 

116 III77 
Disclosure of key features of the internal control system, and the manner in which the system is monitored 

by the Board, Audit Committee or Senior Management 
 

 

117 III78 Statement that the directors have reviewed the adequacy of the system of internal controls  Standard & Poor‘s (2004) 

118 III79 
Statement of business risks facing the organization/disclosure of the identification of risks the company is 

exposed to both internally and externally 
 

 

119 III80 Disclosure of information on risk management objectives, systems and activities in the organization  UNCTAD (2006b) 

 
 IV. Corporate Responsibility and Compliance    

120 IV1 Statement of corporate social and environmental responsibility   UNCTAD (2006b) 

121 IV2 Disclosure of information on social and environmental activities - qualitative 
 Ammann et al. (2011); Bauwhede and Willekens 

(2008) 

122 IV3 

Disclosure of information on social and environmental activities - quantitative (for example, scholarship 

program, Zakat fund, Donations to charitable institutions, Direct philanthropic activities, Donations to Chief 

Advisor's/PM's Relief fund etc.) 

 
Ammann et al. (2011); Bauwhede and Willekens 

(2008) 

123 IV4 The company has complied with international and legal laws regarding environmental protection    

124 IV5 The company has policies on recruitment and promotion of employees   

125 IV6 The company explicitly mentions the safety and welfare of its employees  Ammann et al. (2011) 

126 IV7 The company provides a retirement plan/fund or its equivalent for its employees   

127 IV8 The company provides a continuing training program for its employees   

128 IV9 
The company explicitly mentions its obligations (for example, creation and growth in value; stability and 

long-term competitiveness) to shareholders 
 

 

129 IV10 The company explicitly mentions its obligation to creditors   

130 IV11 Disclosure of information on the company‘s contribution to the national exchequer and to the economy    

131 IV12 The company has a code of business conduct and ethics/core values  UNCTAD (2006b); Lazardies and Drimpletas (2011) 

132 IV13 
Disclosure of the contents of a code of business conduct and ethics/statement of ethics and values, covering 

basic principles such as integrity, conflict of interest, compliance with laws and regulation etc. 
 

Ammann et al. (2011) 

133 IV14 
Disclosure of information on dissemination/communication of the statement of ethics & business practices 

to all directors and employees and their acknowledgement of the same 
 

 

134 IV15 
The company has disclosed the board's statement on commitment to establishing high level of ethics and 

compliance within the organization 
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135 IV16 
Disclosure of information on effective anti-fraud programs and controls, including effective protection of 

whistle blowers, establishing a hot line for reporting irregularities etc. 
 

UNCTAD (2006b) 

 
 V. Auditing    

136 V1 The company has a brand name auditor (audit firms with international linkage)  Garay and González (2008) 

137 V2 Audit firm is rotated at the AGM 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011) 

138 V3 Auditor rotation takes place at least once every three years 
SECB Order of 03 

January 2002 
 

139 V4 
The company has declared that external auditor has not been engaged in appraisal or valuation services or 

fairness opinions 
CG Guideline 1.4 (e)(i) World Bank (2009) 

140 V5 
The company has disclosed that external auditor has not been engaged in financial information systems 

design and implementation 

CG Guideline 1.4 

(e)(ii) 
World Bank (2009) 

141 V6 
The company has disclosed that external auditor has not been engaged in bookkeeping/accounting 

records/preparing financial statements 

CG Guideline 1.4 

(e)(iii) 
World Bank (2009) 

142 V7 The company has disclosed that external auditor has not been engaged in broker-dealer services 
CG Guideline 1.4 

(e)(iv) 
World Bank (2009) 

143 V8 The company has disclosed that external auditor has not been engaged in actuarial services 
CG Guideline 1.4 

(e)(v) 
World Bank (2009) 

144 V9 The company has disclosed that external auditor has not been engaged in internal audit services 
CG Guideline 1.4 

(e)(vi) 
World Bank (2009) 

145 V10 
The company has disclosed that external auditor has not been engaged in any other services as determined 

by the audit committee 

CG Guideline 1.4 

(e)(vii) 
 

146 V11 The company has disclosed information on the amount of audit fees paid to auditors SECB Rules ‘87: 1(D) Klein et al. (2005) 

147 V12 Disclosure of information on the amount of fees for non-audit service paid to auditors, if any SECB Rules ‘87: 1(D) Klein et al. (2005) 

148 V13 Amount of audit fees is more than non-audit fees 
 Brown and Caylor (2009); Aggarwal et al. (2010); 

Aggarwal et al. (2011); Ammann et al. (2011) 

This table presents the CG checklist. ‗LR‘ is the Listing Regulations of the DSE, 1996. ‗CA‘ is the Companies Act. ‗SECB‘ is the Securities and Exchange Commission Bangladesh.  


