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Abstract
This study examines the impact of the quality of corporate
governance, as measured by a specially constructed corporate governance
index, on the expected cost of equity calculated using the capital asset
pricing model (CAPM) approach. A total of 114 listed companies were
investigated to analyze the relationship between the two variables for the
period 2003 to 2007. The quality of corporate governance was measured by
assigning weights to a set of related variables, although these variables were
also considered individually. We used descriptive statistics, a correlation
matrix, a simple ordinary least squares (OLS) approach, and fixed effect
model to test the panel data collected. We found a negative relationship
between managerial ownership and board size with the cost of equity, and a
positive relationship between board independence, audit committee
independence, and corporate governance with the cost of equity. These
results could be due to the transition phase through which Pakistani
companies are passing after the promulgation of the Code of Corporate
Governance in 2002.
JEL Classification: G30, G34.
Keywords: Corporate governance, cost of equity, Pakistan.
1. Introduction
While public attention was drawn to the importance of corporate
governance only after major scandals such as Enron and WorldCom were
unearthed, it would be wrong to assume that the concept of corporate
governance is new. The need for good corporate governance arose at about
the same time that the ownership and management of corporate entities
were separated, and the application of agency theories set in. Like the
proverbial child who must cry for his mother’s attention, companies have
always needed good corporate governance but only when small investors
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started to cry out (after losing heavily in corporate scandals) did regulators
and professional bodies start paying formal attention to developing and
documenting more elaborate mechanisms of corporate governance.
The prime objective of corporate governance is to ensure protection
of the interests of all stakeholders of a company. Responsible decisionmaking at the board level communicated transparently on a timely basis to
all those concerned gives equity providers greater confidence in a company.
In turn, this reduces the perception of risk and ultimately curtails the cost
of equity.
In developed markets, this has been proven by a number of studies
conducted by regulators, governments, and independent institutions. The
theme of current worldwide corporate governance has been influenced by
reports issued by the Cadbury Committee (1992), Greenbury Committee
(1995), Hampel Committee (1998), and Turnbull Committee (2003), and
Higgs (2003). Several corporate governance codes and recommendations
have emerged on the basis of these reports and are practiced in different
parts of the world.
Corporate governance is even more important for emerging and less
developed markets—Pakistan is no exception. The first Code of Corporate
Governance in Pakistan was promulgated in March 2002 by the Securities
and Exchange Commission of Pakistan (SECP), the apex regulator of the
country’s corporate sector.
The relationship between corporate governance and the cost of
equity has been extensively examined in developed and emerging markets.
However, no comprehensive or significant work has been done in this
regard in Pakistan. This study is an effort to bridge the gap, providing an
insight into the relationship between different but pertinent variables as
well as facilitating financial managers and policymakers in making judicious
and rational financial decisions.
With reference to Pakistan, the study is important because the
Pakistani corporate sector has traditionally been dominated by family-owned
businesses and nonprofessional boards of directors elected on the basis of
their links with concentrated ownership. In this situation, decisions are
perceived to serve the interest of only one party, making it difficult to gain
and sustain the trust of other stakeholders. With the company permanently
controlled by one family with limited access to funds and a restricted
professional base, the decision-making process at the board level is apt to
stagnate. Generally, investing does not support family-controlled companies

Impact of Corporate Governance on the Cost of Equity

141

as the family is (often rightly) deemed to make all decisions to suit its own
interests. Many such families often expropriate the dues of other
stakeholders. This means that, for a family-controlled company to become a
truly public company, a very high level of agency costs are involved, pushing
up the company’s weighted average cost of capital (WACC). In turn, a
higher WACC deters the investing public. Thus, many family-controlled
companies find themselves in a Catch 22 situation: low availability of funds
due to higher agency costs, and higher agency costs due to low availability
of funds.
A high WACC has other damaging consequences. Since it is
normally used as the opportunity cost for evaluating any further investment
opportunities, very few new investments can measure up to the high level of
return sought. This curtails both growth and diversification possibilities.
The cost of equity is one of the foremost constituents of WACC—in unleveraged companies, it is the only component of WACC. The high cost of
equity is a severe deterrent for managers and a serious impediment to
attempts to raise additional funds.
The other side of the coin is that if companies succeed in gaining and
sustaining the confidence of the investing public, their cost of equity will
shrink. This brings down the threshold of internal rate of return (IRR) sought
from new projects—opening doors for expansion and diversification—with
positive consequences for the company, its stakeholders, and the country.
The purpose of this study is to highlight the relationship between
corporate governance practices (which help a company gain and sustain the
confidence of the investing public) and the cost of equity (which helps a
company grow and diversify). Our findings may provide direction to
policymakers to augment or modify the extent and depth of corporate
governance practices, helping the growth of a proper corporate culture in
the country.
The study is organized as follows. The next section lists the work
already carried out by other researchers in the form of a literature review.
The third section elucidates the study’s data and methodology. The fourth
section presents and discusses the study’s results. The fifth section presents
conclusions drawn from the study.
2. Literature Review
This section is organized into three parts: the first summarizes the
literature on corporate governance, the second section lists studies relevant to
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the cost of equity capital, and the third section includes literature that studies
the relationship between corporate governance and the cost of equity capital.

2.1. Corporate Governance
Managers are considered responsible for making decisions to protect
the interests of society as well as the interests of their organization. This
behavior is necessary for companies themselves, although some scholars
argue that considerations of social responsibility should not enter the
decision-making process. However, many institutional investors pay attention
to corporate social behavior and thus influence the market for a company's
stock.
Corporate governance has been increasingly emphasized both in
practice and academic research (e.g., Blue Ribbon Committee Report 1999,
Ramsay Report 2001, Sarbanes-Oxley 2002, Bebchuk and Cohen 2009). This
emphasis is due in part to the prevalence of highly publicized and egregious
financial reporting frauds such as Enron, WorldCom, Aldelphia, and
Parmalat; an unprecedented number of earnings restatements (Wu, et al
2002; Palmrose and Scholz 2002; Larcker, et al 2004); and claims of blatant
earnings manipulation by corporate management (Krugman 2002). Further,
academic research has found an association between weaknesses in
governance and poor financial reporting quality, earnings manipulation,
financial statement fraud, and weaker internal controls (Dechow, et al 1996;
Beasley 1996). Given these developments, there has been an emphasis on
the need to improve corporate governance over the financial reporting
process (Levitt 1998, 1999, 2000), such as enacting reforms to improve the
effectiveness of the audit committee (Blue Ribbon Committee 1999;
Sarbanes-Oxley Act 2002) and to make the board of directors and
management more accountable for ensuring the integrity of financial reports
(SEC 2002, The Business Roundtable 2002) as well as a rapidly expanding
body of research on corporate governance.
Corporate governance practices can be determined by the scope and
nature of associated agency problems (agency characteristics) of firms, i.e.,
their need to attract external investment or external investors’ difficulties in
monitoring the firms. As La Porta, et al (1998) argue, good corporate
governance is needed for better access to external financing at a lower cost.
This indicates that firms in need of a good deal of external financing, such
as rapidly growing firms, have an incentive to improve their corporate
governance. In addition, as Himmelberg, Hubbard, and Palia (1999) argue,
firms facing large information asymmetries because of other characteristics
of their firms may signal to the market their intent to better protect
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investors by adopting good corporate governance policies. This might be the
case for large firms, young firms, or firms with relatively large intangible
assets.

2.2. Measuring Corporate Governance Practices
In the literature, different authors have used different criteria to
measure the efficacy of corporate governance practices. Some have used
score boards, others have directly identified variables for corporate
governance and independently investigated relationships they wanted to
capture. Some have used both methods in their research. The corporate
governance rankings by the investment bank Brunswick Warburg that Black
(2000) uses are based on eight corporate governance elements with different
weights: (i) disclosure and transparency, (ii) dilution through share issuance,
(iii) asset stripping and transfer pricing, (iv) dilution through a merger or
restructuring, (v) bankruptcy, (vi) limits on foreign ownership, (vii)
management’s attitude toward shareholders, and (viii) registrar risk.
Black, Jang, and Kim (2003) choose 42 items from 123 survey
questions, excluding those asking management's views rather than facts,
those irrelevant to corporate governance, those that are ambiguous as to
whether they represent good or bad corporate governance, and those to
which the answers vary little from firm to firm. They then classify the 42
items into four categories, each of which has an equal weight of 0.25: (i)
shareholders’ rights, (ii) the board of directors in general, (iii) outside
directors, and (iv) disclosure and transparency.
The survey that Klapper and Love (2002) use comprises a total of
57 questions with “yes” or “no” answers. They are classified into the
following seven categories: (i) discipline, (ii) transparency, (iii)
independence, (iv) accountability, (v) responsibility, (vi) fairness, and (vii)
social awareness. Each category has a weight of 0.15 except for the last
one, which has a weight of 0.10.
Chhaochharia, et al (2005) measure corporate governance using four
different variables: (i) insiders’ engagement in fraudulent activity, (ii) the
existence of well-functioning internal control mechanisms, (iii) insiders’
engagement in related party transactions, and (iv) the compliance of the
board of directors with the new independence requirements.
Chen (2004) includes 57 criteria that are grouped into seven major
categories: (i) transparency, (ii) management discipline, (iii) independence,
(iv) accountability, (v) responsibility, (vi) fairness, and (vii) social awareness.
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Opinion surveys of professional investors could provide some
guidance on the construction of corporate governance scores. McKinsey &
Company's (2002) survey respondents say that, for corporations, timely and
broad disclosure is the highest priority, followed by independent boards,
effective board practices, and performance-related compensation for
directors and management.
Investors’ responses will, of course, reflect their major concerns given
the realities in particular regions or countries. A survey by
PricewaterhouseCoopers Indonesia and the Jakarta Stock Exchange (2002)
reports that what Indonesian institutional investors value most highly includes
the disclosure of related-party transactions and corporate governance
practices. The existence of corporate governance codes and business ethics as
well as the quality and independence of external auditors, audit committees,
and commissioners and directors is also important. The existence of
nomination and remuneration committees and the number of independent
commissioners seem to be less essential for their investment decisions.
However, as Klapper and Love (2002) found, the effect of corporate
governance on firm performance may vary depending on the country-specific
level of investor protection. More specifically, firms with relatively good
governance practices are likely to be more highly valued by investors in
countries where investor protection is generally poor. Extending this
argument, we can also expect the market to assess the same corporate
governance differently depending on corporations’ ownership and control
structure. For instance, if the market suspects that controlling owners can
find ways to maximize their interests at the expense of other shareholders
however good their firms’ corporate governance practices may appear then
the market is likely to discount the value of measured corporate governance.

2.3. Cost of Capital
The cost of equity capital has been interpreted differently by
different researchers in the literature. Some have used the ex-ante cost of
equity while others are inclined to use the ex-post cost of equity. Most of
the recent literature focuses on the use of the ex-ante approach to measuring
the cost of equity. Various models have been employed to calculate the cost
of equity. Ohlson and Nauroth (2005) use an EPS and EPS growth model.
They have developed a model relating firm price per share with next year’s
expected earnings per share, and short-term growth in earnings per share
with long-term growth in earnings per share. This model can be contrasted
with the standard Gordan-Williams model (see Appendix C):
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Another model used by Claus and Thomas (2001) is based on the
residual income valuation approach. This is similar to the dividend discount
model; the difference is that it uses future earnings per share with shortterm and long-term growth rates. The model is represented by the following
equation (see Appendix C):
PT = BT +

EPST+1 – KBT EPST+2 – KBT+1
EPST+5 – KBT+4 (EPST+5 – KBT+4)(1+gn)
+
+…...+
+
2
(K – gn)(1 + K)5
(1 + K)
(1 + K)
(1 + K)5

Gebhardt, Lee, and Swaminathan (2001, referred to as GLS) use a
model similar to the one used by Claus and Thomas, i.e., also based on the
residual income valuation approach, the only difference being that, in the
latter, growth was taken up to 5 years, while in the former, it was extended
to 12 years.
Easton (2004, referred to as ES) base their calculations on an
abnormal growth model, in which they use actual earnings forecasts for 2
years, dividend payout ratio, and current price, and manually search for the
cost of equity capital (K) that leads to balancing the two sides of the
equation. The equation is given below (see Appendix C):

PT =

EPST+2 + KDT+1 – EPST+1
M2

The above mentioned models are relatively new, but the foundations
for the development of calculating cost of equity capital models were laid by
Markowitz (1952) and Tobin (1958). Since then, various new models have
emerged. The CAPM (capital assets pricing model), which has been used in
this study, was developed by Sharpe (1964) and Lintner (1965), and relates
the cost of equity capital of an individual security to a measure of its
systematic risk (Beta).
Studies on the CAPM such as Lintner (1965) and Douglas (1969)
were initially based on individual security returns. However, some statistical
problems arose while calculating individual security-based returns which
were identified by Miller and Scholes (1972) in testing the validity of the
CAPM. Subsequent studies overcame this problem by using portfolio
returns. Black, Jensen and Scholes (1972) use all the stocks of the NYSE
spread over a time horizon, form portfolios, and report a linear relationship
between the average excess portfolio return and the beta. Fama and
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MacBeth (1973) extended the study and provided evidence (i) of a larger
intercept term than the risk-free rate, (ii) that the linear relationship
between the average return and the beta holds, and (iii) that the linear
relationship holds well when the data are spread over a long time period.

2.4. Corporate Governance and Cost of Equity
Chen, et al (2007) investigated the effects of disclosure and other
corporate governance mechanisms on equity liquidity and found that those
companies with poor information transparency and disclosure practices face
a greater economic cost of equity liquidity. With the same view, Ashbaugh,
et al (2004) conjectured that, since governance attributes are intended to
reduce agency costs, they should have a significant effect on firms’ cost of
equity capital; they found that the quality of firms’ financial information is
negatively related to firms’ cost of equity.
Chen, et al (2004) examined the effects of firm-level disclosure and
corporate governance on the cost of equity capital. They found that
disclosure can significantly lower the cost of equity in emerging markets,
and that this effect is observed only in countries that protect investors
relatively well. Thus, firm-level disclosure and country-level legal protection
seem to play a complementary role in reducing a firm’s cost of equity. They
further found that corporate governance always has a significantly negative
effect on the cost of equity capital under various regression specifications. In
addition, this effect is significant only in countries that provide relatively
poor legal protection for investors.
Contrary to the above studies Guedhami and Mishra (2006) found
robust evidence that the implied cost of equity increases with excess control.
Another aspect of corporate governance was highlighted by Hope (2007) in
his study on the impact of excessive auditor remuneration on the cost of
equity, which found that the cost of equity increases if auditors’ remuneration
is excessive but only in countries with stronger investor protection.
Clearly, corporate governance has a great deal of influence on the
cost of capital. We are interested in investigating the importance of
corporate governance on the cost of equity in Pakistan, where regulatory
authorities are attempting to promote good corporate governance among
business sector entities.
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3. Data and Methodology

3.1. Sample
The sample comprised 114 listed companies selected from the
Karachi Stock Exchange (KSE)-listed companies spanning different sectors
for the period 2003-2007. It excludes financial companies (because their
capital structure and profits are different from other companies), and
companies for which no data were available.
Sources of data included annual reports, the State Bank of Pakistan’s
balance sheet review, companies’ web sites, and in certain cases direct
contact with company officials.
The following table lists the total number of listed companies in
each sector and the number chosen for our study:
Table-1
No.
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

Name of Sector
Sugar
Cement
Oil and Gas Marketing
Textile Spinning
Automobile Assembler
Jute
Oil and Gas Exploration
Power Generation and
Distribution
Refinery
Tobacco
Fertilizers
Pharmaceuticals
Chemicals
Food and Personal Care
Products
Miscellaneous
Total

No. of Companies
40
24
7
109
13
6
4

Used in Study
16
7
1
57
2
1
3

13
4
3
5
8
25

1
3
2
4
7
7

23
28
312

1
2
114
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3.2. Methodology
The study’s hypothesis is as follows:
H0 = corporate governance does not impact the cost of capital
H1 = corporate governance impacts the cost of capital
In order to test the hypothesis, the following methodologies have
been used.
Since our objective is to measure the extent of the impact of
corporate governance on a company’s cost of equity, the latter is a
dependent variable while the various aspects of corporate governance
(practices) have been used as independent variables. As seen in the literature
review, there are a number of factors that influence the cost of equity; we
have used two control variables, namely return on equity (ROE) and size
(log of total assets). Corporate governance is a qualitative variable, incapable
of being measured directly. We have therefore used proxies for this purpose,
each of which has its own limitations. The empirical literature provides a
number of proxies used to quantify corporate governance. These range from
the individual factor to the score card approach; the latter entails the
combined effect of all factors of corporate governance. We have attempted
to capture the effect of individual factors as well as the collective effect of
the concerned variables.

3.3. Model Used to Measure Corporate Governance
In this paper, in line with Klapper and Love (2002), the quality of
corporate governance (QCG) has been estimated by the use of following
equation.
QCG = f (BS, OS, AI)
Where BS = board structure, OS = ownership structure, and AI =
audit committee independence.
The theoretical framework of corporate governance measurement has
been shown in the above equation. These variables have been used, once
independently to use them as a proxy for corporate governance, and
collectively in the calculation of the corporate governance score for each
company. The method applied to estimate the corporate governance score
(CGS) has been given in Appendix B.
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3.4. Cost of Equity
The cost of equity capital has been calculated using CAPM in line
with Fama and French. The equation used in the calculation is as follows:
Ke = Rfr + β(Rm - Rfr)
Where Ke = cost of equity, Rfr = risk free rate, Rm = market rate and
β = beta.
Beta (β) has been calculated on the basis of 2 years’ monthly returns
using the following formula.
β = Cov

(Security & Market)

/ Var(Market)

Return on equity (ROE) (net profit after tax/shareholders’ equity) is a
measure of the returns being earned by the company on shareholders’
equity. It has been used as control variable in finding out the relationship
because of its impact on the risk of the company. The higher the return on
equity, the more comfortable the investors, and the lower the risk.
The log of total assets has been used as a proxy for firm size. Larger
companies will have lower risks and investors will be more willing to accept
lower returns from such companies.
4. Data Analysis and Results
Table-2: Descriptive Statistics (Corporate Governance Measured by
Individual Factors)
Ke F/SIZE OC
MO
BI
ACI
BS
ROE
Mean
0.29 18.57 0.99
0.37
1.08 1.24 1.83 0.36
Median
0.19 20.48 0.86
0.21
0.57 0.67 1.95 0.12
Maximum -0.93 3.59
0.00
0.00
0.00 0.00 -9.21 -26.88
Minimum 1.91 25.15 80.43 27.33 14.00 66.67 2.89 39.30
Std. Dev. 0.36
5.20
3.44
1.64
2.21 6.22 0.89 2.49
Ke = cost of equity, F size = log of total assets, OC = ownership concentration, MO =
managerial ownership, BI = board independence, ACI = audit committee independence, BS
= board size, ROE = return on equity.
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Descriptive statistics have been used to check the nature and range
of the data, followed by the application of correlation analysis:
Table-3: Correlation Matrix (Corporate Governance Measured by
Individual Factors)
Ke
Ke

Log T
Assets

OC

MO

BI

ACI

BS

ROE

1

Log T.
-0.1182***
Assets
P values 0.005913
OC
0.0157

1

0.0263

1

P values 0.715596 0.541588
MO
-0.0227
0.0005 0.8055***
P values 0.598308 0.990743
B.I.
0.0755 0.2432***
P values 0.07934
Audit
-0.0026

0
0.0413

0
-0.0212

1
-0.0537

0.622709 0.218412
-0.0043 -0.0232

1
-0.0311

1

P values 0.962982 0.337659 0.920515 0.59348 0.471804
Board
-0.063 -0.1903*** 0.0158
0.035 -0.6893*** 0.0173
size
P values 0.143356 0.000009 0.713864 0.416536
ROE
-0.0783 0.1351*** 0.0015
0.0014
P values 0.06879

0
0.0248

1

0.688062
0.0117 -0.0074

1

0.001635 0.972232 0.974083 0.564894 0.785995 0.863655

Values marked with *** are significant at 0.01 significance level.

From the above correlation matrix it is clear that only BI and OC
are positively correlated with Ke while all other variables including control
variables are negatively correlated. P values are underlined to indicate the
significance of the relationship.
A 5-year panel data of 15 different industries has been empirically
analyzed. Two models have been used for the analysis and been compared as
well. In the first instance, assuming that the basic assumptions of the
classical linear regression model hold true, data have been analyzed using
the OLS method according to the following equation. The results are shown
in Table-4.

Yit = α 1 + ∑ β1 X it + μ t
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Where ∑ X it is a set of independent variables and μ t is the error
term in year t.
The above equation can also be written as:
Keit = ∝1 + β1.Fsize + β2.OCit + β3.MOit + β4.BIit + β5.ACIit + β6.BSit +
β7.ROEit + μit
Where Ke = cost of equity, F size = log of total assets, OC =
ownership concentration, MO = managerial ownership, BI = board
independence, ACI = audit committee independence, BS = board size, ROE
= return on equity.
Table-4: OLS Method (Corporate Governance Measured by Individual
Factors)

Intercept
Log T. Assets
OC
MO
BI
Audit
Board size
ROE
R Square
Adjusted R Square

Coefficient

T values

0.469314106
-0.009447219
0.010429318
-0.021240946
0.014588404
0.000306093
-0.010826306
-1.59761E-06
0.033687901
0.021651985

6.275847641
-3.238116858
1.426068793
-1.381901397
1.546201726
0.127622373
-0.469008157
-1.478101538

Significance
F

F

2.798947873

0.007174906

The value of R squared indicates that only 3.3% of variability is
explained by the independent variables, which could be due to the
nonconsideration of other variables which also impact the cost of equity.
The adjusted R squared is not satisfactory, but as far as the F statistic is
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concerned, it shows that model used is valid. From the above table, we
observe that:
OC and BI are positively correlated with the cost of equity and have a
slightly significant relationship,
•

MO has a negative but slightly significant impact on the cost of
equity,

•

Among the control variables ROE does not have any significant
impact on Ke,

•

Firm size has a strong negative significant impact on the cost of
equity.

The above analysis appears to yield certain confusing or conflicting
results. One probable cause is the validity (or otherwise) of the assumptions
used for the OLS method. For example, the slope coefficient may be
constant but with a varying intercept across individual industries. On the
other hand, the intercept may vary individually as well as over time or may
be constant among individuals and vary across time. The fixed effect model
has been applied to capture these possibilities:

Yit = α 1i + ∑ β1 X it + μ it
The subscript i on the intercept means that the intercepts of the 15
industries may be different. This difference may be due to the special
features of industries over time.
The above equation can also be written as
Keit = ∝1 + α2.D1i+α3.D3i+ +-------+ α14.D14i + β1.OCit + β2.MOit + β3.BIit + β4.BSit
+ β5.ACIit + β5.F Sizeit + β5.ROEit + μit
Where D1i---D14i are dummy variables which have been used to capture interindustry intercept differences. Applying the test yields the following results:
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Table-5: Fixed Effect Model (assuming intercept varies across individuals
but constant over time)
Dependent Variable: Ke
Method: Least Squares
Included observations: 541 after adjustments
Variable
Coefficient Std. Error
t-Statistic
OC
0.008672
0.007148
1.213163
MO
-0.015291
0.015117 -1.011487
BI
0.000375
0.014972
0.025030
BS
-0.018172
0.010585 -1.716727
ACI
0.000496
0.002349
0.211330
F Size
-0.008912
0.003453 -2.581341
ROE
-0.003841
0.005905 -0.650532
D1
-0.015151
0.045571 -0.332477
D2
-0.122913
0.114587 -1.072659
D3
0.118906
0.085622
1.388741
D4
-0.169461
0.065647 -2.581421
D5
-0.069298
0.154917 -0.447324
D6
0.016632
0.118951
0.139821
D7
0.290684
0.106252
2.735802
D8
0.303791
0.097343
3.120832
D9
0.143424
0.156435
0.916827
D10
0.293061
0.111274
2.633685
D11
0.284533
0.176831
1.609068
D12
0.157923
0.064544
2.446751
D13
-0.014048
0.113779 -0.123471
D14
0.148420
0.243748
0.608909
C
0.563607
0.105402
5.347194
R-squared
0.101047
Mean dependent var
Adjusted R-squared
0.064673
S.D. dependent var
S.E. of regression
0.341992
Akaike info criterion
Sum squared resid
60.70146
Schwarz criterion
Log likelihood
-175.9401
F-statistic
Durbin-Watson stat 1.725534
Prob(F-statistic)

Prob.
0.2256
0.3123
0.9800
0.0866
0.8327
0.0101
0.5156
0.7397
0.2839
0.1655
0.0101
0.6548
0.8889
0.0064
0.0019
0.3597
0.0087
0.1082
0.0147
0.9018
0.5429
0.0000
0.289258
0.353618
0.731756
0.906350
2.778009
0.000046
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By incorporating the representation of each industry, both the
variation constant and adjusted R squared terms have been improved. This
shows that, by adding other variables, variation can be removed. In this test:
•

OC and BI still show a positive impact on cost of equity which is
statistically insignificant.

•

BS has a negative effect on cost of equity which is slightly
significant.

•

MO has a negative impact on cost of equity which is also
insignificant.

•

Audit committee independence has an insignificant positive impact
on Ke.

•

ROE has a negative impact on Ke but it is insignificant.

•

Firm size still has a strongly negative significant impact on cost of
equity.

The study covered 15 different industrial sectors. To avoid the
dummy trap, we used 14 dummy variables, of which the majority of
coefficients were found to be significant with very low p values. We also
found that most industries in our analysis did not have similar coefficients.
In our second analysis using the fixed effects model, we assumed
that the intercept varies across individuals as well as over time. The time
factor was also included in the study as an acknowledgement of the fact that
different economic policies and changes in the status of economic factors
alter the relationship of CG and Ke.
The results of the model are shown in Table-6 and the equation
given below.
Keit= ∝1 + α1.D1i+α3.D3i+ +--------+ α14.D14i + ϒ0 + ϒ1.D15 + ϒ2.D16 + ϒ3.D17 +
ϒ4.D18 + β1.OCit + β2.MOit + β3.BIit + β4.BSit + β5.ACIit+β5.F Sizeit + β5.ROEit +
μit
Where +ϒ0+ϒ1.D04+ϒ2.D05+ϒ3.D06 are time dummies used to capture
the differences in intercepts due to time.
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Table-6: Fixed Effects Model (assuming intercept varies across
individuals as well as over time)
Dependent Variable: Ke
Method: Least Squares
Date: 07/09/08 Time: 15:15
Sample (adjusted): 1 560
Included observations: 541 after adjustments
Variable
Coefficient Std. Error t-Statistic
OC
0.009031
0.006839 1.320418
MO
-0.019821
0.014454 -1.371352
BI
0.001087
0.014255 0.076250
BS
-0.017244
0.010096 -1.708038
ACI
0.000518
0.002236 0.231656
F Size
-0.007805
0.003290 -2.371963
ROE
-0.007397
0.005653 -1.308590
D1
-0.020748
0.043397 -0.478102
D2
-0.114318
0.109088 -1.047943
D3
0.107284
0.081545 1.315631
D4
-0.173484
0.062499 -2.775778
D5
-0.074463
0.147474 -0.504926
D6
0.012635
0.113274 0.111542
D7
0.283723
0.101211 2.803281
D8
0.298333
0.092695 3.218418
D9
0.140985
0.148926 0.946675
D10
0.288391
0.105930 2.722471
D11
0.266340
0.168438 1.581237
D12
0.152136
0.061448 2.475861
D13
-0.022539
0.108327 -0.208066
D14
0.133342
0.232044 0.574640
D15
-0.034090
0.044701 -0.762622
D16
-0.121179
0.044390 -2.729852
D17
-0.211534
0.044434 -4.760681
D18
-0.287148
0.044799 -6.409670
C
0.671531
0.102991 6.520305
R-squared
0.191649
Mean dependent var
Adjusted R-squared
0.152408
S.D. dependent var
S.E. of regression
0.325557
Akaike info criterion
Sum squared resid
54.58360
Schwarz criterion
Log likelihood
-147.2037
F-statistic
Durbin-Watson stat 1.715653
Prob(F-statistic)

Prob.
0.1873
0.1709
0.9392
0.0882
0.8169
0.0181
0.1913
0.6328
0.2952
0.1889
0.0057
0.6138
0.9112
0.0052
0.0014
0.3442
0.0067
0.1144
0.0136
0.8353
0.5658
0.4460
0.0066
0.0000
0.0000
0.0000
0.289258
0.353618
0.640310
0.846648
4.883971
0.000000
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When variations in time are incorporated with variations in
intercepts, all the results remain the same, e.g., BS is still slightly
statistically significant with a negative effect on cost of equity while the
other governance variables have insignificant results. Only the R-squared and
adjusted R-squared terms show any improvement. The entire coefficient
taken from time varying coefficients is significantly different, which means
that the results obtained for the remaining years are different from those of
the excluded dummy year.
4.1. Corporate Governance Impact on Cost of Equity using CGS
We have analyzed the impact of individual factors of corporate
governance on the cost of equity. Next, we analyze the impact of corporate
governance using the CGS approach. First, we perform a descriptive analysis,
the results of which are shown in the following table:
Table-7: Descriptive Statistics
Ke

Log T. Assets

ROE

CGS

Mean

0.291555

18.5705

0.357792

5.625714

Median

0.186058

20.47534

0.115425

5.6

Minimum

-0.9253

3.589059

-26.8788

2.6

Maximum

1.906467

25.14992

39.30193

8.2

Standard Error

0.015071

0.219629

0.105024

0.044234

Then we performed a correlation analysis to investigate the
relationship between companies with good or bad corporate governance and
the cost of their equity. Results indicate that companies with better
corporate governance scores have a higher cost of equity.
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Table-8: Correlation Matrix
Ke
Ke

Log T. Assets

ROE

CGS

1

Log T. Assets
P values
ROE
P values
CGS
P values

-0.10912**

1

0.011182
-0.03533

0.044226

1

0.416536

0.304802

0.032058

0.191927***

-0.02377

0.457621

0.000007

0.59348

1

Values marked with *** are significant at 0.01 and marked with ** are at 0.02.

The fixed effect model is represented by the following equation:

Yit = α 1i + ∑ β1 X it + μ it
The subscript i on the intercept means that the intercepts of the 15
industries sampled may be different, due to industry-specific features.
The above equation can also be written as
Keit = ∝1 + α2.D1i+α3.D3i +……+ α14.D14i + β1.Fsize + β2.CGSit + β3.ROEit +μit
Where D1i through D14i are dummy variables which have been used to
capture inter-industry intercept differences. Applying the test yields the
following results:
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Table-9: Fixed Effect Model (assuming intercept varies across individuals
but constant over time)
Dependent Variable: Ke
Included observations: 557 after adjustments
Variable

Coefficient

Std. Error

t-Statistic

Prob.

CGS

0.001754

0.016120

0.108786

0.9134

F Size

-0.010334

0.003263

-3.166696

0.0016

ROE

-0.004150

0.005931

-0.699722

0.4844

D1

-0.022417

0.045168

-0.496309

0.6199

D2

-0.132825

0.115499

-1.150005

0.2507

D3

0.092572

0.082512

1.121920

0.2624

D4

-0.186462

0.064312

-2.899325

0.0039

D5

-0.062453

0.155865

-0.400688

0.6888

D6

-0.059119

0.112334

-0.526282

0.5989

D7

0.196598

0.096884

2.029207

0.0429

D8

0.246850

0.092446

2.670217

0.0078

D9

0.101780

0.156699

0.649524

0.5163

D10

0.297796

0.111990

2.659120

0.0081

D11

0.154763

0.157639

0.981751

0.3267

D12

0.188253

0.062387

3.017503

0.0027

D13

0.116288

0.064901

1.791767

0.0737

D14

0.283003

0.158130

1.789681

0.0741

C

0.449023

0.099138

4.529288

0.0000

R-squared

0.095270

Mean dependent var

0.291687

Adjusted R-squared

0.066735

S.D. dependent var

0.356311

S.E. of regression

0.344217

Akaike info criterion

0.736692

Sum squared resid

63.86353

Schwarz criterion

0.876380

Log likelihood

-187.1688

F-statistic

3.338708

Prob(F-statistic)

0.000008

Durbin-Watson stat

1.700904
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By applying the analysis using the CGS, we observed that corporate
governance has a positive impact on cost of equity but that this relationship
is not significant. While both returns on equity and size of firm have a
negative relationship with the cost of equity, only firm size has shown a
significant relationship. Most dummies’ coefficients have been found
significant with very low p values. This indicates that most of the industries
in our analysis have dissimilar coefficients.
Just as individual factors have been analyzed using time and
intercept variances, the CGS has also been analyzed using the following
equation to capture the time variance effect.
Keit = ∝1 + α1.D1i+α3.D3i +……..+ α14.D14i + ϒ0 + ϒ1.D15 + ϒ2.D16 + ϒ3.D17 +
ϒ4.D18 + β1.CGSit + β2.F Sizeit + β3.ROEit + μit
Where D15+D16+D17+D18 are time dummies used to capture the
difference of intercept due to time.
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Table-10: Fixed Effects Model, (assuming intercept varies across
individuals as well as over time)
Dependent Variable: Ke
Method: Least Squares
Date: 07/09/08 Time: 15:19
Sample (adjusted): 1 560
Included observations: 558 after adjustments
Variable
Coefficient Std. Error t-Statistic
CGS
0.002789
0.015236
0.183075
F Size
-0.009429
0.003111 -3.030566
ROE
-0.007737
0.005680 -1.362077
D1
-0.029397
0.042812 -0.686658
D2
-0.125856
0.110009 -1.144047
D3
0.085427
0.078612
1.086692
D4
-0.188081
0.061263 -3.070074
D5
-0.067580
0.148487 -0.455128
D6
-0.059342
0.106998 -0.554610
D7
0.193883
0.092219
2.102432
D8
0.244515
0.088054
2.776876
D9
0.100797
0.149267
0.675280
D10
0.294447
0.106685
2.759961
D11
0.146973
0.150178
0.978662
D12
0.183917
0.059437
3.094301
D13
0.108948
0.061823
1.762253
D14
0.273392
0.150636
1.814923
D15
-0.028453
0.044026 -0.646281
D16
-0.111762
0.043993 -2.540413
D17
-0.197570
0.044045 -4.485659
D18
-0.286350
0.044274 -6.467691
C
0.554796
0.097005
5.719275
R-squared
0.183519 Mean dependent var
Adjusted R-squared
0.151530 S.D. dependent var
S.E. of regression
0.327924 Akaike info criterion
Sum squared resid
57.63830 Schwarz criterion
Log likelihood
-158.3898 F-statistic
Durbin-Watson stat
1.687970 Prob(F-statistic)

Prob.
0.8548
0.0026
0.1737
0.4926
0.2531
0.2777
0.0022
0.6492
0.5794
0.0360
0.0057
0.4998
0.0060
0.3282
0.0021
0.0786
0.0701
0.5184
0.0114
0.0000
0.0000
0.0000
0.291560
0.356004
0.646558
0.817053
5.736939
0.000000

The results are the same as has been discussed while keeping time
constant and varying the intercept over individual variables. The coefficients
of time are significantly different from each other. The R-squared and

Impact of Corporate Governance on the Cost of Equity

161

adjusted R-squared terms have also been improved by taking the time effect
into consideration.
5. Discussion of Results
Our study leads us to the following conclusions:
a. Board size is negatively related to the cost of equity, i.e., a larger
board brings down the cost of equity. This can be explained by the
argument that when the board size is large, no single stakeholder
can dominate its decision-making process. Its first impact is on the
reduction of agency costs. Better decisions taken by a nonpartisan
board for the overall good of all stakeholders also improve the image
of the company. In turn, these factors lower the company’s risk
profile and curtail the cost of its equity.
b. Managerial ownership has a negative impact on a company’s cost of
equity, i.e., a higher number of shares (as a percentage of the
company’s total issued shares) held by board members leads to a
higher cost of equity. Conversely, if the percentage of shareholding
commanded by board members is low, the cost of company’s equity
is low. This can be explained by the fact that if a board is not
dominated by one group of shareholders, it is likely to have a more
balanced and representative structure. A balanced board reduces the
possibilities of lopsided decision making, preventing any particular
class of stakeholders from furthering its interest at the expense of
other stakeholders. In turn, it leads to better image, lower risk
profile, and lower cost of equity.
c. Surprisingly, board independence and audit committee independence
were found to have a positive although insignificant effect on a
company’s cost of equity. One would generally expect board
independence and the presence of an independent audit committee
to lower a company’s risk profile and hence the cost of its equity.
Yet, in our sample, our findings were not consistent with this
generally held view. However, there is a plausible explanation for
this distortion. In Pakistan, neither the law nor practice draws any
distinction between independent nonexecutive directors (INEDs) and
nonexecutive directors (NEDs). Pakistani companies thus invariably
classify their NEDs as INEDs. This explains why investors may be
oblivious of the so-called independence of the board (as indicated by
number of NEDs on the board). This theory is also sustained by the
rather insignificant relationship between board/audit committee
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independence and cost of equity. The other reason here could be
that our data are dominated by the spinning sector. Most firms in
this sector are seth (**) owned, the presence of whom is likely to
limit the independence of NEDs. We believe a more detailed
investigation is needed in this area, for which one would need to
determine the true level of independence of boards (and audit
committees) with access to accurate statistics on the number of truly
independent directors on each board. This task cannot be
accomplished by analyzing only published financial statements.
d. Firm size and return on equity have been found to be negatively
related to the cost of equity. This is hardly surprising as larger and
more profitable firms are deemed to carry lower risk and therefore
enjoy greater public confidence, leading to lower demand for returns
by investors.
e. An important albeit conflicting observation emerges from our study.
When these variables were analyzed collectively to reveal their
impact on cost of equity using the CGS, it was found to be
positively but insignificantly correlated with cost of equity. This
would imply that the CGS has no impact on cost of equity. The CGS
takes into account a number of aspects of corporate governance
performance, with each individual aspect having its own distinct
impact on the cost of equity. We believe that the overall
insignificant impact of the CGS on COE is caused by the positive
impact of certain individual aspects of CG being offset by the
negative impact of other factors. Another reason for this apparently
conflicting result could be the selection of our sample, which
includes a large number of firms from the textile sector. Most firms
in this sector are family-owned businesses, who, in this part of the
world, are not known to have any real regard for good corporate
governance. The investing public is therefore generally oblivious to
the CGS of such firms, explaining partially the insignificance of the
relationship between CGS and cost of equity.
5. Conclusion and Recommendations
In this study, comprehensive data have been used to investigate and
analyze the relationship between corporate governance and cost of equity.
Good corporate governance is rightfully seen as the most important task of
today’s regulators, planners, industry leaders, and managers. On the other
hand, the cost of equity is the axis on which revolves the prospects of a
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company’s growth and expansion. Formally exploring the relationship between
these important aspects of the economy has been opportune and timely.
We conclude that good corporate governance reduces a company’s
cost of equity. This in turn facilitates decision-makers in considering new
investments in feasible projects. Investors show greater faith in companies
that have a consistent profitability profile and a large assets base.
As mentioned earlier, one important aspect of corporate
governance that has been highlighted by this study is the fact that boards
and audit committees are not as independent in Pakistan as the
development of a good corporate governance culture would demand. One
reason for this could be that the data are skewed toward the spinning
sector, in which most companies are family-owned. Another reason for this
state of affairs is the absence of a clear definition of INEDs in Pakistan.
Companies are inclined to label all NEDs as independent at will. We
believe there is an immediate need for the law to come up with a precise
and enforceable definition of INEDs, and for regulators to ensure that it is
properly followed. With the emergence of truly independent directors,
who act not for a particular stakeholder but for the collective interest of
all stakeholders, companies will become more transparent in their decision
making. In turn, this should lead to better corporate governance and
greater investor confidence in listed companies.
Based on the findings of this study, we recommend the following:
1. This study, as well as the literature reviewed for the purpose of the
study, shows that there is an urgent need to introduce and
effectively enforce laws for better corporate governance in Pakistan.
Better corporate governance will bring down the cost of equity,
leading to greater investment in new projects, bringing about
greater overall development for the economy. The Code of
Corporate Governance 2002 should be revised to encompass more
stringent measures and be made mandatory for all listed companies.
2. Our study was limited in one particular respect: the aspects of good
corporate governance included in the CGS. These were limited
principally due to nonavailability of data from published sources on
all aspects of corporate governance. We believe that, by considering
a greater volume of data and including more variables in the CGS,
more reliable results can be obtained. The study leaves room for
further research on the topic by including more variables in the CGS
and calculating Ke using other available models.
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Appendix-A
Company Name
Period covered
Symbol
OWNCON j,t

OWNMANj,t

BRDINDjt
BRDSZEjt
AUDINDjt

Variable

Definition

Ownership Percentage of total shares held by
Concentration the top 20 shareholders divided
by the total number of shares.
Managerial
Ownership

Percentage of total shares held by
executive directors divided by the
total number of shares.

Board
independent directors divided by
Independence the total number of Directors
Board Size

Number of directors on the board.

Audit
Number of independent directors
Committee on the audit committee divided by
Independence the total number of directors on
the audit committee.

2006
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Appendix-B
Scoring Criteria and their weights
Presence of INED’s in the Board & In Audit Committee: Weight 55%
Board Structure:
Directors are governor of companies. Therefore board structure is
core issue of corporate governance. A balanced and effective board is
considered essential for good governance.
1. Number of INEDs:

Range
0%--------20%
21%-------- 40%
41%---------60%
61%---------80%
81% and above

Score
1
2
3
4
5

2. No. Of INEDs in Audit Committee:
Range
0%--------20%
21%-------- 40%
41%---------60%
61%---------80%
81% and above

Score
1
2
3
4
5

Ownership structure (Weight 45%)_
1. Ownership Concentration
Range
0%--------20%
21%-------- 40%
41%---------60%
61%---------80%
81% and above

Score
5
4
3
2
1

2. %age of shares held by Board of Directors
Range
0%--------20%
21%-------- 40%
41%---------60%
61%---------80%
81% and above

Score
5
4
3
2
1
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Appendix-C
Ohlson and Jeuttner Nauroth (2005)
1

’

Where
K = cost of equity
A = [(y-1) + D1/Po]
e1 = Earnings per share for year 1
g2 = e2- e1/ e1
e2 = Earnings per share for year 2
Y = constant (1+ growth rate g)
D1 = e1 * dividend payout ratio.
Claus and Thomas (2001)
PT = BT +

EPST+1 – KBT EPST+2 – KBT+1
EPS – KB
(EPST+5 – KBT+4)(1+gn)
+
+..+ T+5 5 T+4 +
2
(1 + K)
(1 + K)
(1 + K)
(K – gn)(1 + K)5

Where
PT = Price per share
BT = Current Book Value
EPS T*J = Forecast of future earnings per share
gn = long term growth rate
K = cost of equity capital
BT+I = BT+i-1 + EPST+i – PT+i
Easton (2004)

PT =

EPST+2 + KDT+1 – EPST+1
M2

Where
DT+i = EPST+i * Dividend payout ratio

