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Abstract 
The purpose of this study is to investigate the impact of Corporate Governance 

characteristics on the financial performance of the listed companies in Banking, 

Finance and Insurance Sector in Sri Lanka. Nineteen companies were selected from 

this sector for the sample based on their financial year end date (i.e., 31st December) 

and availability of information for the period 2011 to 2015; and annual reports were 

used as the secondary data source to collect data. Adherence of the selected 

companies to the corporate governance characteristics by the selected companies 

was evaluated based on a comprehensive corporate governance index and sub-

indices (indices on board of directors, directors’ remuneration, and ownership 

concentration, relations with shareholders, accountability and audit) which includes 

a range of corporate governance characteristics, and the company’s financial 

performance was determined using Return on Equity (ROE), Return on Assets 

(ROA) and Tobin’s Q. Sales growth, firm size, firm age and leverage were used as 

control variables. Panel regression analysis was used to identify which corporate 

governance indices have an impact over the financial performance measures. As per 

the regression results, it was discovered that only total corporate governance index 

and sub-index related to board of directors had a significant positive impact of 

Return on Assets, whereas neither the total corporate governance index nor the sub-

indices had a relationship with ROE or Tobin’s Q.  
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Introduction 

 

Corporate Governance was being gradually developed in the nineteenth century and 

came a way forward to become an interesting focus of the study for many scholars 

in the up came twentieth century to become one most sought after conceptual 

practice in the followed twenty first (Hilt 2008). The concept was subject to being 

addressed into different extents and given different interpretations. As Cadbury 

Committee (1992) states, Corporate Governance means the way an organization is 

directed and controlled while La Porta et al. (2000) refers to Corporate Governance 

as a certain set of mechanisms through which outside investors protect themselves 

against expropriation by the insiders. 

 

According to Berle and Means (1932) and Jensen and Meckling (1976) while the 

objective of a corporation's shareholders is a return on their investment, managers 

are likely to have other goals, such as the power and prestige of running a large and 

powerful organization, or entertainment and other perquisites of their position. This 

contradiction of two parties led the incorporation of Corporate Governance into 

organizations.  

 

Banking, Finance & Insurance (BFI) sector companies are profoundly involved in 

handling the funds of the economy and thereby generate a vital necessity for the 

confirmation of the accountability and transparency as any shortfall of 

accountability and transparency result in the financial health of the country being 

severely affected. 

 

As per Agrawal and Knoeber (1996), Xu and Wang (1999), despite many researches 

have been carried out, the scholars have reached no consensus on the nature of 

relationship between the Corporate Governance practices and financial performance 

in Banking Finance and Insurance sector. Byrd and Hickman (1992), Brickley et al. 

(1994), Kyereboah & Biekpe (2006), Chan and Li (2008), Al-Hussain and Johnson 

(2009) etc. found out a positive relationship whereas Albeit Eisenberg et al. (1998), 

Kyereboah and Biekpe (2006), Becht, Bolton and Rӧell (2011) concluded with a 

negative relationship. In the meantime, Jeffrey et al. (1990), Brown and Claylor 

(2004), proved that no relationship exists between the two variables. 

 

The lack of research studies undertaken in BFI sector with regard to Corporate 

Governance characteristics and their impact on performance in Sri Lankan context 

as well as the corporate scandals arose in Sri Lanka within this particular sector, 

emphasize the importance of carrying out a research in the respective field with 

reference to the corporate governance practices. Therefore, this study will contribute 
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to the existing body of knowledge on the impact of Corporate Governance 

characteristics on firm financial performance. 

 

Problem and Research Question  

This research paper studies the influence of Corporate Governance Characteristics 

on the financial performance of listed Banking, Finance and Insurance companies 

in Sri Lanka.  The Banking, Finance and Insurance sector plays a major role in any 

economy as it provides the financial infrastructure to the economy. For the very 

reason it has been addressed by researchers such as Reaz and Arun (2006), Imen 

(2007), Ghayad (2008).   

 

According to the opinion of Ganiyu and Abiodun (2012), irrespective of how sound 

the macroeconomic policies are, if entities are not well governed, the macro-

economic objectives may not be attained. The corporate scandals such as the fall of 

Enron, Lehman Brothers, and WorldCom etc. that took place in the last decade were 

the finest examples for the above opinion. Imen (2007) indicated in this regard that 

the greater number of bank failures and financial distress during the last two decades 

raises questions on the competency of the governance practices of the banking 

system. Also, the corporate scandals arose in the context of Sri Lanka within this 

particular sector during the recent past emphasize the importance of corporate 

governance practices for the companies operating in the BFI sector. 

 

Accordingly, the research question is as follows;  

Has the financial performance of listed Banking, Finance and Insurance 

companies in Sri Lanka been influenced by the corporate governance 

characteristics?  

 

 

Objective of the Study  

The overall objective of this study is to determine whether there is a relationship 

between corporate governance characteristics and the financial performance of 

listed Banking, Finance and Insurance companies in Sri Lanka. 

 

Significance of the Study  

This study examines whether the specific corporate governance arrangements 

influence financial performance of Banking, Finance and Insurance sector 

companies. This study will benefit the BFI as they can acquire information on 

whether their current governance practices have an effect on their overall financial 

performance.  Hence, this study will facilitate stakeholders in providing suggestions 

to improve corporate governance practices of the BFI firms which may help to 
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enhance the performance. Furthermore, this study provides evidence on what 

aspects of corporate governance need to be strengthened and the impact of each 

individual component to enhance financial performance of BFI companies.  

 

Several studies performed to analyze the effect of corporate governance 

characteristics to firm performance in BFI sector provides mixed results, some 

studies provide positive results and some studies provide negative results. Further 

there is lack of research studies undertaken in BFI sector with regard to corporate 

governance characteristics in Sri Lankan context. Therefore, this study contributes 

to the existing body of knowledge on impact of corporate governance characteristics 

on firm financial performance.  

 

Having identified the research question, objectives and the significance of the study, 

the corporate governance background and related theories will be discussed in the 

literature review along with empirical evidence and a theoretical framework 

designed to study the relationship between the corporate governance characteristics 

and the firm performance. It will be followed by the methodology and the findings 

of the study. Finally, the conclusion will be presented with the limitations of the 

study. 

 

 

 

Literature Review 

 

Background of Corporate Governance- Sri Lanka 

Corporate governance is the process by which corporations are made responsive to 

the rights and wishes of stakeholders (Demb & Neubauer 1992). Corporate 

governance structure specifies the distribution of rights and responsibilities among 

the different participants in the organization such as the board, managers, 

shareholders and other stakeholders and lays down the rules and procedures for 

decision making (OECD 2002). 

 

The Institute of Chartered Accountants of Sri Lanka (ICASL) was the pioneer of 

introducing the corporate governance to Sri Lanka. ICASL introduced the Code of 

Best Practise on matters related to the financial aspects of Corporate Governance in 

December 1997 which was subsequently updated in 2003 and revised in 2008 as a 

joint initiative with Securities and Exchange Commission (SEC) . This code of best 

practise was again revised in 2013 by the the ICASL and SEC. The Code of best 

practise which was developed based on the Anglo- Saxon model advocates the 

corporate governance perspectives such as improvement of accountability, integrity, 
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efficiency, and transparency that the companies should follow to ensure their 

sustainability perspectives such as improvement of accountability, integrity, 

efficiency, and transparency.  

 

Securities and Exchange Commission of Sri Lanka as the apex regulator of the Sri 

Lankan Capital Market, is committed to maintain a higher standard of Corporate 

Governance in order to maintain the market integrity.  Further listed companies in 

Sri Lanka are bound to comply with corporate governance principles as per the 

provisions of the Companies Act No 07 of 2007.  

 

Corporate governance is not a static concept, it is changeable and transformable. 

Dueto this evolving nature of CG revisions have been made to the code of best 

practise of Sri lanka from 1997-2013. Corporate governance codes of Sri Lanka 

were first issued as voluntary codes, however lately alongside with these voluntary 

codes number of mandatory codes of corporate governance has been introduced. 

Revisions to the code of corporate governance have been devised based on the 

developments that had taken place in this respect in UK. model cannot be seen in 

isolation from the rest of the institutional underpinning of the economy in question. 

The corporate governance system of a country is embedded in its unique history, 

culture, laws and economic environment.(Senaratne 2011)  

 

Analysis of Theories 

 

Agency Theory 

Agency theory explains the relationship between the principal and agent in business 

which arises due to the separation of the ownership and control. Theory addresses 

the principal agent problem where a divergence of interests between owners and 

managers causes the agent (management) to fail to maximize the welfare of the 

principal (shareholders) (Jensen & Meckling 1976). 

 

Here agents are the managers, principals are the owners and the Board of the 

Directors act as the monitoring mechanism (Mallin 2001). According to the 

perspective of agency theory the primary responsibility of the Board of Directors 

towards the shareholders is to ensure maximization of shareholder value and hence 

various researchers like Pearce and Zahra (1992) and Kiel and Nicholson (2003) 

have examined board composition due to the importance of the monitoring and 

governance function of the board. 

 

A solution to the problem of agency costs can be found in the use of managerial 

incentives and the effectiveness of managerial monitoring. The incentives will align 

the executive self-interest with the interests of the shareholders and the efficient 
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mechanisms of monitoring will constrain their opportunism which will enhance the 

performance of the firm. (Boyd 1994, Gibbs 1993, Hill et al. 1988, Walsh et al. 

1990). 

 

Resource Dependency Theory 

Resource dependence theory developed by Pfeffer and Salancik (1978) has 

implications regarding the optimal divisional structure of organizations, recruitment 

of the Board members and employees, production strategies, contract structure, 

external organizational links, and many other aspects of organizational strategy. It 

emphasizes the important role played by the Board of Directors in providing access 

to resources that would enhance the company’s performance and protect it against 

externalities. 

 

The basic proposition of resource dependence theory is the need for environmental 

linkages between the firm and outside resources. In this perspective, directors serve 

to connect the firm with external factors by co-opting the resources needed to 

survive (Pfeffer & Salancik 1978). Thus, boards of directors are an important 

mechanism for absorbing critical elements of environmental uncertainty into the 

firm. Williamson (1988) held that environmental linkages or network governance 

could reduce transaction costs associated with environmental interdependency and 

as a result could lead to improved performance. 

 

Stakeholder Theory  

According to the stakeholder theory Freeman states that companies should develop 

strategies considering the interests of all the stakeholders, groups or individuals who 

can affect or who are affected by the organization's’ purpose. The stakeholder theory 

is better in explaining the role of corporate governance than the agency theory by 

highlighting different constituents of a firm (Coleman 2008). With regard to the 

corporate governance, stakeholder theory has led to an alternative approach to the 

conventional shareholder wealth maximizing firm. Compared to the single goal of 

raising shareholder returns the stakeholder firm has multiple objectives related with 

its diverse stakeholders.  

  

 

Stewardship Theory 

In contrast to agency theory, stewardship theory presents a different model of 

management, where managers are considered good stewards who will act in the best 

interest of the owners (Donaldson & Davis 1991).  According to the stewardship 

theory, a manager’s objective is primarily to maximize the firm’s performance 

because a manager’s need of achievement and success are satisfied when the firm is 
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performing well. The managers protect and maximize shareholder wealth through 

firm performance, because by so doing, their utility functions are also maximized. 

 

Although there are various theories related to corporate governance, the agency 

theory seems to be the dominant theory in corporate governance. 

 

Empirical Evidence   

Several studies conducted in the developed countries have examined a positive 

relationship between good corporate governance and organizational performance, 

(Harris & Raviv 1988, Vishny & Shleifer 1997, OECD 2009).Al-Hussain and 

Johnson 2009) investigated the relationship between corporate governance 

efficiency and banks’ performance using a sample of nine Saudi banks for the 

periods 2004-2007. The results indicate that there is a strong association between 

the efficiency of corporate governance structure and bank performance measured as 

Return On Assets (ROA).  

 

In contrary a negative relationship between board size and bank’s profitability 

measured as Return on Equity (ROE) is reported in a study of all listed banks in 

Nigeria in 2009 (Uwuigbe and Fakile 2012). Such a result is consistent with another 

study of 58 large European banks which shows a negative association between board 

size and financial performance as ROA, ROE and Tobin’s Q (Staikouras, Staikouras 

& Agoraki 2007) and supports the argument that large board size leads to poor 

decision making and poor communication and interaction (Guest 2009). Eisenberg 

et al. (1998) observed a negative relationship between corporate governance and 

firm performance.  

 

Many studies argue that there is no linkage between corporate governance and 

performance. A study of non-financial listed companies in Saudi Arabia shows that 

board characteristics have no impact on firm performance (Ghabayen 2012). 

Similarly, an investigation of 94 firms for the periods 2006-2009 shows that 

corporate governance is unrelated to firm value measured as ROA (Fallatah & 

Dickins 2012). A study done by Brown and Caylor (2006) reveals that there is no 

relationship between audit committee and firm performance. 

 

According a research carried out in chaina (Xu & George 2012) control variables, 

firm size shows significant and negative relationships with Tobins Q but positive 

and significant associations with ROE. Study of Shahwan 2015 shows that control 

variables firm size, ownership type, institutional ownership, ownership 

concentration and the level of capital intensity have no statistical association with 

Tobin’s Q but book-to-market ratio has a significant negative impact. on firm 

performance. 
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As discussed above several studies have been performed to analyze the effect of 

corporate governance characteristics to firm performance in BFI sector throughout 

the world but has resulted in mixed results. Further there is a lack of research studies 

undertaken in banking, finance and insurance sector of Sri Lanka, in the particular 

context. Hence, the purpose of this study is to examine the relationship between the 

corporate governance characteristics and the financial performance of listed BFI 

companies in Sri Lanka. Theoretical framework will be discussed in the next section 

of the study. 

 

Theoretical Framework 

 

Based on the literature, the framework has been developed on how the corporate 

governance index which was constructed using corporate governance characteristics 

to provide an understanding how the independent variables affecting on firm 

performance. 

 

Figure 1: Conceptual framework 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Author constructed 

 

 

 

Source: Constructed by authors  

 

 

Corporate Governance Financial Performance 

 Control variables 1) Firm size 

 

2) Firm Age 

 

3) Growth 

 

4) Leverage 
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Hypotheses 

 

Following hypothesis can be developed based on the theoretical model described in 

the above section. 

 

H1; There is an association between corporate governance characteristics and the 

financial performance of listed Banking, Finance and Insurance companies in Sri 

Lanka. Table 1 provides the definitions of the selected variables. 

 

Table 1: Definition of variables 

Variable Name Variable Description Denotation 

Independent variables (Governance Variables) 

Corporate Governance 

Total-Index* 

Taking in to account all corporate 

governance characteristics  

TCGit 

Corporate Governance 

Sub-Index on Board of 

Directors* 

Characteristics of the Board of 

directors 

BODit 

Corporate Governance 

Sub-Index on Directors’ 

Remuneration* 

Characteristics of the Board 

Remuneration Committee 

DIRREMUit 

Corporate Governance 

Sub-Index on Relations 

with Shareholders* 

Firm’s relationships with the 

shareholders 

RELSHOLDit 

Corporate Governance 

Sub-Index on 

Accountability and 

Audit* 

Characteristics of the Board Audit 

Committee  

ACCAUDit 

Corporate Governance 

Sub-Index on Ownership 

Concentration* 

Ownership Concentration of the 

company 

OWNERCONit 

Alternative Dependent Variables (Firm Financial Performance) 

Return on Assets Earnings before interest and tax / ROAit 
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total assets (winsorised at 5%) 

Return on Equity Net profit / shareholders’ equity 

(winsorised at 5%) 

ROEit 

Tobin’s Q (Book value of debt + market value 

of common equity) /book value of 

total assets (winsorised at 5%) 

 

 

TOBQit 

Control Variables 

Firm age Natural logarithm (LN)  of years 

since incorporation 

LNAGEit 

Firm size Natural logarithm (LN) of book 

value of total assets 

LNSIZEit 

Growth (This Year Sales-Previous Year 

Sales)/ Previous Year Sales) - 

(winsorised at 5%) 

 

GRWOTit 

Leverage Total debt / total assets - (winsorised 

at 5%) 

LEVERit 

* See Appendix 1 for the composition of the total and sub-indices of corporate 

governance. 

**The subscript in each variable, i denote the respective firm and t denotes the time 

period. 

Source: Author constructed 

 

 

1. Methodology 

This research study investigates whether there is an association between the 

corporate governance practices and the firm financial performance. the Banking, 

Finance and Insurance sector in Sri Lanka was selected for the study and data was 

collected using the published annual reports from 2011 to 2015.  

Data was collected under the developed comprehensive CG index and analyzed 

using statistical techniques to reach conclusions with respect to the objectives set 

for the study. 
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Research Approach  

 

Quantitative data was used to identify the relationship between the corporate 

governance and firm performance in listed companies in Banking, Finance and 

Insurance sector in the Colombo Stock Exchange. This study was carried out based 

on the positivist paradigm, first hypotheses was developed using the existing 

theories and data was collected and analyzed in order to accept or reject the 

hypothesis. Research by Shahwan (2015) and Gull, Saeed and Abid (2013) had used 

the positivist paradigm to carry out the research studies. 

 

Population and Sample 

The listed companies in the BFI sector in Colombo Stock Exchange was the 

population of this study and there were sixty-three companies in the sector. 

Nineteen listed BFI companies were selected as the sample after eliminating the 

six companies whose data were not available in the Colombo Stock Exchange 

(CSE) and eliminating other 38 companies whose financial period did not end 

with 31st December (firms ending 31st December were selected due to the 

necessity to include banks and if 31st March had ben selected, almost all banks 

will have to be excluded). Data was obtained from the annual reports published in 

CSE website during the period 2011 and 2015. 

 

Data Collection 

In this study secondary data was collected from annual reports of listed Banking, 

Finance and Insurance companies in Colombo Stock Exchange for the period of 

2011 to 2015. 

 

Analytical Strategy  

In analyzing, the data cleansing was done using the winsorization technique and the 

analysis was done using the winsorized data. 

Mainly descriptive statistics and inferential statistics techniques are used to analyze 

the data and measures of central tendency and measures of variability or dispersion 

are used to describe the data set. In addition, to conclude on the objectives of the 

study, correlation and regression techniques are also used to analyze the data. 

 

The following panel regression model is suggested as follows, 

 

𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡

=   𝛼 +  𝛽1 𝐶𝑜𝑟𝑝𝑜𝑟𝑎𝑡𝑒 𝐺𝑜𝑣𝑒𝑟𝑖𝑡 + 𝛽2 𝐶𝑜𝑛𝑡𝑟𝑜𝑙 𝑉𝑎𝑟𝑠𝑖𝑡  +  𝜇𝑖𝑡 
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Here i denotes the firm and t denotes the time dimension. Financial Performance of 

the regression analysis represents the Financial Performance of selected sample of 

BFI companies. β represents the coefficient of variables, Corporate Governance 

represents all the corporate governance indices (i.e., Total CG Index and 5 sub-

indices: Board of Directors, Directors’ Remuneration, Relations with Shareholders, 

Accountability and Audit, Ownership Concentration) for the ith firm in the tth period, 

Control Variables represents the control variables (i.e., Firm Age, Firm Size, 

Growth, Leverage), µit represents the unobservable  individual effect. Hausman test 

will be performed to identify whether fixed or random effects needs to be considered 

when performing the regression analyses.  

 

Preparation of the CG Index 

The corporate governance index was prepared in order to be used as guideline when 

determining the level of practice of corporate governance in the selected sample of 

companies. The objective was to determine the level of corporate governance in the 

companies and thereby to determine the level of association of CG to the financial 

performance of these companies. 

The CG index represents the dimensions in which the companies need to adhere 

with the CG practices. Under the main dimensions, sub dimensions had been 

developed. Several guidelines such as Code of Best Practices on Corporate 

Governance issued jointly by the institute of Chartered Accountants of Sri Lanka 

and the SEC, Companies Act No. 07 of 2007 etc., were used in the construction of 

these indices, which were screened by characteristics used in the literature (see 

Appendix 2 for the literature). 

 

Under the main index of Corporate Governance, five sub-indices have been 

developed as board of directors, directors’ remuneration, and ownership 

concentration, relations with shareholders, accountability and audit. These sub-

indices were assigned a weightage as to the relative importance to the main index of 

corporate governance. Such weightages were assigned based on the average 

opinions of experts in the field of corporate governance and also supported literature. 

Each sub index consists of the several criteria for which the scores have been 

assigned and based on the firm score on each criteria, a weighted score was 

calculated for each of the five years under analysis. Summating these 5 sub-indices 

a total corporate governance index is also established. Refer Appendix 1 for the 

Total CG index and the 5 sub-indices. 
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Analysis and Discussion 

 

According to the explanation given in section 3, descriptive statistics, correlation 

and regression analysis techniques are used for the analysis. These techniques are 

used to analyze whether there is an association between corporate governance 

characteristics and the financial performance of the firms. Descriptive statistics are 

used to summarize the collected data across the companies over the years and 

correlation and regression analysis techniques are used to analyze the influence of 

the corporate governance characteristics on the firm financial performance. 

 

Descriptive Statistics 

Descriptive statistics is used to summarize the main features of the collected data 

across the companies over the years. 

 

Table 2: Descriptive Statistics 

 

Variables* 
 

n 

Range 
 

Mean 

 

SD 
Min Max 

TCGit 95 .377 .959 .7149776 .1613127 

BODit 95 .077 .385 .2638263 .0932914 

DIRREMUit 95 .0416667 .125 .0973684 .0301509 

RELSHOLDit 95 .165 .165 .165 0 

ACCAUDit 95 .06875 .240625 .1610197 .0583154 

OWNERCONit 95 .0125 .04375 .0277632 .0090578 

ROAit 95 .0035189 .1298637 .0589673 .0380065 

ROEit 95 -0.0097321 .3172129 .0806833 .143422 

TOBQit 95 .9678418 33.36448 8.329416 10.45038 

LNAGEit 95 1.386294 4.634729 3.240757 .629776 

LNSIZEit 95 19.31575 27.50297 24.01099 1.967037 

GRWOTit 95 -.6766105 1.010151 .1402119 .2328423 

LEVERit 95 .349592 .9284488 .8086394 .1451158 

*Refer Table 1 for definitions of above variables 

Source: Author Constructed 
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As the Central tendency measures mean is used and as dispersion measures standard 

deviation is used. to measure the level of corporate governance practices, the mean 

value of each corporate governance sub index was used and the dispersion was 

measured using the standard deviation(SD). 

 

The corporate governance total index is having highest mean value of 0.715 while 

having SD 0.161. Based on index computation described under methodology, the 

maximum index value with full compliance for total index could be 1. Thus, the 

average compliance for this sub-index is 71.5%.   

 

In terms of the sub-indices, the board of directors sub-index is having highest mean 

value of 0.264 while having SD 0.0932. Based on index computation described 

under methodology, the maximum index value with full compliance for board of 

directors sub-index could be 0.385. Thus, the average compliance for this sub-index 

is 68.5%.  On the other hand, the ownership sub-index is having the lowest mean 

value amounting to 0.0277 and SD is amounting to 0.00905. Based on index 

computation described under methodology, the maximum index value with full 

compliance for ownership sub-index could be 0.05; and thus the average compliance 

level is only 18.1%. 

 

Directors’ remuneration having mean value of 0.0974 (average compliance level is 

77.8%) while having SD of 0.0301. Mean value of relationship with shareholders 

amounting to 0.165 (average compliance level is 100%) and the SD value amounting 

to 0 .When considering the accountability and audit it is having mean value of 

0.1610 (average compliance level is 58.5%) while having SD of 0.0583.  

 

On the other hand when we considered the dependent variables Tobin’s Q is having 

the highest mean value of 8.33 while having standard deviation of 10.45.Onthe other 

hand ROA is having lowest mean value amounting to 0.0589 and SD of 0.038. ROE 

is having mean value of 0.0806 and SD of 0.1434. 
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Correlation Analysis 

 

The results obtained from statistical analysis are presented in the following table. 

 

Table 3: Correlations 

Measures 1 2 3 4 5 6 7 8 9 10 11 12 

1 BODit             

2 DIRREMUit 0.72            

3 RELSHOLD
it 

0.00 0.00           

4 ACCAUDit 0.57 0.38 0.00          

5 OWNERCO

Nit 

0.53 0.41 0.00 0.24         

6 ROAit -0.09 0.02* 0.00 -0.25 -

0.04

* 

       

7 ROEit 0.17 0.03* 0.00 0.22 0.18 0.18       

8 TOBQit -0.08 -0.15 0.00 0.03* 0.13 -0.28 0.07      

9 LNAGEit 0.50 0.30 0.00 0.68 0.43 -0.28 0.12 0.12     

10 LNSIZEit -0.05 -0.05 0.00 0.11 0.08 -0.25 -0.06 0.28 0.08    

11 GRWOTit -0.05 0.25 0.00 0.11 0.08 0.04 -0.18 -

0.05 

-

0.02

* 

0.04*   

12 LEVERit 0.54 0.54 0.00 0.51 0.38 -0.13 0.28 0.12 0.52 -0.19 0.10  

Note: Refer table 1 for the descriptions of above variables 

Variables *p<.05 

Source: Author constructed 

 

Accordingly, there is a statistically significant positive relationship between 

directors remuneration with return on assets and return on equity (p<0.05). Also, 

there is a statically significant positive relationship between growth and return on 

assets (p<0.05). Another statistically significant positive relationship is observed 

between growth and firm age based on the p value which is less than 0.05.  
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One statistically significant negative relationship is observed between growth and 

firm size. 

 

When the relation between alternative dependent variables and corporate 

governance variables are considered, it could be observed that directors’ 

remuneration is positively correlated with return on assets and return on equity.  

 

As correlation analysis was performed considering only two variables at a time and 

not considering the effect of the control variables it is not possible to arrive at a 

conclusion on a multivariate basis. Because the results of this test not conclusive 

and may be affected by other variables, a panel regression analysis on a multivariate 

basis was carried out as further analysis. Panel regression analysis allows using more 

independent variables and controlling variables at a time, and therefore it is superior 

to the correlation analysis. 

 

Regression Analysis 

 

Before performing the panel regressions, a Hausman test was run in order to decide 

whether to use fixed effects or random effects for all regressions (results not shown) 

and it was identified that random effects parameter should be used for all the 

regression analyses.  

 

Multiple regression analysis is used on the panel data collected across companies 

over five years’ time. To analyze the relationship between firm financial 

performance and the corporate governance characteristics, multiple regression is 

used. 

 

The following table represents the results obtained through the multiple regression 

analysis. The impact of the corporate governance sub-indices of board of directors, 

directors’ remuneration, accountability and audit and ownership concentration on 

the measures of financial performance are shown in table 4: Panel A and Panel B.    

 

  



17 

 

Table 4: Multiple regression analyses 

PANEL A: Total Corporate Governance and Financial Performance 

Variables 

* 

MODEL 1 MODEL 2 MODEL 3 

ROA ROE Tobin’s Q 

Coef. z Coef. z Coef. z 

TCGit 0.095875* 1.84 0.097034 0.93 -7.4398 0.58 

LNSIZEit -0.00902* -1.87 -0.00489 -0.57 0.712126 0.58 

LNAGEit -

0.02471** 
-2.05 -0.00872 -0.41 4.441902 1.44 

GRWOTit 0.011679 0.77 -0.03323 -0.80 1.220559 0.34 

LEVERit -0.07632* -1.66 0.105613 1.04 4.683779 0.42 

Constant 0.347227*

** 
3.57 0.138903 0.80 -21.801 0.89 

R2 0.1179 0.1031 0.1763 

Wald Chi-

Squared 

15.22*** 4.00 3.07 

 

PANEL B: Corporate Governance Sub-indices and Financial Performance 

Variables * MODEL 4 MODEL 5 MODEL 6 

ROA ROE Tobin’s Q 

Coef. z Coef. z Coef. z 

BODit 0.179237** 2.14 0.096946 0.54 -28.2769 -1.44 

DIRREMUit 0.142888 0.82 -0.23892 -0.54 1.358116 0.03 

RELSHOLDit (Omitted)  (Omitted)  (Omitted)  

ACCAUDit -0.08645 -0.66 0.218183 0.78 2.413266 0.08 

OWNERCONit 0.148174 0.18 0.830373 0.53 3.6904** 1.92 

LNSIZEit -0.00779 -1.43 -0.00802 -0.88 0.389661 0.3 

LNAGEit -0.02476* -1.89 -0.00983 -0.49 4.178464 1.35 

GRWOTit 0.015267 0.98 -0.03428 -0.78 -0.08238 -0.02 

LEVERit -0.08662* -1.81 0.126895 1.26 2.510854 0.22 

Constant 0.342716*** 3.07 0.209482 1.12 -19.9948 -0.76 

R2 0.1281 0.1629 0.1821 

Wald Chi-

Squared 

18.56** 5.40 7.45 

*Refer Table 1 for definitions of the variables above 

Variables *p < .10, **p <.05, ***p <.05 

Source: Author constructed 
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As per the results obtained above, it can be seen that the model p-values of 

all six models (that is, ROA, ROE and Tobin’s Q) are higher than 10% except 

for ROA and total corporate governance index (Model 1) and board of 

directors related sub-index (Model 4). At the same time, it can be seen that 

p-values of some control variables are significant. 

Hence, for ROA and total corporate governance index (Model 1) and board 

of directors related sub-index (Model 4), it can be concluded that the related 

hypotheses are confirmed indicating a positive relationship between 

corporate governance in general and board characteristics in specific with the 

ROA.  However, for other Models, the hypotheses cannot be confirmed as 

the p values of all those characteristics are more than 10%. This highlights 

the fact that there is a mixed relationship between corporate governance 

characteristics and firm performance of listed companies in BFI sector in the 

Sri Lankan context. 

 

Discussion 

Many studies have been undertaken by the researchers to examine whether there is 

a relationship between the corporate governance characteristics such as Board size, 

Board structure, ownership structure, and independence of directors, separation of 

chairman and CEO roles, etc. and the firm performance. Several studies conducted 

in the developed countries have examined a positive relationship between good 

corporate governance and organizational performance (Harrisand 1988, Vishny & 

Shleifer 1997, OECD 2009). It is argued that larger Boards can improve financial 

performance because they have diversified experiences and skills which help make 

better decisions (Setia-Atmaja, Tanewski & Skully 2009). Meanwhile, Jensen 

(1993) and Yermack (1996) found that smaller Boards are more effective monitors 

of firm’s activities than larger boards, since they are less related with aggressive 

earnings management behaviour 

 

In contrast, there are certain studies that argue that there is a negative relationship 

between Board size and bank’s profitability measured using ROE is reported in a 

study of all listed banks in Nigeria in 2009 (Uwuigbe & Fakile 2012). 

 

There also are studies that indicate no linkage between corporate governance and 

firm performance. A study of non-financial listed companies in Saudi Arabia 

showed that board characteristics have no impact on firm performance (Ghabayen 

2012). Similarly, an investigation of 94 firms for the periods 2006-2009 shows that 
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corporate governance is unrelated to firm value measured using ROA (Fallatah & 

Dickins 2012). 

 

The findings of this research indicate that there is no significant influence of the 

corporate governance characteristics on the firm financial performance, except for 

ROA and total corporate governance index (Model 1) and board of directors 

related sub-index (Model 4). It is concluded of the availability of mixed 

evidence depending on the financial performance measure selected.  

 

Conclusion, Limitations and future directions 

This study was conducted in order to investigate the impact of corporate governance 

characteristics on the financial performance of the listed companies in the Banking, 

Finance and Insurance sector in Sri Lanka. The association between corporate 

governance and firm performance has been investigated by many scholars as well 

as researchers in local and foreign contexts. Ehikioya (2009) examined the link 

between CG structure and firm performance for 107 firms listed in the Nigerian 

Stock Exchange. Makki and Lodhi (2014) investigated the existence of a critical 

structural relationship between CG, intellectual capital efficiency, and financial 

performance whereas Swain (2009) reviewed the existing codes of CG in India in 

banking sector. 

 

Based on the research question of the study, objectives were established in order to 

conduct the study as assessing the level of corporate governance practices by 

developing a comprehensive Corporate Governance Index and related sub-indices, 

and examining the association between the level of corporate governance practices 

and level of financial performance and identifying which corporate governance 

characteristics have a significant impact over the financial performance for nineteen 

companies in the Banking, Finance and Insurance Sector that are listed in the 

Colombo Stock Exchange for the financial periods 2011 to 2015. 

 

Multivariate panel regression analysis was used for the data across firms over five 

years and random effect technique was used for the analysis. Panel regression 

analysis was used to identify which corporate governance indices have an impact 

over the financial performance measures. 

 

The hypotheses of the study was to analyze whether there is an association between 

corporate governance practices and the firm financial performance. One objective 

of the study was assess the level of corporate governance practices of the firms by 

developing a comprehensive CG index and sub-indices. A comprehensive CG index 

was developed with five sub-indices and criteria under each sub index. Based on the 
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firm level of performance on each criteria, a score was provided and firm’s CG 

practice was measured. Measures of central tendency; mean value was used to 

summarize the firm level of corporate governance performance under each sub 

index. 

 

In order to achieve the objective of examining the association between level of CG 

practices and level financial performance, multivariate correlation analysis was 

used. Accordingly, Directors’ remuneration tend to have a statistically significant 

positive relationship with return on assets and return on equity. 

 

To identify which corporate governance characteristics have a significant impact 

over the financial performance, regression analysis was performed as based on the 

results it can be concluded that there is no association between corporate governance 

practices and firm financial performance. 

 

This study however involved several limitations such as data collection being carried 

out only through annual reports. If other types of data collection methods such as 

interviews and questionnaires could be incorporated in the study, the analysis could 

be more reflective and valid in this respect. Also the research study was carried out 

only for the listed companies in BFI sector in the Colombo Stock Exchange. When 

making inferences to this particular sector, it is valid only for the listed companies 

in that sector and not for the each and every company in that sector which are not 

listed. And also state owned banks are not included in the sample because they have 

not been considered under the sampling frame. Due to the limitations stated above, 

it is recommended that an in-depth study using the case study method be carried out 
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Appendix 1 – Index Composition and Scoring  

Sub-Indices 

Weight of the 

index 

(based on expert 

opinion) 

Company 

Assigned 

Score 

(see 

Appendix 

2) Year end in December 

Board of 

Directors 

39% B_Size 1 

CEO_Duality 1 

Ind_Directors 1 

B_Meetings 1 

G_Diversity 1 

Presence 1 

B_Skill 1 

N_NED 1 

F_Nomination 1 

E_Nomination 1 

Total score for the sub index 10 

  

Yearwise index value for the firm 0.385 

   

    

Director's 

Remuneration 

13% NED_Remmuneration 1 

F_Remmuneration 1 

D_Remmuneration 1 

Total score for the sub index 3 
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Yearwise index value for the firm 0.125 

   

    

Relations with 

shareholders 

17% 

AGM 1 

Total score for the sub index 1 

    

Yearwise index value for the firm 0.165 

   

    

Accontability 

and Audit 

28% 

AUD_Size 1 

F_AUD_Meetings 1 

E_Audit 1 

AUD_Ind 1 

CG_Officer 1 

D_CG 1 

Add_Services 1 

Auditor 1 

Total score for the sub index 8 

    

Yearwise index value for the firm 0.275 

   

    

Ownership 

Concentration 

5% F_Ownership 1 

Top_20 1 

G_ownership 1 

CEO_Shares 1 

D_Ownership 1 

ESOPS 1 

RP_Transactions 1 

I_Investors 1 

Total score for the sub index 8 

    

Yearwise index value for the firm 0.05 
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Corporate 

Governance 

Total Index 

100%  1.00 
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Appendix 2 

N

o 

Main 

Dimensions 

(Code of Best 

Practice) 

  

Sub Index 
 

Criterias used in 

constructing CGI 

Measurement  

(Numerical 

measurement of  

each Criteria  ) 

Research Article 

  
 

( Included in research 

articles ) 

01

) 

Board of 

Directors 
 The Board 1) Board Size 

Number of Directors 

in the Board 

Ghazali,  NAM 2010, 

'Ownership structure, 

corporate governance and 

corporate performance in 

Malaysia', International 

Journal of Commerce and 

Management, vol. 20, no. 2, 

pp. 109 - 119. 

   

 2) CEO Duality 

A dummy variable, 

1 if CEO is the 

chairman of the 

board, 0 otherwise 

Najjar, N 2012, 'The Impact 

of Corporate Governance on 

the Insurance Firm’s 

Performance in Bahrain', 

International Journal of 

Learning & Development, 

vol. 2, no. 2, pp. 1-17. 

   

 3) Independent Directors 

The number of 

independent 

directors on the 

board of directors 

Yuan, GS & Lei, XU 2012, 

'Do Internal Governance 

Mechanisms Impact on Firm 

Performance? Empirical 

Evidence from the Financial 

Sector in China', Journal of 

Asia-Pacific Business,vol. 

13, no. 2, pp. 114-142. 
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 4) Board Meetings 

The number of 

meetings held by the 

board of directors in 

the fiscal year 

Yuan, GS & Lei, XU 2012, 

'Do Internal Governance 

Mechanisms Impact on Firm 

Performance? Empirical 

Evidence from the Financial 

Sector in China', Journal of 

Asia-Pacific Business,vol. 

13, no. 2, pp. 114-142. 

    

5) Gender Diversity 

Number of female 

directors on the 

Board 

Josephine , DR & 

Uzonwanne, C 2016, 

'Corporate governance: the 

impact of director and board 

structure, ownership 

structure and corporate 

control on the performance 

of listed companies on the 

Ghana stock exchange', The 

International Journal of 

Business in Society, vol. 16, 

no. 2, pp. -. 

   

Directors 6) Presence 

1 if 50% of the 

Board members 

(quorum) at the half 

of the Board 

meetings was 

present, 0 otherwise. 

Kalezic, Z 2012, 'Corporate 

governance and 

firm performance with 

special reference to the 

banking system: empirical 

evidence from Monetengro', 

Journal of Central Banking 

Theory and Practice,vol. 2, 

pp.19-54. 



3 

 

   

 7) Board skill 

Number of directors 

with a degree or a 

professional 

qualification with 

relate to 

accounting/finance 

or legal. 

Tornyeva, K & Wereko, T 

2012,'Corporate governance 

and firm performance: 

evidence from the insurance 

sector of Ghana', European 

Journal of Business and 

Management,vol. 4, no.13, 

pp. 109 - 112. 

   

Nomination 

Committee 
8) 

Do the nomination 

committee consist of at least 

three non-executive board 

members. 

Dummy Variables , 

If available the 

disclosure in the 

Annual Report 1, 

otherwise 0. 

      

   

 9) 
Frequency of nomination 

committee meetings 

Frequency of  

Nomination 

Committee meetings 

held 

      

    

10

) 

Expertise of the nomination 

committee members 

Number of members 

with a degree or a 

professional 

qualification with 

relate to 
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accounting/finance 

or legal. 

                              

02

) 

Director's 

Remuneration 

 

11

) 

Do the remmuneration 

committee consist of at least 

three non-executive board 

members. 

Dummy Variables , 

If available the 

disclosure in the 

Annual Report 1, 

otherwise 0. 

Javed, AY, Iqbal, I & Hasan, 

L 2006, ‘Corporate 

governance and firm 

performance: evidence from 

Karachi stock exchange’, 

The Pakistan Development 

Review, vol. 45, no. 4, pp. 

955. 

  

  

12

) 

Frequency of remmuneration 

committee meetings 

Frequency of 

Remmuneration 

Committee meetings 

held 

      

  

 

 

13

) 

Disclosure of board of 

directors and executive staff 

members' remuneration 

Dummy Variables , 

If available the 

disclosure in the 

Annual Report 1, 

otherwise 0. 

Javed, AY, Iqbal, I & Hasan, 

L 2006, ‘Corporate 

governance and firm 

performance: evidence from 

Karachi stock exchange’, 

The Pakistan Development 

Review, vol. 45, no. 4, pp. 

955. 
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03

) 

Relations with 

shareholders 
 

 

14

) 

Notification on annual 

shareholders meeting (AGM) 

1 if announcement 

of AGM is sent to 

shareholders ; 0 

otherwise. 

Love, I and Rachinsky, A 

2015, 'Corporate Governance 

and Bank Performance in 

Emerging Markets: Evidence 

from Russia and Ukraine, 

Emerging Markets Finance 

and Trade', vol 55, no. 2. 

                             

04

) 

Accontability 

and Audit 
 

Audit 

Committee 

15

) 
Audit Committee Size 

Number of Members 

on the Audit 

Committee 

Al-Sahafi, A 2015, ‘Does 

corporate governance affect 

financial performance in the 

banking sector? Evidence 

from Saudi Arabia’, 

International Journal of 

Economics, Commerce and 

Management. vol. 3, pp. 

100-121. 

    

16

) 

Frequency of Audit 

Committee Meetings 

Frequency of Audit 

Committee meetings 

held 

Josephine , DR & 

Uzonwanne, C 2016, 

'Corporate governance: the 

impact of director and board 

structure, ownership 

structure and corporate 

control on the performance 

of listed companies on the 

Ghana stock exchange', The 

International Journal of 

Business in Society, vol. 16, 

no. 2, pp. -. 



6 

 

    

17

) 

Expertise of the audit 

committee members 

Number of members 

with a degree or a 

professional 

qualification with 

relate to 

accounting/finance. 

      

    

18

) 

Audit committee 

independence 

Total number of 

independent 

directors on audit 

committee / Total 

number of audit 

committee members. 

Al-Sahafi, A 2015, ‘Does 

corporate governance affect 

financial performance in the 

banking sector? Evidence 

from Saudi Arabia’, 

International Journal of 

Economics, Commerce and 

Management. vol. 3, pp. 

100-121. 

   

Code of 

business 

conduct & 

ethics 

19

) 

Does the company have full 

disclosure of corporate 

governance practices 

Dummy Variables , 

If available the 

disclosure in the 

Annual Report 1, 

otherwise 0. 

Love, I and Rachinsky, A 

2015, 'Corporate Governance 

and Bank Performance in 

Emerging Markets: Evidence 

from Russia and Ukraine, 

Emerging Markets Finance 

and Trade', vol 55, no. 2. 

    

20

) 

Corporate governance 

committee or corporate 

governance officer 

1 if board of 

directors (BoD) has 

a corporate 

governance 

committee or a 

designated corporate 

governance officer 

Love, I and Rachinsky, A 

2015, 'Corporate Governance 

and Bank Performance in 

Emerging Markets: Evidence 

from Russia and Ukraine, 

Emerging Markets Finance 

and Trade', vol 55, no. 2. 
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in place; 0 

otherwise. 

    

21

) 

Additional services provided 

by external auditor 

1 if external auditor 

does not provide 

additional services; 

0 otherwise 

Love, I and Rachinsky, A 

2015, 'Corporate Governance 

and Bank Performance in 

Emerging Markets: Evidence 

from Russia and Ukraine, 

Emerging Markets Finance 

and Trade', vol 55, no. 2. 

    

22

) 
Auditor  

1 if the audit firm is 

one of the Big 4 and 

0 otherwise 

Aljifri, K & Mustaffa, M 

2007, 'The impact of 

corporate governance 

mechanisms on the 

performance of UAE Firms: 

an empirical analysis', 

Journal of Economic & 

Administrative Sciences, 

vol.23, no. 2, pp.71-93 

                              

05

) 

Ownership 

Concentration 

  

23

) 
Foreign ownership 

The proportion of 

shares held by 

foreign investors 

Yuan, GS & Lei, XU 2012, 

'Do Internal Governance 

Mechanisms Impact on Firm 

Performance? Empirical 

Evidence from the Financial 
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Sector in China', Journal of 

Asia-Pacific Business,vol. 

13, no. 2, pp. 114-142. 

    

24

) 
Top twenty shareholders 

Ratio of shares held 

by the top twenty 

shareholders to the 

total shares 

outstanding 

Josephine , DR & 

Uzonwanne, C 2016, 

'Corporate governance: the 

impact of director and board 

structure, ownership 

structure and corporate 

control on the performance 

of listed companies on the 

Ghana stock exchange', The 

International Journal of 

Business in Society, vol. 16, 

no. 2, pp. -. 

    

25

) 
Government ownership 

The proportion of 

shares held by the 

government 
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26

) 
Does the CEO own shares 

Dummy Variable if 

yes 1, otherwise 0 

Javed, AY, Iqbal, I & Hasan, 

L 2006, ‘Corporate 

governance and firm 

performance: evidence from 

Karachi stock exchange’, 

The Pakistan Development 

Review, vol. 45, no. 4, pp. 

955. 

    

27

) 
Director Ownership 

Proportion of shares 

held by executive 

and non-independent 

directors 

Ghazali,  NAM 2010, 

'Ownership structure, 

corporate governance and 

corporate performance in 

Malaysia', International 

Journal of Commerce and 

Management, vol. 20, no. 2, 

pp. 109 - 119. 

    

28

) 

Does the firm have employee 

stock options (ESOPs)? 
1 if yes otherwise 0 

Shahwan, TM 2015, 'The 

effects of corporate 

governance on financial 

performance and financial 

distress:evidence from 

Egypt', Corporate 

Governance, vol.5, no.5, 

pp.641-662 

    

29

) 

Related-party and large 

transactions 

1 if related-party 

transactions and 

transactions 

involving more than 

10 percent of the 

Love, I and Rachinsky, A 

2015, 'Corporate Governance 

and Bank Performance in 

Emerging Markets: Evidence 

from Russia and Ukraine, 



10 

 

book value of the 

bank’s assets are 

disclosed; 0 

otherwise. 

Emerging Markets Finance 

and Trade', vol 55, no. 2. 

    

30

) 

Is there an institutional 

investor with at least 5 per 

cent of the firm’s equity? 

1 if yes otherwise 0 

Shahwan, TM 2015, 'The 

effects of corporate 

governance on financial 

performance and financial 

distress:evidence from 

Egypt', Corporate 

Governance, vol.5, no.5, 

pp.641-662 

 


