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ABSTRACT
Purpose: This study is an empirical examination of the argument that higher Corporate
Governance (CG) is associated with decreased cost of capital.
Methodolgy:  The sample of the study comprise of 200 small, medium, and large corporate
firms listed at the Pakistan Stock Exchange.
Findings: The results reveal that CG and cost of capital is negatively correlated in large,
medium, and small Cap firms. The result confirms the theoretical proposition of the agency
theory that investors will be willing to accept a lower risk premium if firms have robust
oversight mechanisms to curb managerial opportunism. In case of interaction effect the
results show that in medium Cap firm’s investors demand lower cost of capital from high
CG-medium ownership group. Nonetheless, pool and large Cap firms in the high CG-
predominant ownership group category pay higher cost of capital. The result also indicates
that large and small Cap firms as compare to medium Cap firms in low CG-medium
ownership category pay higher cost of capital. Further, it appears that investors demand
higher cost of capital from pool and small Cap firms in low CG-predominant ownership
group.
Practical Implication: There are significant academic and practical implications which
are briefly described in last part of the study.

JEL classification: C36; G32; G34; O16



1. INTRODUCTION

Substantial literature in the area of corporate governance reveals that firms’
decision to implement CG ultimately influences investors’ decisions. Firms’ with higher
CG regulations offer better shareholder rights; therefore investors may be more willing
to invest in such firms (Chalevas & Tzovas, 2010). Robb, Single, and Zarzeski (2001)
suggest that financial analysts as well as institutional investors seek non-financial
information about the long-term ability of managers to manage effectively and efficiently.
Today’s informed and discerning investors demand greater transparency and disclosure
about the company, how it is managed, and perhaps more importantly, who is managing
it (Shabbir & Padgett, 2008). Numerous articles have confirmed the importance of the
CG system in attracting investment (e.g., De-Jong & Semenov, 2006; Klapper & Love,
2004; Carvalhal & Leal, 2005; Black, Love, & Rachinsky, 2006; Brown & Caylor,
2006; Black & Khanna, 2007; Lin & Shen, 2012). According to Coombes and Watson
(2000) today’s investors are now become more circumspect and closely monitor
company’s CG before making an investment decision. In a similar vein, as stated in
McKinsey (2002), when assessing investment decision, institutional investors consider
CG as important as financial indicators, to the point where 76% institutional investors
would be willing to pay a premium to invest in firms with higher governance structures.
Furthermore, Leuz, Lins, and Warnock (2009) find empirical evidence that in countries
characterized with weak legal institutions investors do indeed invest less in weak
governed firms. This signifies that the enhancement of CG is a potential lever for
fascinating investment (Bhat, Hopea, & Kang, 2006; Kanagaretnam, Lobo, & Whalen,
2007).

There is a growing body of literature suggesting that investor protection or CG
improves value of the firm (e.g., Claessens et al., 2002; La Porta et al., 2002; Black
et al., 2003; Gompers et al., 2003). Nevertheless, the assumption of these studies is that
CG influence firm value through enhancing expected cash flows and minimizing
expropriation. However, the question of whether CG also influences the cost of capital,
another determinant of firm value, needs to be investigated. This is a more direct
measure of a firm’s financing costs as compare to firm valuation (Chen, Chen, & Wei,
2003). This is an important issue because financing costs impact not only a company’s
investment decisions, but also its external financing capability. The positive link between
CG and firm valuation can also be expounded by the lower expected rate of investment
return for strong CG firms. The reason for accepting a lower discount rate is because
investors might discern strong governance firms as less risky, which subsequently
results in greater valuation for firms. In the view of La Porta et al. (2002), the protection
of outside investors (i.e., shareholders and creditors) from management expropriation
is one of the important objectives of CG.

Corporate governance enhance management monitoring, rises disclosure as well
as quality of reported financial information (Chen & Jaggi, 2000; Eng & Mak, 2003;
Bozec & Bozec, 2010) and mitigate asymmetric information between management and
capital providers (Core, Holthausen, & Larcker, 1999; Lang & Lundholm, 2000;
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Mazzotta & Veltri, 2012). From a theoretical perspective, agency risk will be
higher for firms that are badly governed, which in turn leads to future cash flows
uncertainty (Jensen & Meckling, 1976; Jensen, 1986; Bhojraj & Sengupta, 2003).
Agency risk is the risk that firm managers run firms in the pursuit of their own interests.
Empirically, Ashbaugh, Collins, and LaFond (2004a) provide evidence that as compare
to low CG firms the cost of capital is on average 88 basis points lower for higher CG
firms.

The review of previous findings (Ashbaugh, Collins, & LaFond, 2004; Cheng,
Collins, & Huang, 2006; Chen et al., 2009; Reverte, 2009; Yu,ÊPeng,Ê& Liu, 2013)
indicates that shareholder of firms with higher CG enjoys positive value implications
and governance ratings can be a valid assessment of the strength or weaknesses of
firm’s CG practices. Furthermore, there is also empirical evidence that higher CG firms
are perceived favourably by the market enabling them to enjoy reduced cost of equity
capital. The literature review also suggests that in emerging markets there is limited
evidence about the relation between CG and cost of debt. Nevertheless, majority of the
studies (e.g., Sengupta, 1998; Bhojraj & Sengupta, 2003; Anderson et al., 2004; Cremers,
Nair, & Wei, 2007) that examine the link between CG and cost of debt focus on just
one aspect of governance or information quality. Other studies were cross sectional in
nature studying the influence of CG on cost of debt for a single year. The results of
most of the studies indicate that while assessing firms risk profile investors take into
account firm’s governance attributes. This risk profile determines debt holders required
return.  Furthermore, majority of the literature focused either on equity or debt capital
in their relation with CG. Nevertheless, firms mostly depend on multiple types of capital
and there are firms especially in Pakistan that are highly leveraged. Therefore, reduction
in firm’s equity cost sometimes does not reflect the rise of full degree in market valuation
of firm’s that are highly leveraged. Thus, according to the author knowledge this study
is the first attempt in Pakistan that investigates the link between CG and weighted
average cost of capital.

The rest of the article proceeds as follows. First, we discuss our research methods,
sample selection. Then, results of hypothesized relationships are discussed in the
subsequent section. Finally, we conclude the paper.

2. DATA AND METHODS

The target population of the study consists of all ‘Pakistan Stock Exchange
(PSX)’ listed non-financial companies for the period 2003 to 2014. The selection process
produces a final sample of 200 companies on the basis of data availability. The study
further categorizes the sample firms in to small, medium, and large firms on the basis
of their market capitalisation. Companies below the 25th percentile (firstÊÊQ1) are
considered as small Cap firms, companies between the 25th percentile and the 75th
percentile (third quartile Q3) are considered as medium Cap firms, whereas companies
above the 75th percentile are considered as large Cap firms. Secondary data in this
study are obtained from three sources: State Bank of Pakistan (SBP) annual balance
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(2006-2011)]; the company’s’ annual reports, and the PSX web site. The study constructed
a composite measure of CG based on: (1) OECD CG principles; (2) The Pakistan code
on CG; (3) prior CG studies relevant to Pakistan. The index consists of three sub-
indices: Board of director sub-score (10 items), audit sub-score (4 items), and disclosure
sub-score (4 items). To construct the CGS we score each attribute on a 0 to 4 scale.
The scores are aggregated across all the attributes, divide it by the maximum possible
score and multiply it by 100. In order to ensure that the index adequately capture
improvements in particular governance mechanism over time the maximum score is
normalized to 100.

As documented in Bierman (1993), Bruner, Eades, Harris, and Higgins (1998),
Meier and Tarhan (2007), and Chalevas and Tzovas (2010) the WACC is widely used
in practice to measure firms’ cost of capital. The cost of equity and after-tax cost of
debt is required in the computation of cost of capital and then the cost of each capital
component is multiplied by its proportional weight and takes the sum of the results.
Following, Chalevas and Tzovas (2010) WACC is calculated as follows:

WACCit=  ( re i t  (TOTEQit /  (DEBTit  +  TOTEQit ) ) )  +  ( ( rd i t  (1-
TAXRATEit))*(DEBTit/TOTEQit +DEBTit))

Where, TOTEQit is total equity of the company i for year t, DEBTit is total debt capital
of company i for year t, TAXRATEit is the marginal corporate tax rate, reit is the
required return on equity of company i for year t, rdit is the cost of debt of the company
i for year t.

Cost of debt is calculated by dividing the average interest expense on a company’s
debt by its average financial debt whereas CAPM is used to calculate cost of equity.
CAPM is widely used in research studies (e.g., Graham & Harvey, 2001; Welch, 2008;
Da, Guo, & Jagannathan, 2012) to estimate a firm’s cost of equity. CAPM is calculated
as follows:
Ke = Rfr + â (Rm - Rfr).

Where, Ke is cost of equity, Rfr is the risk-free rate, â is the estimation of the sensitivity
of the stock returns to changes in market returns, and (Rm – Rfr) is the equity premium
which is the expected excess market return (Rm) over the risk-free rate (Rfr).

The Arrelano and Bond (1991) GMM estimator is increasingly popular in
empirical work using firm level panel data. This is the primary estimation method
employs in this study as it takes into account the dynamic endogeneity issue. If dynamics
are introduced in the model then GMM technique becomes more appropriate. In order
to investigate the association between CG and cost of capital the following dynamic
panel data model is to be estimated:

Model 1:
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Where,
WACC is dependent variable weighted average cost of capital, is lag of dependent
variable,  is constant of the equation,  is coefficient of the variable,  is debt ratio proxied
by the proportion of debts to total assets, is firm listing age proxied by actual length
of listing, is firm growth proxied by growth rate in assets over the previous fiscal year,
  is logarithm of total assets used to measure firm size, is insider ownership proxied
by percentage of equity collectively owned by members of the board including their
family members, is return on equity measured by profit after tax divided by shareholders’
equity,  is a dummy variable indicating 1 if the firm belongs to family and 0 otherwise,and
  is the error term. A regression of WACC on insider’s ownership, family representation
and other control variables is undertaken for Model 1_Pool, Model 1_Large, Model
1_Medium, and Model 1_Small Cap firms and the regression results are presented in
Table 8 to 11.

Further, to test the joint effect of CG and insider’s ownership on firm cost of
capital the following model is formulated:

WACC

Model 2:

Where,
WACC,,  , , , , , lnTA, , , are as previously defined.  is a dummy variable representing
high CG and medium ownership category,  is dummy variable representing high CG
and predominant ownership,  is dummy variable representing low CG and low ownership,
 is dummy variable representing low CG and medium ownership, and    is dummy
variable representing low CG and predominant ownership. A regression of WACC on
control variables and interaction terms is undertaken for Model 2_Pool, Model 2_Large,
Model 2_Medium, and Model 2_Small Cap firms and the regression results are presented
in Table 12.

3. EMPIRICAL RESULTS

Descriptive Statistics: Table 2, 3, and 4 reports the descriptive statistics of the
sample firms in terms of the variables, which have been identified previously. The
summary statistics are grouped according to sample firms’ market capitalization, namely,
large Cap, medium Cap, and small Cap firms. As mentioned previously the aim of this
study is to examine the link between CG and cost of capital with respect to insider
ownership, the key variables of interest thus in this study are: CG score (CGS); cost
of capital (WACC); and insiders’ ownership (INSIDOWN). The mean CG score for
large Cap firms is 60% which is the highest as compare to medium Cap firms 54%,
and small Cap firms 48%. The highest variation in governance score occurs in large
Cap firms with a standard deviation of 0.14 followed by medium Cap firms (0.11) and
small Cap firms (0.10). The results show that WACC has a mean value of 0.02, 0.12,
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and 0.33 in large, medium, and small Cap firms respectively. This indicates that
large Cap firms attract capital at lower costs as compare to medium and small Cap
firms. Further, small Cap firms have the highest variation in their WACC as shown by
standard deviation of 2.84 followed by medium (1.48) and large Cap firms (0.02). The
mean insider’s ownership is the highest in small Cap firms 35.69, whereas for medium
Cap firms the mean value is 24.78; however the mean value is the lowest in large Cap
firms 8.17.

Correlation Results: The Pearson correlation coefficients between the dependen
variables and the independent variables are presented in Table 5, 6, and 7 with the
Pearson coefficients shown in each cell of the table with the p-value provided underneath
in brackets. Correlation analysis is used following previous studies to check
multicollinearity among variables in empirical models. Gujarati (2003) argues that
multicollinearity may threaten the regression analysis at a threshold of 0.80 or 0.90.
From the results it can be seen that multicollinearity does not appear to be a problem
between the variables in any of the three samples.

4 RESULTS OF GMM ESTIMATION

This section explores the association between CG, in terms of its internal
significance, and the cost of capital. As previously mentioned investors consider weak
governance firms as risky business and hence as a result will demand for positive risk-
adjusted returns. In order to control for endogeneity between CG measures and cost
of capital the study utilizes a dynamic system GMM estimation framework.

The results reveal that CG and cost of capital is negatively correlated in pool,
large, medium, and small sample firms. Specifically, an increase of one unit in CGS
is linked with a decrease of 0.26 in cost of capital in pool sample, 0.008 in large sample,
0.38 in medium sample, and 0.60 in small sample. Thus, the results provide evidence
that the CGS coefficient is lower than zero indicating that higher governance decrease
the cost of capital of the firm and as a result implicitly increase firm value. Prior research
argues that investors expect lower future cash flows for weak governed firms (La Porta
et al., 2002). Hence, the evidence of negative association indicates that investors will
likely charge higher discount rate for cash flows of weakly governed firms. Thus, a
governance risk premium could be added to current business evaluation models. The
result also confirms the theoretical proposition of the agency theory that investors will
be willing to accept a lower risk premium if firms have robust oversight mechanisms
to curb managerial opportunism. Based on Hansen’s J statistic (Hansen, 1982) the
instrument set is tested for validity of the full instrument set and the Difference-in-
Hansen test of a subset of instruments for over-identifying restrictions in a GMM model.
The null hypothesis is that the instruments are uncorrelated with the error term hence
they are valid instruments. Therefore, a rejection of the null hypothesis is required. The
results also report the autocorrelation tests of Arellano–Bond where the null hypothesis
is that there is no autocorrelation of order 2. Because the p-value is higher than 0.05,
therefore the null hypothesis of no autocorrelation cannot be rejected at the 5% level
of significance. Hence, the test for autocorrelation presents no evidence of model
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misspecification.

Further, the coefficient on sub-category BRDSCR is also negative and statistically
significant in pool, large and medium sample firms. According to agency theory
framework, for minority shareholders board structure may represent an important tool
for protecting their interests against opportunistic management behavior and thus having
an effect on the cost of capital. The negative relation suggests that the board structure
and procedures succeed in reducing information asymmetry and agency conflicts. Thus,
if investors have confidence on the capability of board to exercise effective monitoring
of management they are willing to demand lower cost of capital. The sub-score AUDSCR
is negative and significant only in large and medium samples. However, the result does
not appear to significantly influence cost of capital in pool or small sample firms. On
the other hand, the DSCSCR sub-score is negative and significant in pool, large, medium,
and small sample firms. In summary, the result corroborate the awareness of the market
about CG implication on firm value, in this instance, cost of capital.

In terms of control variables, debt ratio is found to have negative and significant
correlation with cost of capital in pool, medium and small sample firms, indicating that
high leverage firms have lower cost of capital due to advantage of the debt tax shield.
Nevertheless, in case of large Cap firms the result is significant but positive. Further,
the study fails to find any significant association between firm age and cost of capital
in either of the sample firms. However, in terms of growth variables the result indicates
that the coefficient is negative and significant in pool, large, medium, and small sample
firms. For the pool, medium, and small sample firms the results indicate that the variable
lnTA is negatively and significantly related to cost of capital. Conversely, for large Cap
firms the result is positive and highly significant.

Results indicate a significant positive coefficient for insider’s ownership in pool
and large Cap firms, however insignificant in medium sample, but significant in small
sample in Model 1 and 3 only. Hence, higher share ownership by board members lead
to higher cost of capital, due to board domination by one group of shareholder and lack
of balance. Further, the positive evidence confirms potential rent extraction by significant
shareholders. The variable ROE is found to have inverse influence on firms cost of
capital in pool and medium sample firms and the result is significant at the 1% level.
Nonetheless, the coefficient on ROE is negative in large Cap firms but the significance
level drops to 10%. Further, the study fails to find any significant effect of ROE on
cost of capital in small Cap firms. Equity and default risk for profitable firms is lower;
hence ROE negatively affect cost of capital. Finally, the coefficient on family variable
is negative and significant in pool and small sample firms. However, in large Cap firms
the result appears to have positive relation with cost of capital. In medium Cap firms
the result is statistically insignificant.

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for pool sample. WACC L1 is weighted average cost of capital (lag
dependent variable). P-values are displayed in parentheses under coefficients. Sample
period is from 2003 to 2014.
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Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for large sample. P-values are displayed in parentheses under
coefficients. Sample period is from 2003 to 2014.

*, **, ***= statistical significance at the level of 0.10, 0.05 and 0.01

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for medium sample. P-values are displayed in parentheses under
coefficients. Sample period is from 2003 to 2014.

*, **, ***= statistical significance at the level of 0.10, 0.05 and 0.01

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for small sample. P-values are displayed in parentheses under
coefficients. Sample period is from 2003 to 2014.

*, **, ***= statistical significance at the level of 0.10, 0.05 and 0.01

Testing the joint effect of CG and insiders’ ownership on cost of capital: Table
12 show the results of the joint effect of CG and insider’s ownership on firm cost of
capital. The coefficient of  is negative and statistically significant in medium Cap firms
(Table 12, column 4, and row 9) indicating that investors of  group demands lower cost
of capital as compare to the base category of  . However, the result is insignificant in
pool, large and small sample firms. The results further show that pool (Table 12, column
2, and row 10) and large (Table 12, column 3, and row 10) Cap firms in the  category
pay higher cost of capital.

Further, the coefficient on  category is insignificant in all four samples. However,
the group pay higher cost of capital in pool (Table 12, column 2, and row 12), large
(Table 12, column 3, and row 12), and small (Table 12, column 5, and row 12) Cap
firms, except in medium Cap firms (Table 12, column 4, and row 12) where the result
is positive and significant. The result indicates that large and small Cap firms as compare
to medium Cap firms in  group pay higher cost of capital. In terms of joint  category
it appears that investors demand higher cost of capital from pool (Table 12, column 2,
and row 13) and small Cap (Table 12, column 5, and row 13) firms (see Table-12 in
appendix).
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Note. The table shows the results of WACC regressed on joint CG and insiders’ ownership
as well as control variables.  is high CG and medium ownership,  is high CG and
predominant ownership,  is low CG and low ownership,  is low CG and medium
ownership,  is low CG and predominant ownership. P-values are displayed in parentheses
under coefficients. Sample period is from 2003 to 2014.

*, **, ***= statistical significance at the level of 0.10, 0.05 and 0.01

5. CONCLUSION

This study is an empirical examination of the argument that higher Corporate
Governance (CG) is associated with decreased cost of capital. The sample of the study
comprise of 200 small, medium, and large corporate firms listed at the Pakistan Stock
Exchange. The results reveal that CG and cost of capital is negatively correlated in
large, medium, and small Cap firms. Specifically, an increase of one unit in CGS is
linked with a decrease of 0.26 in cost of capital in pool sample, 0.008 in large sample,
0.38 in medium sample, and 0.60 in small sample. The result confirms the theoretical
proposition of the agency theory that investors will be willing to accept a lower risk
premium if firms have robust oversight mechanisms to curb managerial opportunism.
In case of interaction effect the results show that in medium Cap firms investors’
demands lower cost of capital from high CG-medium ownership group. Nonetheless,
pool and large Cap firms in the high CG-predominant ownership group category pay
higher cost of capital. The result also indicates that large and small Cap firms as compare
to medium Cap firms in low CG-medium ownership category pay higher cost of capital.
Further, it appears that investors demand higher cost of capital from pool and small
Cap firms in low CG-predominant ownership group.

One implication of the findings in this study is that, under a weak legal protection
regime, minority investors would make reference to a firm’s level of CG to assess their
risks of expropriation by the controlling insider. Investors would have grave concern
about a firm that is not transparent in CG, and are not likely to support a firm’s share
price where predominant insider ownership exists. Conversely, they are much more
willing to invest in a firm by subscribing or holding on to its shares where they perceive
a low likelihood for agency problems. One implication is the reduction of asymmetric
information and hence cost of capital through enhancing CG for firms planning to raise
capital in the future. This study supports this notion to be one of the main incentive
factors that influence firms’ to enhance CG practices.
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Table 1: Summary of Variables
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Table 2: Descriptive Statistics of Large Cap Firms

Table 3: Descriptive Statistics of Medium Cap Firms
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Table 4: Descriptive Statistics of Small Cap Firms

Table 5: Correlation Matrix of Large Cap Firms

Note. P-values are shown in brackets
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Table 6: Correlation Matrix of Medium Cap Firms

Note .  P-values  are shown in brackets

Table 7: Correlation Matrix of Small Cap Firms

Note. P-values are shown in brackets
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Table 8: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
Characteristics and Weighted Average Cost of Capital (Pool Sample)
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Table 9: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
 Characteristics, and Weighted Average Cost of Capital (Large Sample)
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Table 10: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
Characteristics, and Weighted Average Cost of Capital (Medium Sample)
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Table 11: Regression Results for Corporate Governance Score, Sub-score, Firm Specific

Characteristics, and Weighted Average Cost of Capital (Small Sample)
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