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ABSTRACT

Corporate governance is considered as having significant implications for the growth prospects of an economy.
The association between corporate governance and fitm value has been extensively studied at Colombo stock
Exchange in this study. The natural logarithm of market value, Tobinb Q ratio and market to book value ratio
were used as the dependent variables to indicate the market value while percentage of shares held by the largest
shareholder square ofpercentage ofshares held by the largest shareholder, aggregatepercentage ofshares held
by the second to fifth large shareholders, percentage of shares held by directors, percentage of total emoluments
of directors to total sales, natural logarithm of the number of directors on the board, CEO dualitlt and ratio of
non-executive directors to total directors in a firm were employed as independent variables. Gearing ratio and
firm size had been utilized as control variables. Data were collected from the annual reports of randomly
selected Public Listed Companies in Colombo Stock Exchange during the period of 2010 - 2014. Panel data
pooled regression is used to estimate the regression model. The findings indicate that, corporate governance
behavior has a significant effect on market value. The evidence reported has practical significancefor investors
in Sri Lankan firms.
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Introduction
Corporate govemance (CG) is an evolving area in developed and developing countries. The Organization for
Economic Corporation and Development (OECD) (1999) provides the following elaborate functional definition
on corporate governance as the system by which business corporations are directed and controlled. The

corporate governance structure specifies the diskibution of rights and responsibilities among diflerent
participants in a corporation, namely board, managers, shareholders and other stakeholders, and spells out the

rules and procedures for making decisions on corporate affairs. It is provided the structure through which the

objectives of the company are set, and means of attaining those objectives and monitoring performance. And

also the way in which CG is organized differs between countries, reliant on the economic, political and social

contexts.

Corporate governance reflects in which ways companies should be governed. The legal procedure of the

company is set out in its written constitution. Apart from the main legal documents, other procedures are

embedded in the code ofbest practice.

In the UK and USA there were a number of companies, which collapsed unexpectedly in the 1980s and 1990s

(Kariyawasam, 2010). Financial reporting irregularities or inadequate internal controls and risk management

were analyzed as the causes of these corporate failures. Sri Lanka is not immune from these problems. There

had been a few incidents ofcorporate failures in the past such as the collapse offinance companies in 1980s, the

bankruptcy of Pramukha Bank in late 1990s and down fall on Vanik incorporation, which was a well performed

company once. These corporate failures have serious repercussions on depositors and investors of these

organizations, which ultimately led to erosion of public faith in tlre finance sector of the country. With these

scandals interest in corporate governance has been heightened in the world, not to discuss about a gnm future,

but to discuss about a sanguine future of the economy in the world. Therefore; the concerns about corporate

governance have developed rapidly during the past decades and the outcome has taken an important part in
business as well as in the economy and society.

In general, corporate govemance is considered as having significant implications for the gowth prospects of an

economy, because of the proper corporate governance practices reduce risk for investors, attract investment

capital and improve performance of companies (Spanos, 2005). Therefore Sri Lanka is looking forward to many

investors to come to the country; the companies must seriously take action to implement corporate govemance

practices.

Securities and Exchange Commission (SEC) of Sri Lanka as the apex regulator of the Sri Lankan capital market

is committed to maintain a higher standard of corporate govemance in order to maintain the market integrity. In
view of the broader objective, the SEC Sri Lanka together with the Institute of Chartered Accountants of Sri

Lanka (CASL) published the "Code of Best Practices on Corporate Governance" in the year 2008 in order to

establish good corporate governance practices in Sri Lankan capital market.

The objective of the study is to investigate whether corporate govemance practices such as board size, non-

executive directors on the board, CEO duality, directors' ownership and ownership concentration affect the

performance of Sri Lankan firms. In particular, it was investigated firms that possess CG mechanisms have

better operational performance as results of following CG mechanisms. It is a contribution to CG research by
offering new evidence on the association between CG and firms'financial performance for Sri Lankan firms.

The findings of this study will add value to the companies in the sample and with that they will encourage to

continue their best practices in CG. The existing and potential investors of these companies can get better

understanding regarding the implications of the best practices of CG and thereby they will be encouraged in
their future investment decisions on these companies which have best practices in CG. Further, the findings will
be benefited to the future research studies in CG and path for the academic and scholars who are in the field of
accountancy and finance.
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Review of Literafure
Theoretical Background of Corporate Govemance
According to the Code of Best Practices on Corporate Governance published by CASL following can be
elaborated as five aspects of CG.

CEO Duality
There are two key tasks at the top of every public company conducting of the business of the board and
facilitating executive responsibility for management of the company's business. There should be a clear division
of responsibilities at the head of the company, which will ensure a balance of power and authority, such that no
one individual has unfettered powers of decision.

Board Balance

It is preferable for the Board to have a balance of executive and Non-Executive Directors such that no individual
or small group of individuals can dominate the Board's decision-taking.

The Board should include Non-Executive Directors of sufiicient caliber and number for their views to carry
significant weight in the board's decisions. The Board should include at least two Non-Executive Directors or
such number of Non-Executive Directors equivalent to one third of total number of Directors, whichever is
higher. In the event the Chairman and CEO is the same person, Non-Executive Directors should comprise a

majority of the Board.

Appointments to the Board
There should be a formal and transparent procedure for the appointuent of new Directors to the Board. A
nomination committee should be established to make recommendations to the Board on all new Board
appointments. The nomination committee, the Board as a whole should annually assess Board - composition to
ascertain whether the combined knowledge and experience of the Board matches the Strategic demands facing
the company.

Direct or s' Remuner at i o n

Companies should establish a formal and transparent procedure for developing policy on executive
remuneration and for fixing the remuneration packages of individual Directors. No director should be involved
in deciding his/trer own remuneration.

Level of remuneration of both Executive and Non-Executive Directors should be suflicient to atffact and retain
the Directors needed to run the company successfully. A proportion of Executive Directors' remuneration should
be structured to link rewards to corporate and individual performance levels of remuneration for Non-Executive
Directors should reflect the time commitment and responsibilities of their role, taking into consideration market
practices. The company's Annual Report should contain a statement of remuneration policy and details of
remuneration of the Board as a whole.

Shareholders

Institutional shareholders have a responsibility to make considered use oftheir votes and should be encouraged
to ensure their voting intentions are translated into practice. Individual shareholders, investing directly in shares
of companies should be encouraged to carry out adequate analysis or seek independent advice in investing or
divesting decisions.

Empirical Evidence on CG and Financial Performance

There are several studies made around the world which are country specific or cross-border to examine the
impact of corporate governance on firm performance. These research studies have been made valuable
contributions to the literature of corporate governance, as they given an insight on the impact of firm
performance.

Duc Vo and Thuyphan (2013) reported a positive relationship between elements of CG such as the presence of
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female board members, the duality of the CEO, the working experience of board members, and the

compensation of board members and firm performance as measured by the return on asset (ROA). Sheikh et al.

(2011) revealed that board size is positively, whereas outside directors and managerial ownerships are negatively

related to the return on assets, earnings per share and market to book ratio by using the data of Pakistani firms.

Further, ownership concentration is positively related to all measures of performance. CEO Duality is positively

related to eamings per share only.

Cheng and Leung (2013) observed different effects ofthe aggregate ownership ofother large shareholders and

the remuneration of top executives on firm value.

Mouselli and Hussainey (2010) used multiple regression model to examine the associate between CG, analyst

coverage and firm value for a sample of UK frms listed in London Stock Exchange for the period of 2003 to

2008. They found that the overall level of CG quality is positively associated with the number of analysts

following UK firms.

Fallatah and Dickins (2012) found that corporate governance and firm performance (measured as ROA) are

unrelated, but corporate govemance and firm value (measured as Tobin's Q and market value of equity) are

positively related.

Velnampy (2013) examined the relationship in between corporate govemance and firm performance with a
sample of 28 manufacturing companies using the data representing the periods of 2007 -2011. Board skucture,

board committee, board meeting and board size including executive directors, independent non-executive

directors and non-executive directors were used as the determinants ofcorporate governance whereas return on

equity (ROE) and return on assets (ROA) were used as the measures of firm performance. This study found that

determinants of corporate governance are not correlated to the performance measures of the organization. It has

been concluded that corporate governance has no effect on companies'ROE and ROA.

Zhaoyangand Udaya Kumara (2012) found that board size and proportion of non-executive directors in the

board have a marginal negative relationship with the firm value, the firm size and director share holdings have a

significant impact on firm performance of listed firms in Sri Lanka.

Achchutan and Kajananthan (2013) explored the significant difference between corporate governance practices

on firm performance using data from a sample of manufacturing firms listed on Colombo Stock Exchange

(CSE) for the period 2007 - 2011. They revealed that there is no significant mean different between the firm
performance among corporate governance practices as board leadership structure, board committees, board

meetings and proportion of non-executive directors.

Heenetigala (2011) also examin"a ,fr" relationship between corporate governance practices and firm
performance in Sri Lanka. This study was a comparative analysis to gauge the changes to corporate governance

practices from 2003 - 2007. This study provides evidence in support of a positive relationship for separate

leadership, board composition, board committees and firm performance based on return on equity. A sample of
37 companies had been selected from the top 50 listed companies in the Lanka Monthly Digest 50 (LMD) for
the years 2003 and 2007.Both board composition and board committees also had a sipificant relationship with
performance measured by Tobin's Q in 2007.

Although there is an abundance of research which aims to explain the relationship between corporate

governance and firm perfornance, empirical evidence yields contradictory and inconsistent results.

Methodology

Data & Sample

Data relevant to corporate govemance practices and performance measures were taken from the annual reports

of companies listed on the Colombo Stock Exchange (CSE) during 2010 * 2014. Every listed company is

responsible to prepare its financial statements in accordance with Accounting Standards (LKAS and SLFRS)

issued by CA Sri Lanka. The final sample set, after deleting firms with incomplete data, consists of 125

observations for 25 firms over a period of five years.
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Variables

On the basis ofresearch objectives, variables were selected in this study and their definitions are largely adopted
from existing literature. Notably, firm value measure Tobin-Q (TQ), natural log of market capitalization of the
firm and market to book value were used as the depended variables. Key independent variables include
percentage of shares held by the largest shareholder, aggregate percentage of shares held by the second to fifth
large shareholders, percentage of shares held by directors, percentage of total emoluments of directors to total
sales, natural logarithm of the number of directors on the board, CEO duality. Moreover, some control variables
such as gearing and firm size were also included in the estimation model in order to control the firm specific
characteristics that may affect firm performance. Definitions of these variables are listed in Table l.

$egression Model
Panel data methodology was used since the sample contained data across firms and overtime. The pooled
ordinary least squares (OLS) method is used to estimate the relationship between the corporate governance
mechanisms and the measures of performance.

TQit = Po + PJOPSHAREft + PyTOPSHAREZiT * hSHAREz_st+ \4DIR_SHAREiI +
PIDIR-REMit 1- pulnBoDft + PzsEP-cAPft + PaNoNExil * Bsln(TA)i, + PTGEARINGiI + et (1)

MVil = po+ pJopsHAREft+ 7|TO?SHARE2ft+ fuSHAREz_sit+ 7 DIR_SHARE|+
psDIR_REMi, * B5lnBODit + pTSEp_CApit + psNONExi, * Bsln(TA)n + ?IIGEARINGft + ei' (2)

MTBViI = po+ pJopsHAREit+ 1|TO?SHARE2ft+ hSHAREz_sft+ fr DIRsHAREil*
PsD I R REM ft * B ulnB O D i, + P T S E PcAp it + F sN O N E xit * Fgln(T A) n + pTG E ARI N G iI * ei1

where e is the random error term of the model; i is the ift firm and t is the year.

Table 1. Variable Descriptions

Variable Definition

Dependent Variables

rQ Tobin-Qvalue as ratio of the market value of equity of a firm to the book value of
its total assets.

MV Natural logarithm of the market capitalization of the firm

MTBV Ratio of market price per share at the end of the year to book value per share

lndependent Variables

TOPSHARE Percentage of shares held by the largest shareholder.

TOPSHARE2 Square of TOPSHARE

SHARE 2-5 Aggregate percentage of shares held by the second to fifth large shareholders.

TOPDIR- SHARE Percentage of shares held by directors.

DIR_REM Percentage of total emoluments of top executives to total sales of the listed firm.

ln BOD Natural logarithm of the number of directors on the board.

SEP_CAP
Dummy variable that takes the value of 1 if the chairperson of the board and the
CEO are two separate persons and 0 otherwise.

NONEx Ratio of non-executive directors to total directors in a firm's board.

Control Variables

ln (rA) Natural logarithm of the total assets.

Gearing Percentage of total long term loans to the total assets.
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Regression Results

Impact on Tobin's Q Ratio

There is a significant negative relationship between percentage of shares held by the largest

shareholder and Tobin's Q ratio. Aggregate percentage of shares held by the second to fifth large

shareholders also indicates a significant negative relationship with Tobin's Q ratio. Results

demonshate an insignificant positive relationship between percentage of directors' shareholding

and Tobin's Q ratio. Directors'remuneration, Board size, CEO duality also positively conelated
with Tobin's Q ratio

Table 3. Regression Model I

Dependent Variable: TQ
Method: Least Squares

Variable Coefficient Std. Error t-Statistic Prob.

:
TOPSHARE

TOPSHARE_2

SHARE_25

DIR_SHARE

DIR_REM

LNBOD

]EP_CAP
\iONEX

LNTA

SEARING

4.818247 0.0000

-3.856697 0.0006

4523057 0.0001

-3.674s71 0.0010

0.180762 0.8578

1.408879 0.1695

0.70s062 0.4864

0.159825 0.8741
-1.559704 0.t297
-1306302 0.2017

1.164821 0.2536

47585.52

-103249.4

72784.36

-43093.|t
613.3101

74174.91

1125.737

392.2972

-3651.249

-389.9093

9.245060

9876.107

26771.44

16091.85

1t727.39

3392.920

52648.16

1s96.6s0

2454.537

2340.989

298.4833

7.936893

R-squared

A.djusted R-squared

S.E. of regression

Sum squared resid

Log likelihood
F-statistic

Prob(F-statistic)

0.717425

0.619985

1560.337

70604915

-344.4322

7.362762

0.000011

Mean dependent var

S.D. dependent var

Akaike info criterion

Schwarz criterion
Hannan-Quinn criter.

Durbin-Watson stat

1839.228

2531.t52
17.77161

18.23605

17.93954

1.550793

Impact on Market value

Percentage of shares held by the largest shareholder, aggregate percentage of shares held by the

second to fifth large shareholders and number of non-executive directors in the board indicate an

inverse relationship with the market value.

Directors' shareholding and directors'remuneration are positively correlated with market value,

while board size is significantly positively associated with market value. CEO duality shows
significant negative relationship with market value of the firm.



Table 4. Regression Model2

Coeffrcient Std. Error t-Statistic

t3.16857

-7.139638

9.138s96
-9.167397

0.263669

35.78716

3.280515

-4.347644

-0.768502

0.528566

0.005111

4.938528

1 3.3 8701

8.046699

5.864251

1.696623

26.32661

0.798402

t.227387

t.170607

0.149256

0.003969

2.787992 0.0093

-0.533326 0.s979

1.210260 0.2360
-1.s63267 0.1288

0.155408 0.8'7',16

1.359353 0.1845

4.108852 0.0003

-3.s42197 0.0014

-0.656499 0.5t67
3.541338 0.0014

1.287852 0.2080

0.946519

0.928078

0.780244

17.65462

-40.39990

51.32528

0.000000

E. ofregression

um squared resid

Mean dependent var

S.D. dependent var

Akaike info criterion

Schwarz criterion
Hannan-Quinn criter.

Durbin-Watson stat

2t.'/8284
2.909369

2.s6999s

3.034437

2.731923

1.891719

Impact on Market to Book Value

In line with the above models, Percentage of shares held by the largest shareholder and aggregate

percentage of shares held by the second to fifth large shareholders are significantly negatively
related with Market to Book Value. Directors' sharehoiding, Directors' remuneration, Board size

and CEO duality positively correlated w.ith N{arket to Book value.

Mean dependent var 4.168392

254

Table 5. Regression Model 3

Coeffrcient Std. Error t-Statistic

t14.7763

-255.7302

r84.4660

-96.78788

1.8s31s6

t93.2884
0.872950

2.262085

-10.06396

-0.813921

0.0264t9

24.8tt98
67.25853

40.42794

29.46299

8.5241t4
t32.2692
4.011301

6.t66592
s.881322

0.749887

0.019940

4.62s844 0.0001

-3.802t97 0.0007

4.s62834 0.0001

-3.28s066 0.0027

0.2t7402 0.8294
1.46t326 0.1547

0.217623 0.8292

0.366829 0.7164

-t.7t1173 0.0977

-1.085393 0.2867

t.324926 0.1955

.-squared 0.725450

)ependent Variable: LNMV
vlethod: Least Squares

{ariable Prob.

l
IOPSHARE
TOPSHARE-2

]HARE-25
)IR-SHARE
)IR-REM
-NBOD
JEP_CAP
\tONEX

-NTA
fEARING

)ependent Variable : MTBV
Vlethod: Least Squares

{ariable

l
IOPSHARE

IOPSHARE-2
JHARE-25

)IR-SHARE
)IR_REM

-NBOD
JEP_CAP

{ONEX

-NTA
JEARING



usted R-squared

.8. of regression

um squared resid
g likelihood

-statistic
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Conclusion

In this study. the irnpact of corporate governance mechanisrns on firm value was examined. Firms

of which high percentage of shares heid by the largest shareholder experience a reduction of their

share value. Firms q,ith high aggregate percentage of shares held b;u the second to fifth large

shareirolders also experience the same iesults. Firils that have higher elirector's shareholding, high

direetors'remuneration and large board size r,'rperietcing an inct'ease in the market value.
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