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Abstract

:

There is a scarcity of literature involving studies about the effect of risk management on the relationship between corporate governance and a firm’s financial performance, especially in emerging markets. The study fills this gap and adds to the existing literature by investigating whether risk management acts as a mediator between corporate governance and the firm’s financial performance. This study found that risk management partially mediates the relationship between board size and financial performance. Our results further indicate that risk management acts as a partial mediator between foreign ownership and financial performance.
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1. Introduction


Corporate governance has become a subject of global importance in the aftermath of corporate scandals, such as Enron, and its significance has further increased after the global financial crisis of 2007–2008. It is even more significant and relevant in emerging markets, such as Pakistan, which ranks poorly on the Corruption Perceptions Index (CPI) and the Worldwide Governance Indicators (WGI). Corporate governance is a holistic approach that entails transparency and effective risk management to manage business affairs in order to protect and increase the interests of shareholders along with considering the interests of other stakeholders [1,2,3]. When risk is not managed effectively, corporate governance deteriorates [4], and we consequently observe financial institutions incurring huge losses such as those that exacerbated the global financial crisis [5]. A better framework of corporate governance tends to decrease the risk of financial crises [6].



The agency conflict between shareholders and managers influences risk management behavior that affects a firm’s performance [2]. To understand this conflict and consequent firm performance, a plethora of studies have investigated the relationship between corporate governance and firm performance, but the study results have remained inconsistent. However, not much has been done to explore the empirical relationship between corporate governance and risk management. The literature related to corporate governance and risk management is so scarce that one may question whether risk management falls within the realm of corporate governance [7]. The ultimate responsibility of a company’s risk management lies with its board [8]. Therefore, we take risk management as a mediating variable to examine whether risk plays a significant role in influencing the relationship between corporate governance and a firm’s financial performance.



We have selected Pakistan, which is an emerging economy that is presently experiencing economic decline, and it is likely to recover economic growth from 2021 onwards with an improvement in macroeconomic conditions and adjustments in fiscal management [9]. However, higher corruption levels and weak governance systems, which are witnessed by the poor performance of Pakistan with its CPI and WGI, coupled with political instability and observed socio-economic networks, have led to crony capitalism in the bank-based economy of Pakistan [10]. As such, it seems quite interesting to study the governance–performance–risk nexus in the Pakistani context, in which we did not find any relevant literature to the best of our knowledge. Therefore, this study adds to the existing literature by investigating the mediating role of risk management between corporate governance and a firm’s financial performance in Pakistan.



Financial institutions are selected as study samples because of the rationale that the global financial crisis of 2008 was triggered by the failure of risk models of banks (particularly commercial banks) in the U.S. However, due to the tradable nature of risk in financial institutions, the commercial banks of the U.S. passed on their risk to other participants in the financial market, mostly to the investment banks [11]. The breakdown of the financial market in the U.S. impacted the financial institutions in all countries [7]. This allows studying governance and risk management in financial institutions [12].



Most of the studies related to corporate governance considered commercial banks only, but we argue that ignoring important components of the financial industry does not provide a complete picture of corporate governance and risk management in this industry [13]. Due to the advancements in the financial market, the difference between financial institutions has become blurred. Moreover, financial institutions (commercial banks, investment banks, and insurance companies) mostly face common risks [14]. For this purpose, we considered three players in the financial sector of Pakistan, which include commercial banks, investment banks, and insurance companies.



This paper intends to address the question of what relationship do the dimensions of corporate governance (managerial, institutional, government, foreign and block-holder ownership, board size and independence, audit committee independence, CEO remuneration, and CEO/Chairman duality) have with the performance of financial institutions in Pakistan, and does risk management mediate the relationship between the corporate governance dimensions and financial performance?




2. Background and Theoretical Framework


2.1. Managerial Ownership, Risk Management, and Financial Performance


A good framework of corporate governance results in improved performance [6]. Researchers have identified a number of different elements of corporate governance and their role in the corporate performance. Corporate ownership is the first element that gained attention. To help resolve agency problems in corporate governance framework, many researchers advocated that managerial ownership helps improve the firm’s performance [15], and others observed that the directors of a firm, who also have a stake in the ownership, will prefer actions that are in the best interest of all shareholders [16]. Consequently, they expect a direct relationship between managerial ownership, the firm’s performance, and risk management. However, a nuanced analysis of the relationship between managerial ownership and financial performance, which was measured by the return on assets, reveals a non-linear positive relationship between the two variables. In some industries, insider ownership barely results in alleviating the agency cost beyond a certain level [17]. Based on these arguments, we develop the first hypothesis, H1A, along with its opposing hypothesis, H1B.



Hypothesis 1A (H1A).

An increase in managerial ownership could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 1B (H1B).

An increase in managerial ownership could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.2. Institutional Ownership, Risk Management, and Financial Performance


Considering the wealth of the accumulated experience that institutional owners bring in, some researchers have observed that institutional ownership helps improve the firm’s performance [18,19]; however, others have suggested that institutional ownership may not have a positive relationship with the firm’s performance [15]. Using these references we develop a hypothesis, H2A, along with its competing hypothesis, H2B.



Hypothesis 2A (H2A).

An increase in institutional ownership could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 2B (H2B).

An increase in institutional ownership could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.3. Government Ownership, Risk Management, and Financial Performance


Government ownership is distinctive institutional ownership. A study of 47 Malaysian firms revealed that government ownership positively affects a firm’s performance because the investors believe that government would provide the required resources to the firm in times of financial distress [20]. Contrary to this, others found a lower long-term performance of government-owned banks as compared to their private counterparts, because the government-owned banks suffer from poor loan recovery and increased bad debts [21]. Additionally, institutional investors can shape corporate risk management, because they often possess better knowledge, broader skill sets, greater sizes, networks, and voting power. Alternatively, government-owned banks suffer from high default risk and poor loan quality [22,23], which is also observed in government-owned commercial banks in China [24]. Based on these arguments and references, we develop a hypothesis, H3A, along with its competing hypothesis, H3B.



Hypothesis 3A (H3A).

An increase in government ownership could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 3B (H3B).

An increase in government ownership could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.4. Foreign Ownership, Risk Management, and Financial Performance


Foreign ownership is another element in the corporate governance framework that may have implications for a firm’s performance. Some studies suggest that a significant proportion of foreign ownership leads to increased foreign investors’ confidence and an enhanced firm valuation [25,26]. Greater involvement of foreign members on a board plays an important strategic role, which helps to enhance internationalization and the financial performance of firms [27]. Foreign shareholders increase the efficiency of banks because they bring improved corporate governance and risk management practices [28]. In contrast, another study found that domestic banks in Pakistan perform better in recovering loans as compared to foreign banks [29]. These arguments lead to the development of the hypothesis, H4A, along with its opposing hypothesis, H4B.



Hypothesis 4A (H4A).

An increase in foreign ownership could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 4B (H4B).

An increase in foreign ownership could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.5. Block-Holder Ownership, Risk Management, and Financial Performance


Theoretical and empirical observations suggest a positive and negative association of block-holder ownership with firm performance. For example, block-holder ownership positively affects firm performance in Pakistan [30]; however, high block-holder ownership in Chinese banks leads to managerial entrenchment that negatively affects firm performance [24], which is probably because block-holders may fail to manage risk effectively [31,32]. Block-holder ownership tends to restrict managerial independence, which adversely affects financial performance [27]. In the light of these arguments, hypothesis, H5A, along with its opposing hypothesis, H5B is formed.



Hypothesis 5A (H5A).

An increase in block-holder ownership could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 5B (H5B).

An increase in block-holder ownership could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.6. Board Size, Risk Management, and Financial Performance


The board size and composition of the board are key elements of corporate governance that have different implications. For example, some researchers have found a significant positive relationship between board size and firm performance [33], while others have observed that larger boards encounter poor communication and free-rider problems and perform less efficiently as a result [34]. However, larger boards may help to mitigate coordination problems and improve firm financial performance if the board members are assigned advisory and monitory roles on the subcommittees [35]. A study revealed the curvilinear relationship between board size and financial performance [36]. From the viewpoint of risk management, some researchers have found that small boards are efficient for risk management [8], but others argued that small boards take more risks compared to large boards [37]. These references lead to the development of the hypothesis, H6A, along with its competing hypothesis, H6B.



Hypothesis 6A (H6A).

An increase in board size could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 6B (H6B).

An increase in board size could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.7. Board Independence, Risk Management and Financial Performance


Some researchers have observed that a greater number of non-executive directors on board increases asset quality and financial performance [38]. The findings from a study on BRICK countries and Turkey disclose that board independence, among other corporate governance measures, plays a key role to improve the financial structure of the firms [39]. In addition to this, the IMF observes that non-executive directors play a better role in managing and controlling corporate risk [40]. We develop a hypothesis, H7A, along with its opposing hypothesis, H7B for running empirical tests.



Hypothesis 7A (H7A).

An increase in board independence could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 7B (H7B).

An increase in board independence could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.8. Audit Committee Independence, Risk Management and Financial Performance


An audit committee is at the core of effective corporate governance. As such, its independence leads to an increase in a firm’s value [41], but a study of Pakistani firms found that higher independence of the audit committee leads to lower firm performance [42]. Additionally, greater independence of an audit committee provides enhanced governance and risk management practices that are directly associated with improved firm monitoring [41]. Accordingly, we develop a hypothesis, H8A, along with its opposing hypothesis, H8B from the references and arguments.



Hypothesis 8A (H8A).

An increase in audit committee independence could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 8B (H8B).

An increase in audit committee independence could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.9. CEO Remuneration, Risk Management, and Financial Performance


A study found an increase in executive remuneration is directly related to an increase in a firm’s performance [43], whereas another study observed that the relationship of CEO remuneration is statistically insignificant with the performance of banks in Pakistan [44]. Executive compensation, which largely depends on the company’s performance, such as the stock price or EPS, may trigger executives to take risks beyond the risk tolerance of the company, which results in ineffective risk management [45]. Interestingly, the firms that gave a heavy annual bonus took more risk before the 2007–2008 financial crisis, and as a result, they experienced heavier losses during the crisis [46]. From these arguments, we develop hypothesis H9A, along with its competing hypothesis, H9B.



Hypothesis 9A (H9A).

An increase in CEO Remuneration could have a positive effect on performance of financial institutions and risk management mediates this relationship.





Hypothesis 9B (H9B).

An increase in CEO Remuneration could have a negative effect on the performance of financial institutions and risk management mediates this relationship.






2.10. CEO Duality, Risk Management, and Financial Performance


CEO duality is another element of corporate governance that may have different implications on a firm’s performance and its risk management behavior. Some researchers have found a positive association between CEO/Chairperson duality and the accounting-based measures of performance [47], whereas others have argued that dual leadership in an organization may inflict agency costs and found that CEO duality adversely affects a firm’s performance and market valuation [48]. Furthermore, CEO duality is directly associated with lower risk management in U.S. banks [32], but other researchers have found only weak evidence supporting that the duality status affects long-term performance after controlling for other factors that might impact that performance [49]. In the light of these arguments, we develop hypothesis H10A, along with its competing hypothesis, H10B.



Hypothesis 10A (H10A).

CEO Duality could have a positive effect on the performance of financial institutions and risk management mediates this relationship.





Hypothesis 10B (H10B).

CEO Duality could have a negative effect on the performance of financial institutions and risk management mediates this relationship.





Most of the studies have neglected the possibilities of the indirect effects between corporate governance and firm performance. Consequently, the relationship between the two variables may not be fully understood [50]. Inconsistent results indicate a plausible mediating role of some other variables [51], and we argue that risk management may be mediating the relationship between corporate governance and financial performance. Consequently, the conceptual framework of this study is presented in Figure 1. We used three proxies to represent a firm’s performance, which includes the return on assets (ROA), the return on equity (ROE), and the earnings per share (EPS). As a proxy of risk management, we used the z-score, which measures the distance from insolvency [52]. We calculated the z-score as the sum of the ROA and the capital asset ratio, which is the total equity/total assets, divided by the standard deviation of the ROA, and we considered it as an appropriate proxy for the insolvency risk because it incorporates both the equity capital buffer and the asset side risk [53].



Based on the above review of the relevant literature, we identified the variables and their proxies, which were used in the study. Table 1 summarizes the study measures.



We organized the rest of the paper as follows. Section 3 provides a description of the data and the methodology used in the study. Section 4 presents the empirical results and their discussions. Lastly, the conclusion and the policy implication are discussed in Section 5. The references are provided at the end of the study.





3. Data and Methodology


We used 12 years of data, which included the period from 2006 to 2017, for 67 listed financial institutions in Pakistan, which included 21 commercial banks, 26 insurance companies, and 20 investment banks, on the Pakistan Stock Exchange. We used StructuralEquation Modeling (SEM) on a balanced panel data of 804 firm-year observations to analyze whether risk management mediates the relationship between corporate governance and financial performance using the mediation technique [54]. We provided the descriptive statistics in Table 2, which shows that amongst all dimensions of corporate governance, the CEO remuneration has the highest standard deviation (i.e., 1.655). The low mean value for ROA (0.031) reflects the higher leverage of financial institutions. Moreover, the mean, minimum and maximum values of CAR (0.320, −033, and 0.996) further strengthen the argument for greater debt financing of financial institutions. The standard deviation of ROA of each financial company was calculated to determine the Z-score. The low values of the mean and standard deviation of “Std. Deviation ROA” shows low asset contribution in net profit generation in most of the financial institutions in Pakistan. The mean and standard deviation of Z-Score (1.606 and 1.043) indicates a higher variation in the insolvency risk of the financial institutions that are operating in the volatile business environment in Pakistan.



To avoid spurious results, we checked the problem of multi-collinearity and calculated the Variance Inflation Factor (VIF). The obtained VIF values, which are between 1.04 and 2.53, suggest the non-existence of multi-collinearity. Assessing the construct validity determines the quality of the measures used in the study [55]. Before checking the significance of the study model, the validity of the study measures must be ensured [56].



Discriminant validity indicates that the study measures are unrelated, and they measure different traits [57]. A consequence of poor discriminant validity is multi-collinearity [58]. To ensure discriminant validity, we checked the problem of multi-collinearity and calculated the Variance Inflation Factor (VIF) as previously mentioned. The non-existence of multi-collinearity suggests that the data has discriminant validity.



Convergent validity indicates that the study measures converge and measure the same traits [57]. A significant correlation between the variables indicates the presence of convergent validity [59,60]. The Pearson correlation shows that the independent variables of the study show a significant correlation, which suggests the existence of convergent validity.



Using the mediation technique [54] of Structural Regression (SR) through AMOS 21, we first calculated the effect of corporate governance on firm’s financial performance without adding a mediator using the following equations.


  R O  A  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  ϵ  i t    



(1)






  R O  E  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  ϵ  i t    



(2)






  E P  S  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  ϵ  i t    



(3)







We then bootstrapped the mediator in the model.


  R O  A  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  β  11   R I S  K  i t   +  ϵ  i t    



(4)






  R O  E  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  β  11   R I S  K  i t   +  ϵ  i t    



(5)






  E P  S  i t   = α +  β 1  M  O  i t   +  β 2  I  O  i t   +  β 3  G  O  i t   +  β 4  F  O  i t   +  β 5  B  H  i t   +  β 6  B  S  i t   +  β 7  B  I  i t   +  β 8  A C  I  i t   +  β 9  R E  M  i t   +  β  10   D U  O  i t   +  β  11   R I S  K  i t   +  ϵ  i t    



(6)








4. Results and Discussion


Table 3 illustrates the results which suggest that in the absence of a mediator, different dimensions of corporate governance have an impact on the different proxies of financial performance. We found that managerial ownership (MO) has a significant positive effect on the EPS. This finding is in line with earlier studies and supports the suggestion from the components of the agency theory, which states that managerial ownership mitigates the manager–owner agency problem [5]. The theoretical and empirical literature argue that the institutions have accumulated resources, information, power, and the capability to make effective decisions. As such, we expected a significant positive effect of institutional ownership (IO) on the firm’s performance. However, contrary to the theoretical and empirical evidence, we found that the IO negatively affects ROE and EPS. A plausible explanation may be the observed crony capitalism in Pakistan [10]. This finding has serious policy implications for the regulators of the banks and the capital market in Pakistan. Furthermore, government ownership (GO) has an insignificant relationship with all three measures of financial performance, which generally conforms with an earlier study that the behavior of government-owned firms is inconsistent [61]. Additionally, we found a direct significant relationship of foreign ownership (FO) with all three of the measures of financial performance. This finding supports the observations of earlier studies [25] that foreign ownership brings in expertise that leads to investors’ confidence, and it consequently enhances the firm’s valuation. Moreover, block-holder ownership (BH) positively affects the ROE, which suggests that the owners with higher stakes in the firm try to enforce better governance to help improve the firm’s performance. We also found that the CEO remuneration (REM) negatively affects the ROA, which contradicts the common argument that highly paid managers are more skillful and help improve the firm’s performance [62]. In addition to this, we found that board size (BS) has a significant direct relationship with all three measures of financial performance, which suggests that larger boards possess more experience, expertise, diversity, and a collective wealth of skills, which helps to improve the firm’s performance. Moreover, we found that larger boards are more independent, and board independence (BI) may consequently supplement to help improve the firm’s performance. Furthermore, audit committee independence (ACI) positively affects the ROA, which conforms to an earlier study [41]. We found that the duality of the CEO and the chairperson (DUO) negatively affect the ROE, which is contrary to the finding that there is only weak evidence supporting that duality affects the firm’s performance, [49]. A plausible explanation for this negative effect may be a potential power struggle in the hierarchical society of Pakistan, which has weaker traditions in areas such as the rule of law.



The results further suggest that when we add the mediator, the significant positive effect of managerial ownership (MO) on the EPS still exists. However, the indirect effect becomes insignificant, which violates the condition of mediation. The direct effect of institutional ownership (IO) on financial performance (ROE and EPS) becomes significantly positive in the presence of a mediator. This finding signifies that firms with greater institutional shareholders have better risk management policies and improved financial performances [63]. However, the indirect effect of the IO on the ROE and the EPS is insignificant, which implies that there is not any mediation. Furthermore, in the presence of a mediator, the direct effect of government ownership (GO) on the ROA becomes significantly negative [21], which indicates that in risk-laden settings, the government ownership exacerbates the firm’s financial performance. This finding provides an argument in favor of the privatization of state-owned enterprises in developing countries, such Pakistan, that faces volatile political/economic environments. The indirect effect between GO and ROA becomes insignificant, which suggests that there is not any mediation with this dimension. The direct effect of block-holder ownership (BH) and CEO remuneration (REM) remains the same with all three proxies of the firm’s performance. However, the indirect relationship becomes insignificant, which indicates that there is not any mediation with these dimensions. In the absence of a mediator, the BI has an insignificant positive relationship with ROE, which becomes slightly significant in the presence of a mediator. This result confirms earlier studies [37,40] and suggests that the independence of the board plays an important role in corporate risk management, which helps to improve the firm’s performance. The direct and indirect relationship between audit committee independence (ACI), CEO/Chairman duality (DUO), and financial performance become insignificant when we add a mediator.



The results in Table 3 show that the direct effects between the FO, the BS, and all three proxies of the firm’s performance reduce in the presence of a mediator. Additionally, the indirect effects and the direct effects between the FO, the BS, and all three proxies of the firm’s performance are significant in the presence of a mediator, which indicates that risk management partially mediates the relationship between FO, BS, and firm’s performance. In line with an earlier study [28], we observed that foreign owners bring improved corporate governance and risk management practices, which result in increased firm performance. Moreover, conforming to an earlier study [64], we found that risk management acts as a partial mediator between board size and financial performance and argue that larger boards bring diversity, an accumulated wealth of knowledge, experience, the necessary skillset to enrich corporate governance, and risk management practices that result in improving the firm’s performance.



Table 4 shows the results of structural equation modeling of commercial banks which state that risk management acts as a complete mediator between block-holder ownership (BH) and all three proxies of the financial performance of commercial banks.



These results substantiate the observation from [31] that risk influences the relationship between block-holder ownership and a firm’s performance. Our data reveals that block-holder ownership is highest in commercial banks as compared to investment banks and insurance companies. As such, we observed a more pronounced effect of mediation in this sector in Pakistan. The results show that risk management completely mediates the relationship between managerial ownership (MO) and the financial performance (measured by ROE and ROA) of commercial banks. The managers/owners possess strategic inside information about the appropriate level of risk that the firm is willing to take [65]. Consequently, the directors’ higher percentages of shares lead them to take more idiosyncratic risks to increase their returns on stocks [66].



Risk management completely mediates the relationship between board independence (BI) and financial performance (measured as ROA) of commercial banks. This result is in accordance with the study conducted by the GFSR [40], which concluded that non-executive directors play a better role in managing and controlling risk, which positively affects the firm’s performance. Table 4 also indicates that risk management partially mediates the relationship between audit committee independence (ACI) and financial performance (measured by EPS) of commercial banks. The audit committee evaluates the corporate risk appetite, designs the hedging activities, and has good knowledge and understanding of the corporate risk profile. We argue that audit committee independence channelizes their specialized knowledge and skills to improve the firm’s performance [41]. The results also show no effect of mediation between FO and all measures of financial performance in commercial banks of Pakistan.



Table 5 shows the results of structural equation modeling of insurance companies. These results reveal that risk does not mediate the relationship between BH and all the three proxies of financial performance in insurance companies of Pakistan.



Table 5 shows that managerial ownership has an insignificant negative relationship with no effect of mediation in the insurance companies of Pakistan. This effect may be due to the excessive amount of managerial ownership in this sector. A plausible explanation may be provided by [67], who affirmed that the financial performance tends to decrease when insider ownership exceeds 40–50%. Table 5 shows that the effect of mediation between board independence (BI) and financial performance is not significant in insurance companies. It is also observed that ACI has an insignificant indirect relationship with the financial performance of insurance companies. Hence, we do not witness the mediation effect in insurance companies. Table 5 shows a partial mediation of risk management between foreign ownership (FO) and financial performance (measured by ROE) in the insurance sector of Pakistan, which conforms to an earlier study [28].



Table 6 shows the structural equation modeling results of investment banks. From Table 6 it can be seen that risk does not mediate the relationship between BH and all the three proxies of financial performance in investment banks of Pakistan.



Just as in commercial banks, risk management also completely mediates the relationship between the managerial ownership (MO) and financial performance (measured by ROE and ROA) of investment banks in Pakistan because the management possesses more inside information about the risk level of the firm [65]. Table 6 shows that the risk management effect of mediation between board independence (BI) and financial performance is not significant in investment banks. Similarly, ACI has an insignificant indirect relationship with the financial performance of the investment banks. Hence, we do not witness the mediation effect in investment banks. Table 6 also shows no effect of mediation between FO and all measures of financial performance in investment banks of Pakistan.



Table 4, Table 5 and Table 6 further indicate no risk management mediation effect between corporate governance dimensions of institutional ownership (IO), government ownership (GO), CEO remuneration (REM), board size (BS), CEO/Chairman duality (DUO) and all measures of financial performance in commercial banks, insurance companies and investment banks of Pakistan. An insightful observation in result analyses is that risk management does not mediate the relationship between board size and financial performance in each sector; however, an overall analysis of all three sectors shows an effect of mediation. In commercial banks of Pakistan, there exists an inverse U-shaped relationship between board size and financial performance [68], but risk mediation is not evidenced in this sector. The relationship between board size and financial performance is insignificant in insurance companies of Pakistan [69], which explains why mediation of risk is not witnessed in this sector. Furthermore, Table 6 shows an insignificant relationship between board size and financial performance in investment banks; however, there is a scarcity in the literature related to corporate governance practices in investment banks of Pakistan. Similarly, the overall study results assert that risk management partially mediates the relationship between foreign ownership and financial performance; however, Table 4 and Table 6 show the absence of mediation in commercial and investment banks. When we run an overall analysis of all three sectors (with 804 observations), the larger dataset estimates the population more closely and we witness significant mediation between board size and firm performance and foreign ownership and firm performance.



Moreover, Table 5 shows that risk management partially mediates the relationship between foreign ownership and ROE as a financial performance measure only. The dataset of insurance companies reveals that insurance companies are highly leveraged, with a mean value of ROA (0.06) and ROE (0.14), respectively. The high leverage of insurance companies was also verified by the study conducted by [70]. Moreover, the analysis of the dataset revealed that foreign ownership of insurance companies is quite low, with a mean value of 0.04. We argue that due to less shareholding, foreign owners are majorly more concerned with equity returns only, which is why mediation results are significant through this path of financial performance.



Overall, our results emphasize that corporate governance can improve a firm’s performance in the financial sector in Pakistan through proper risk management. This synthesis is even more important and relevant for a developing economy, such as Pakistan, which faces a volatile business environment coupled with an institutional void and prevalent crony capitalism [10].




5. Conclusions and Policy Implication


The effect of corporate governance on a firm’s performance has been widely studied. However, we observed a scarcity of literature involving studies about the effect of risk management on the relationship between corporate governance and the firm’s financial performance, especially in emerging markets such as Pakistan. The study fills this gap and adds to the existing literature by investigating whether risk management acts as a mediator between corporate governance and the firm’s financial performance.



We conclude that the different forms of ownership have an impact on financial performance. The positive effect of managerial ownership on financial performance implies that managerial ownership should be ensured in the shareholders’ structure of financial institutions to a certain degree. The negative effect of institutional ownership reinforces commonly perceived crony capitalism in Pakistan [10]. In an emerging market facing a volatile geo-political and economic environment, the policy implication of this conclusion is that the regulators and the economic managers of Pakistan need to improve the corporate governance and the existing legal framework to curb crony capitalism. The State Bank of Pakistan reported USD 4.3 billion as non-performing loans of all the banks and the DFIs in Pakistan in the last quarter of 2018. This will help improve the performance of these financial firms. Consequently, it will bring stability to the capital market in Pakistan. It may be relevant to point out that the huge non-performing loans are one of the major reasons for the underperforming financial institutions in Pakistan that have a spillover effect on the other economic sectors.



Government ownership aggravates the performance of the financial institutions in Pakistan in risk-laden settings. This conclusion advocates the privatization of state-owned enterprises. Furthermore, we conclude that foreign ownership not only positively affects the financial performance, but we also observe the partial mediation of risk. The policy implication of this conclusion is that the political and the economic leadership of Pakistan needs to adopt a coherent policy framework that brings geo-political and socio-economic stability to attract foreign investors who will bring improved corporate governance and risk management practices that will eventually result in improving the performance of the financial institutions in Pakistan.



Block-holder ownership positively affects the performance of financial institutions. Due to the poor legal environment, block-holder ownership is prevalent in Pakistan. Block-holders, which are mainly family members, foreign investors, and managerial owners, result in the greater financial performance of firms in Pakistan [30]. Moreover, the negative effect of CEO remuneration on risk management and financial performance implies that executives tend to take risks beyond the risk appetite of the firm when they are given greater remunerations [45]. This result has a significant policy implication for the board of directors. The results of the mediation further indicate that risk acts as a partial mediator between board size and financial performance. This result suggests that a higher number of board members in the financial sector of Pakistan will help to bring improved risk management practices that will result in helping to increase the firm’s performance.



Furthermore, the board composition of the financial institutions must ensure the independence of the board, which keeps in view its positive effect on risk management. Similarly, our results show that the independence of the audit committee results in a better financial performance. In contrast with the agency theory, the inclusion of insiders (executives) in the audit committee tended to reduce the firm’s performance [41]. These results provide insightful policy implications for board composition. Finally, the dual role of the CEO and the chairman of the board negatively affects financial performance. This result strengthens the notion of crony capitalism and requires adjustments in the corporate governance framework of the financial institutions in Pakistan.
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Figure 1. Conceptual framework. 
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Table 1. Measurement of variables and their symbols.






Table 1. Measurement of variables and their symbols.





	

	
Symbol

	
Measurement






	
Independent variables




	
Managerial Ownership

	
MO

	
Shares owned by directors/total outstanding shares




	
Institutional Ownership

	
IO

	
Shares held by financial institutions/total outstanding shares




	
Government Ownership

	
GO

	
Shares held by government/total outstanding shares




	
Foreign Ownership

	
FO

	
Shares held by foreign investors/total outstanding shares




	
Block-holder Concentration

	
BH

	
Shares owned by block-holders (shareholders having 5% or more shareholding)/total outstanding shares




	
Board Size

	
BS

	
Dummy variable that assumes three values (“0” represents small size having 4 to 6 directors; “1” represents medium size having 7–9 directors; and “2” represents large size having 10–13 directors on board) 0, 1 & 2.




	
Board Independence

	
BI

	
Dummy variable calculated by dividing the number of non-executive directors to the total number of directors. It assumes three values (A value between 0–0.32 is considered as less independent board and is represented by “0”; a value between 0.33–0.62 is labelled as medium independent board and is represented by “1”; and a value between 0.63–1 is considered as highly independent board and is represented by “2”) 0, 1 & 2.




	
Audit Committee Independence

	
ACI

	
Dummy variable calculated by dividing the number of non-executive directors in audit committee by the total size of audit committee. It assumes three values (A value between 0–0.4 is considered as less independent audit committee and is represented by “0"; a value between 0.5–0.7 is considered as medium independent audit committee and is represented by “1”; and a value between 0.8–1 is considered as highly independent audit committee and is represented by “2”) 0, 1 & 2.




	
CEO Remuneration

	
REM

	
CEO remuneration/total return earned by the firm.




	
CEO/Chairman Duality

	
DUO

	
Dummy variable that assumes two values (“0” represents the case when CEO and chairperson of the board are two different people; and “1” represents the case when same individual acts as CEO as well as chairperson of the board) 0 and 1.




	
Risk Management

	
RISK

	
Z-score measures distance from insolvency and is calculated as the sum of return on assets (ROA) and capital asset ratio divided by standard deviation of ROA. Natural logarithm of z-score is taken since the values of z-score are highly skewed.




	
Dependent variables




	
Return on Asset

	
ROA

	
Profit before taxation/total assets




	
Return on Equity

	
ROE

	
Profit before taxation/total shareholder’s equity




	
Earnings per Share

	
EPS

	
(Net income–preferred dividends)/number of outstanding common shares
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Table 2. Descriptive statistics.






Table 2. Descriptive statistics.





	Variables
	Minimum
	Maximum
	Mean
	Std. Deviation





	Managerial Ownership
	0.000
	1.000
	0.106
	0.192



	Institutional Ownership
	0.000
	1.000
	0.364
	0.343



	Government Ownership
	0.000
	1.000
	0.078
	0.186



	Foreign Ownership
	0.000
	0.840
	0.054
	0.144



	Block-holder Ownership
	0.000
	1.000
	0.447
	0.312



	Board Size
	0.000
	2.000
	0.965
	0.534



	Board Independence
	0.000
	2.000
	1.275
	0.791



	Audit Committee Independence
	0.000
	2.000
	1.530
	0.747



	CEO Remuneration
	−38.140
	5.950
	−0.52
	1.655



	CEO/Chairman Duality
	0.000
	1.000
	0.078
	0.269



	Return on Assets (ROA)
	−800
	0.720
	0.031
	0.119



	Return on Equity (ROE)
	−890
	0.880
	0.137
	0.214



	Earnings per Share (EPS)
	−12.430
	26.170
	3.669
	5.545



	Risk (Z-score)
	−2.320
	5.200
	1.606
	1.043



	Capital Asset Ratio (CAR)
	−0.33
	0.996
	0.320
	0.277



	Std. Deviation ROA
	0.003
	0.309
	0.080
	0.078
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Table 3. Results of SEM (direct and indirect effects).






Table 3. Results of SEM (direct and indirect effects).





	PATH
	Direct Effect without Mediator

(Estimate)
	Direct Effect without Mediator

(p-Value)
	Direct Effect with Mediator

(Estimate)
	Direct Effect with Mediator

(p-Value)
	Indirect Effect

(Estimate)
	Indirect Effect

(p-Value)





	MO→RISK→ROA
	0.022
	0.588
	0.002
	0.968
	−010
	0.111



	IO→RISK→ROA
	−0.13
	0.810
	0.026
	0.604
	−200
	0.106



	GO→RISK→ROA
	−0.21
	0.619
	−097 ***
	0.002
	0.062
	0.429



	FO→RISK→ROA
	0.035 ***
	0.000
	0.020 ***
	0.001
	0.341 ***
	0.001



	BH→RISK→ROA
	0.014
	0.787
	0.091
	0.096
	0.346
	0.110



	REM→RISK→ROA
	−184 ***
	0.000
	−222 ***
	0.002
	0.007
	0.610



	BS→RISK→ROA
	0.163 ***
	0.000
	0.086 **
	0.019
	0.142 ***
	0.001



	BI→RISK→ROA
	0.025
	0.576
	0.009
	0.839
	0.034
	0.105



	ACI→RISK→ROA
	0.017 **
	0.037
	0.011
	0.786
	0.037
	0.260



	DUO→RISK→ROA
	−0.48
	0.215
	0.094
	0.734
	−113
	0.102



	MO→RISK→ROE
	0.015
	0.711
	0.042
	0.221
	−0.07
	0.111



	IO→RISK→ROE
	−125 **
	0.014
	0.110 **
	0.017
	−154
	0.106



	GO→RISK→ROE
	0.112
	0.713
	0.022
	0.395
	0.047
	0.429



	FO→RISK→ROE
	0.146 ***
	0.000
	0.101 ***
	0.001
	0.262 ***
	0.001



	BH→RISK→ROE
	0.098 **
	0.044
	0.143 ***
	0.005
	0.266
	0.110



	REM→RISK→ROE
	−0.47
	0.314
	−0.73
	0.155
	0.006
	0.610



	BS→RISK→ROE
	0.193 ***
	0.000
	0.135 ***
	0.001
	0.109 ***
	0.001



	BI→RISK→ROE
	0.089
	0.430
	0.083 *
	0.079
	0.026
	0.105



	ACI→RISK→ROE
	0.043
	0.316
	0.065
	0.133
	0.028
	0.260



	DUO→RISK→ROE
	−0.56 **
	0.013
	−0.14
	0.701
	−0.87
	0.102



	MO→RISK→EPS
	0.078 **
	0.041
	0.127 *
	0.055
	−0.05
	0.111



	IO→RISK→EPS
	−184 ***
	0.000
	0.216 ***
	0.001
	−101
	0.106



	GO→RISK→EPS
	0.148
	0.135
	0.000
	0.300
	0.031
	0.429



	FO→RISK→EPS
	0.150 ***
	0.000
	0.112 ***
	0.001
	0.172 ***
	0.001



	BH→RISK→EPS
	0.018
	0.722
	0.031
	0.664
	0.174
	0.110



	REM→RISK→EPS
	−022
	0.637
	−0.28
	0.588
	0.004
	0.610



	BS→RISK→EPS
	0.129 ***
	0.003
	0.091 **
	0.042
	0.072 ***
	0.001



	BI→RISK→EPS
	0.001
	0.975
	0.013
	0.753
	0.017
	0.105



	ACI→RISK→EPS
	0.035
	0.422
	0.050
	0.204
	0.018
	0.260



	DUO→RISK→EPS
	−0.49
	0.198
	0.001
	0.972
	−0.57
	0.102







* p < 0.05, ** p < 0.01 and *** p < 0.001.
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Table 4. Results of structural equation modeling-commercial banks.
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	PATH
	Direct Effect without Mediator

(Estimate)
	Direct Effect without Mediator

(p-Value)
	Direct Effect with Mediator

(Estimate)
	Direct Effect with Mediator

(p-Value)
	Indirect Effect

(Estimate)
	Indirect Effect

(p-Value)





	MO→RISK→ROA
	0.009
	0.889
	−0.77
	0.137
	0.084 ***
	0.001



	IO→RISK→ROA
	−278 ***
	0.004
	−0.71
	0.343
	−213
	0.111



	GO→RISK→ROA
	−0.72
	0.474
	0.009
	0.859
	−091
	0.111



	FO→RISK→ROA
	−103
	0.149
	−102 **
	0.044
	−0.00
	0.994



	BH→RISK→ROA
	0.210 **
	0.028
	0.106
	0.123
	0.108 **
	0.020



	REM→RISK→ROA
	−150
	0.111
	−322 ***
	0.001
	0.171
	0.110



	BS→RISK→ROA
	−079
	0.309
	−106 **
	0.037
	−0.25 *
	0.050



	BI→RISK→ROA
	0.251 ***
	0.002
	0.067
	0.462
	0.186 ***
	0.001



	ACI→RISK→ROA
	−0.55
	0.481
	−176**
	0.016
	0.122 ***
	0.002



	DUO→RISK→ROA
	0.053
	0.509
	0.040
	0.428
	0.017
	0.630



	MO→RISK→ROE
	0.094 **
	0.013
	0.014
	0.783
	0.079 ***
	0.001



	IO→RISK→ROE
	−279 ***
	0.002
	−0.87
	0.304
	−198
	0.111



	GO→RISK→ROE
	0.102
	0.285
	0.177 **
	0.015
	−085
	0.111



	FO→RISK→ROE
	−186
	0.600
	−185 ***
	0.001
	−0.00
	0.994



	BH→RISK→ROE
	0.134 **
	0.013
	0.038
	0.622
	0.101**
	0.020



	REM→RISK→ROE
	−235 ***
	0.009
	−396 ***
	0.001
	0.160
	0.110



	BS→RISK→ROE
	−254 ***
	0.000
	−229 ***
	0.002
	−0.23
	0.500



	BI→RISK→ROE
	0.104
	0.185
	−0.69
	0.373
	0.174 ***
	0.001



	ACI→RISK→ROE
	0.027
	0.715
	−0.86 **
	0.029
	0.114 ***
	0.002



	DUO→RISK→ROE
	−0.37
	0.628
	−0.49
	0.295
	0.016
	0.630



	MO→RISK→EPS
	0.000
	0.998
	−0.51
	0.484
	0.047 ***
	0.001



	IO→RISK→EPS
	−527 ***
	0.000
	−421
	0.322
	−119
	0.111



	GO→RISK→EPS
	−0.29
	0.732
	0.000 ***
	0.000
	−0.51
	0.111



	FO→RISK→EPS
	−284
	0.139
	−282 ***
	0.001
	−0.00
	0.994



	BH→RISK→EPS
	0.224 ***
	0.006
	0.174
	0.280
	0.060 **
	0.020



	REM→RISK→EPS
	−073
	0.362
	−170 ***
	0.003
	0.096
	0.110



	BS→RISK→EPS
	−228 *
	0.089
	−245 ***
	0.001
	−0.14
	0.500



	BI→RISK→EPS
	−154
	0.280
	−254
	0.173
	0.104 ***
	0.001



	ACI→RISK→EPS
	0.199 ***
	0.002
	0.134 **
	0.027
	0.068 ***
	0.002



	DUO→RISK→EPS
	0.173
	0.110
	0.171 **
	0.043
	0.009
	0.630







* p < 0.05, ** p < 0.01 and *** p < 0.001.
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Table 5. Results of structural equation modeling-insurance companies.
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	PATH
	Direct Effect without Mediator

(Estimate)
	Direct Effect without Mediator

(p-Value)
	Direct Effect with Mediator

(Estimate)
	Direct Effect with Mediator

(p-Value)
	Indirect Effect

(Estimate)
	Indirect Effect

(p-Value)





	MO→RISK→ROA
	−0.24
	0.742
	−0.60
	0.367
	0.013
	0.742



	IO→RISK→ROA
	−0.47 **
	0.027
	0.110
	0.560
	−0.86
	0.400



	GO→RISK→ROA
	0.201
	0.610
	0.096 *
	0.052
	−0.22
	0.369



	FO→RISK→ROA
	0.044
	0.454
	−0.17
	0.601
	0.056 ***
	0.005



	BH→RISK→ROA
	0.195 **
	0.022
	−341
	0.100
	0.175
	0.614



	REM→RISK→ROA
	−122
	0.104
	−0.83
	0.321
	−0.36
	0.307



	BS→RISK→ROA
	0.067
	0.340
	−193
	0.200
	0.261
	0.110



	BI→RISK→ROA
	0.117
	0.136
	0.275 ***
	0.001
	−169
	0.133



	ACI→RISK→ROA
	0.015
	0.862
	−0.78
	0.218
	0.109
	0.342



	DUO→RISK→ROA
	−119
	0.177
	−0.44
	0.456
	0.009
	0.628



	MO→RISK →ROE
	−0.12
	0.869
	−045
	0.386
	0.006
	0.747



	IO→RISK→ROE
	0.079
	0.375
	0.089
	0.257
	−0.37
	0.150



	GO→RISK→ROE
	0.283
	0.102
	0.141*
	0.078
	−0.09
	0.379



	FO→RISK→ROE
	0.129 **
	0.023
	0.099 ***
	0.005
	0.024 **
	0.017



	BH→RISK→ROE
	0.313 ***
	0.000
	−354
	0.100
	0.075
	0.120



	REM→RISK→ROE
	0.009
	0.898
	0.029
	0.631
	−0.15
	0.317



	BS→RISK→ROE
	−0.66
	0.299
	−178
	0.900
	0.112
	0.210



	BI→RISK→ROE
	0.184 **
	0.016
	0.245 ***
	0.001
	−072
	0.210



	ACI→RISK→ROE
	0.066
	0.420
	0.039
	0.591
	0.047
	0.140



	DUO→RISK→ROE
	−212
	0.130
	−115
	0.154
	0.004
	0.637



	MO→RISK→EPS
	−0.39
	0.583
	−0.84
	0.130
	0.002
	0.775



	IO→RISK→EPS
	0.105
	0.243 *
	0.077
	0.352
	−014
	0.288



	GO→RISK→EPS
	0.231
	0.900
	0.000 ***
	0.000
	−004
	0.599



	FO→RISK→EPS
	0.040
	0.482
	0.022
	0.518
	0.009
	0.288



	BH→RISK→EPS
	0.263***
	0.002
	0.236 **
	0.017
	0.029
	0.285



	REM→RISK→EPS
	0.028
	0.698
	0.041
	0.612
	−0.06
	0.528



	BS→RISK→EPS
	−0.59
	0.356
	−102
	0.175
	0.043
	0.285



	BI→RISK→EPS
	0.288 ***
	0.000
	0.295 ***
	0.001
	−0.28
	0.285



	ACI→RISK→EPS
	0.157 *
	0.057
	0.145 *
	0.050
	0.018
	0.287



	DUO→RISK→EPS
	−125
	0.147
	0.030
	0.677
	0.002
	0.733







* p < 0.05, ** p < 0.01 and *** p < 0.001.
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Table 6. Results of structural equation modeling-investment banks.
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	PATH
	Direct Effect without Mediator

(Estimate)
	Direct Effect without Mediator

(p-Value)
	Direct Effect with Mediator

(Estimate)
	Direct Effect with Mediator

(p-Value)
	Indirect Effect

(Estimate)
	Indirect Effect

(p-Value)





	MO→RISK→ROA
	0.136 **
	0.014
	0.079
	0.395
	0.057 **
	0.024



	IO→RISK→ROA
	−007 ***
	0.009
	−105
	0.498
	0.112
	0.130



	GO→RISK→ROA
	−042 ***
	0.007
	0.056
	0.340
	−104
	0.240



	FO→RISK→ROA
	0.055 *
	0.023
	−172
	0.910
	0.117
	0.159



	BH→RISK→ROA
	0.080 ***
	0.005
	−131
	0.447
	0.213 ***
	0.001



	REM→RISK→ROA
	−173 **
	0.044
	−083
	0.444
	−090
	0.241



	BS→RISK→ROA
	−063
	0.370
	−061
	0.379
	−003
	0.878



	BI→RISK→ROA
	−067
	0.425
	0.088
	0.376
	0.022
	0.350



	ACI→RISK→ROA
	0.022
	0.830
	−019
	0.802
	0.041*
	0.081



	DUO→RISK→ROA
	0.035
	0.665
	0.054
	0.566
	−019
	0.442



	MO→RISK→ROE
	0.219
	0.128
	0.194 **
	0.041
	0.024
	0.107



	IO→RISK→ROE
	0.091
	0.449
	0.043
	0.781
	0.048 *
	0.093



	GO→RISK→ROE
	0.027
	0.690
	0.066
	0.155
	−044
	0.104



	FO→RISK→ROE
	−008
	0.926
	−058
	0.437
	0.050 *
	0.084



	BH→RISK→ROE
	−262
	0.570
	−351
	0.304
	0.091 *
	0.085



	REM→RISK→ROE
	−072
	0.400
	−034
	0.769
	−039
	0.805



	BS→RISK→ROE
	−067
	0.343
	−066
	0.346
	−001
	0.851



	BI→RISK→ROE
	0.032
	0.703
	0.023
	0.823
	0.009
	0.386



	ACI→RISK→ROE
	−050
	0.565
	0.039
	0.482
	0.018
	0.508



	DUO→RISK→ROE
	0.026
	0.748
	−115
	0.667
	−008
	0.160



	MO→RISK→EPS
	0.140
	0.113
	−084
	0.184
	0.016
	0.269



	IO→RISK→EPS
	0.140
	0.240
	−108
	0.374
	0.032
	0.255



	GO→RISK→EPS
	−020
	0.771
	0.000 ***
	0.000
	−030
	0.269



	FO→RISK→EPS
	0.005
	0.952
	−029
	0.665
	0.033
	0.249



	BH→RISK→EPS
	−074
	0.577
	−131
	0.315
	0.061
	0.249



	REM→RISK→EPS
	0.185 ***
	0.028
	−161
	0.506
	−026
	0.248



	BS→RISK→EPS
	0.016
	0.813
	0.017
	0.775
	−001
	0.861



	BI→RISK→EPS
	−204
	0.130
	−209
	0.404
	0.006
	0.512



	ACI→RISK→EPS
	0.025
	0.771
	0.013
	0.915
	0.012
	0.306



	DUO→RISK→EPS
	−138 *
	0.086
	−134
	0.181
	−005
	0.596







* p < 0.05, ** p < 0.01 and *** p < 0.001.
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