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Abstract

The study investigates the association between board independence, directors' ownership, and
organisational profitability. To illustrate the links, the case of listed nonfinancial enterprises on
the Dhaka Stock Exchange between 2015 and 2019 is examined. To effectively manage the concern
of endogeneity, the generalized method of moments (GMM) is used as the econometric technique
in this research. The study reveals that board independence has a negative and significant effect
on profitability, however, the effect of directors' shareholdings on the same is positive and
significant. Further to this, the study finds that ownership of directors positively moderates the
adverse effect of board independence on organisational performance. The outcome of this study
suggests that the influence of a certain governance component may behave differently depending
on the power of ownership concentration.
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1. INTRODUCTION

The premise of the impact of independent directors (IDs) on business value has received
considerable attention lately (Fan et al., 2020). Despite the voluminous studies on outside
directors, the link with the profitability of the firms is found to be heterogeneous. Lee et al (2020)
contend that the inconclusiveness in the relationship between board independence and
performance lies, among others, due to the ownership structure of the firms. Although a plethora
of applied studies is conducted on the effect of corporate governance (CG) arrangements (such
as the size of the board, directors’ independence, and CEO duality) and profitability of firms,
literature relating to the mediating or moderating effect of the ownership concentration on the
performance is scarce (Guizani, 2013; Kouki and Guizani, 2015). In this vein, Carpenter et al (2004)
assert, that empirical studies that overlook intervening effects are not valued by researchers.
Therefore, the purpose of this research is to examine the moderating influence of the substantial
shareholdings held by the directors. in the vein of independence-performance nexus.

Heugens et al (2009) assert that CG theories aim to demonstrate how directors and/or
management influence organizational behaviour and serve as a protection for shareholders
seeking a return on their investment. In a similar spirit, agency theory contends that the board
should oversee the executives' activities and whether the managers are effectively serving the
welfare of the shareowners (Fama and Jensen, 1983). An efficient governance instrument at this
point could be to appoint independent directors to boards. Because they may monitor board
decisions, outside board members can guarantee that the supreme authority's activities are
designed to protect the interests of the shareholders (Khan, 2010; Tauringana and Chithambo,
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2015). By questioning a firm's internal choices and upholding the duties imposed on them, these
external directors can establish oversight within a business and improve its financial performance
(Puni and Anlesinya, 2020; Young, 2000). Stewardship theory rejects the presence of outside
directors for monitoring reasons, which is a juxtaposition to the agential approach (Rashid, 2015).
One of the main reasons why insiders are preferred over outsiders, according to Fama and Jensen
(1983), is due to the fact that the former have easy access to information, which makes them more
dominating than the latter. Insiders always look out for the interests of the firm since they are
viewed as its custodians (Goel et al., 2022). As a result, inner directors are more capable of making
decisions than outside executives (Donaldson and Davis 1991; Nicholson and Kiel 2007), which
aids them in effectively carrying out managing obligations (Baysinger and Hoskisson, 1990).

The ownership structure of a company can be a significant factor in CG (Desender, 2009). In order
to safeguard their personal financial interests, the majority of investors have a strong motivation
to oversee the company's upper leadership, which ultimately lessens agency conflict (Shleifer and
Vishny, 1986). Large investors have more access to internal information when they participate in
decision-making through their directorship roles, which enables them to make better choices
(Singh et al., 2018). Consequently, directors, with their significant shareholdings, are more
inclined to formulate strategies that enhance firm performance.

Bangladesh is an interesting case of CG studies since, similar to the other developing countries,
it is endowed predominance of shareholders concentration (Islam, 2022). The study finds that IDs
negatively affect firm performance. Director ownership, on the other hand, shows a positive
correlation with profitability. Additionally, it reports that directors with their major
shareholdings moderates the negative impact of board independence. The moderating effect of
directors' shareholdings on board independence has received a scant amount of attention
in research, which ultimately influences business performance, and thus, is still an under-
researched area. This study makes a contribution to the existing body of research in two different
ways. First, unlike other CG studies in Bangladesh, it analyses the independence-performance
nexus with the moderation effect of the shareholding concentration of the directors. Second, in so
doing, it employs the dynamic panel data estimation technique, which effectively accounts for
endogeneity issues that may arise in CG research.

The study’s remaining sections are organised as follows: The second section delineates the
literature review and hypothesis development; the third section details the methodology used;
the fourth section outlines the results of key empirical analysis; the fifth section outlines model
sensitivity and robustness checks; finally, the sixth section concludes the study with direction for
future research.

2. LITERATURE REVIEW

The CG codes of Bangladesh identify ID as a non-executive director who does not have any
financial ties to the firm. Additionally, their family members as a director are entitled to hold at
most one per cent of the entire paid-up capital of a firm. However, a cultural trait observed in
emerging economies suggests notwithstanding the fact that their close contact with in-house
directors may limit disagreement in decision-making if the outsiders hold prior relationship
(Singh et al., 2018). Agency theory and stewardship theory, two schools of thought in CG
research, hold opposing opinions on the issue of whether board independence, as measured as a
proportion of independence, affects business performance. According to agency theory, external
independent directors can perform critical oversight duties toward resolving management-
shareholder agency disagreements (Bathala and Rao, 1995). Moreover, as a member of the board,
independent directors can operate as dependable and impartial agents for the parties that rely on
managerial and directorial decisions. Furthermore, outside directors can monitor board decisions
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and actions made by senior officials to put the interests of the shareholders first because they
have no financial stake in the firm (Bose et al., 2017; Khan, 2010; Tauringana and Chithambo,
2015). Being outsiders, independent directors have no connection with the internal management
of the companies, which motivates them to perform assigned responsibilities and enhance the
profitability of firms (Puni and Anlesinya, 2020). Considering the agential perspective, BSEC in
Bangladesh also included the condition of incorporating independent members into the board in
both the guidelines.

In stark contrast to the agency view, according to Davis et al (1997) and Donaldson and Davis
(1991), the stewardship theory posits that the managers (also known as agents) are self-driven
and supposed to take actions that best serve the interests of the principals (also known as
shareholders). In addition, Davis et al (1997) suggest that the top management and the internal
directors would collaborate since they share a common goal. Due to the fact that internal directors
spend a great lot of time engaging with the routine tasks of corporations (Donaldson and Davis,
1991, 1994), they are much more knowledgeable about the firms' operations than
outside directors (Booth and Deli 1996). Because independent directors lack access to secret
information from executive directors, they are unable to adequately perform their monitoring
activities (Saravanan et al., 2021). Therefore, it magnifies agency problems, which eventually
deteriorates the firm performance (Kyere and Ausloos, 2020).

The research outcomes on the relationship between board independence and firm profitability
demonstrate heterogeneous outcomes. Research documents an optimistic link between outsiders’
participation as directors and profitability in the advanced (Reguera-Alvarado and Bravo, 2017)
as well as the emerging countries (Liu et al., 2015). Another line of study demonstrates
an inverse correlation between the ratio of board independence and the business performance
of Indian firms (Mishra, 2020) and of Australian firms (Shan, 2019). Notwithstanding, depending
on the familial relationships in Bangladesh (Rashid, 2018), where family and business networks
prevail, most board members are appointed rather than elected (Uddin and Choudhury, 2008).
Even political ties are given preference when it comes to being on the board, particularly for
businesses that are supported by the government (Khatun, 2013). Eventually, the existence of
independent directors in this situation can only be viewed as ratifying the wishes of the largest
shareholders. Based on the review of the literature and the current scenario in Bangladesh, the
study postulates that:

Hypothesis 1: There exists a negative relationship between the ratio of board independence and
organisational profitability.

Kao et al (2019) claim that the degree of ownership concentration is a critical component in
determining the standard of CG. The multiplicity of a company's ownership can affect the
effectiveness of CG as a controlling device (Cho and Kim, 2007); hence, the ownership structure
is an essential aspect of CG study (Shleifer & Vishny, 1986). Managerial ownership is viewed as
one of the prime internal governance mechanisms that can alleviate the conflict of interest
between management and shareholders (Jensen and Meckling, 1976). Directorial stake in the total
shareholdings accounts for a majority of the shareholdings, which is termed ownership
concentration. Concentrated ownership, according to Burkart et al (2003), may encourage self-
interested behaviour at the cost of minority investors. Large shareholders, however, should have
the ability and incentive to monitor corporate management (Darko et al., 2016). Moreover,
companies with concentrated ownership have fewer shareholders, which eventually minimises
agency costs (Al-Najjar and Abed, 2014). Darko et al (2016) for the Ghanaian companies report
that the organisational profitability is positively correlated with stock concentrated ownership.
Rashid (2020) in another study reports that director shareholdings significantly and positively
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affect both ROA (accounting measure) and Tobin’s Q (market measure). Considering the review
of the literature, the study conjectures that:

Hypothesis 2: There exists a positive relationship between the proportion of director shareholdings and
organisational profitability.

Singh et al (2018) contend that shareholdings with the hands of a few could control the
governance metrics, such as board independence among others, through its resource
provisioning and board monitoring functions. According to the agency theory, directors can also
be seen as effective watchdogs of managerial operations due to their substantial shareholdings'
potential for increased rewards (Shleifer and Vishny, 1986). Following this, it has been noticed
that these businesses are extremely careful in their decision-making because of the large
investments made on the part of inside directors. Additionally, the combination of management
and the owner may lessen managerial opportunism (Demsetz and Lehn, 1985), which in turn may
lessen the negative effects of board independence and moderate this connection favourably.
Therefore, the study further assumes that:

Hypothesis 3: The proportion of directors’ ownership positively moderates the tie between the ratio of board
independence and organisational profitability.

3.METHODOLOGY
3.1. Data

All of the firms in the sample are publicly traded on Bangladesh's premier stock market, the
Dhaka Stock Exchange (DSE), between the years 2015 and 2019. Data of 173 firms about company
boards, ownership structures, and accounting information, among other things, are extracted
from annual reports. The DSE Monthly Review is the source of information on market
capitalization and directorships as of the end of the year, while the DataStream database is used
for daily stock price information.

3.2.Variables
3.2.1 Predictor Variable

An accounting performance metric, Return on assets (ROA), serves as a predictor of the study.
There are various methods, like Tobin's Q, to gauge a company's success on the market. However,
accounting measures, particularly ROA, are preferred to Tobin's Q as a measure of firm
performance because agency theory suggests that managers spend more of the shareholders'
money, which may affect the level of accounting profit in an organization. Therefore, ROA is used
as the performance metric for this study in line with Mishra (2020) and Shan (2019). Earnings
before interest and taxes (EBIT) are divided by the balance sheet figure of total assets to get the
return on assets (ROA).

3.2.2 Independent Variables

To test the hypotheses outlined above, the proportion of independent board members is the main
variable of interest. Board independence indicated as BoardIND, is the number of outside
independent members who hold directorial positions in the board scaled by the total number of
directors (Liu et al., 2015). The second explanatory variable of the study is directors’ shareholding,
denoted as DirShare, which is calculated as the number of shares owned by the directors of a
company scaled by the total number of shares outstanding (Kanakriyah, 2021; Shukeri et al.,
2012).

3.2.3 Control Variables
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Several other predictors (also known ascontrol variables)that impact corporate
profitability have also been well-documented in CG studies. Following prior studies on CG
research (Mishra, 2020; Muttakin et al., 2015; Pillai and Al-Malkawi, 2018; Rashid, 2018), the study
includes FirmSize (natural logarithm of total assets), Leverage (total amount of debt divided by
the book value of total assets), FirmAge (natural logarithm of the number of years since the firm
is listed on the stock exchange), and Volatility (daily stock price volatility) as control variables.
Lastly, industry and year covariates are incorporated into the models to account for the industry-
and company-specific influences on profitability.

3.3. Econometric Model

According to studies (such as Islam, 2020; Wintoki et al., 2012), the nexus between the governance
components and firm profitability is dynamic. It implies, past performance as well as board,
ownership, and corporate characteristics influence the profitability of the current year. This
supports the assertion made by Blundell and Bond (1998) and Arellano and Bond (1991) that
explanatory factors are not entirely independent of the dependent variable's historical value. To
test the aforementioned hypotheses, the following empirical models have been developed:

ROAit = a + 0ROA. -1 + BiDirShare + B2BoardIND + BsCEOdual + (3sBoardSize + BsFirmAge +
prFirmSize + BsFiAGE + [3sLeverage + [10Volatility + year dummies + industry dummies
+Ni+ Vit 1)

ROAit = a + dROAit -1 + BiDirShare + (32BoardIND + PsDirShare*BoardIND + B+CEOdual +
PsBoardSize + BeFirmAge + 37FirmSize + BsFiAGE + [BsLeverage + BwVolatility + year
dummies + industry dummies +1i + vit 2)

3.4. Study Methodology

This study employs the Generalised Method of Moments (GMM), a dynamic panel estimate
method, to examine the relationship between CG practices and organisational performance. This
econometric technique tackles the challenges emerging from any possible link between current
and prior year CG practices and company performance. To eliminate the issue of static
estimation, GMM employs lagged dependent variables as regressors. OLS and fixed effects have
long been used to quantify performance in CG research. OLS is incapable of addressing any
endogeneity variations (Schultz, et al., 2010). In addition, the coefficient of the lagged dependent
variable is negatively skewed in fixed effect models due to their inability to account for all kinds
of endogeneity (Hillier et al., 2011).

Utilizing instruments, the two-stage least square approach is a popular estimate methodology
that addresses endogeneity. Nonetheless, it is extremely difficult, if not impossible, to locate
applicable instruments for many variables. In the area of CG research, there remains a limited
number of available instruments (Nguyen et al., 2014). In this line, Roodman (2009) demonstrates
that GMM is effective when it is challenging to locate external instruments to address
endogeneity. In addition, Schultz et al (2010) argue that the GMM estimator effectively
controls the significant categories of endogeneity. It also successfully handles heteroscedasticity
and autocorrelation (Singh et al., 2018), whereas typical error computations may have a
downward bias (Roodman, 2009). In the equations, the 'small' sub-option of Windmeijer (2005) is
used to adjust for the finite sample covariance matrix in order to account for any potential
downward bias.

Two post-estimation tests, including the second-order autocorrelation, AR (2), and the Hansen ]
statistic of over-identifying restrictions, are performed after the regression is estimated using
GMM. All of the test findings suggest that the models are generally accurate.
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4. RESULTS AND DISCUSSION
4.1. Correlation Matrix

Pearson’s pairwise correlation coefficient is presented in Table 1. From the table, it is found that
BoardIND is positively and significantly related to DirShare and FirmSize, while it is negatively
associated with CEODual, BoardSize, Leverage and Volatility. DirShare has a negative significant
association with FirmAge and Leverage. It indicates that a larger proportion of independent
directors can effectively minimise the dominance of dual leadership roles and can lessen the level
of stock return volatility and debt burden. Moreover, outside directors dominate firms with
higher directors’ shareholdings. Moreover, Variance Inflation Factor (VIF) was also calculated as
an alternative measure of multicollinearity. From the table, it is seen that the VIFs for explanatory
variables span between 1.04 and 1.52. In order to avoid multicollinearity, according to Gujarati
(2003), the VIF values should not exceed 10. Therefore, it can be argued that there is no concern
about severe multicollinearity problems for the models.

Table 1. Pearson’s Correlation Matrix

Variables DirShar  BoardIN CEOdua BoardSiz FirmAg FirmSiz Leverag  Volatilit
e D 1 e e e e y

DirShare 1.000

BoardIN 0.139***  1.000

D

CEODual -0.041 -0.103*** 1.000

BoardSiz  0.001 -0.183*** -0.033 1.000

e

FirmAge -0.159"** 0.014 0.100***  -0.005 1.000

FirmSize  0.003 -0.030*** -0.064** 0.289*** -0.297%**  1.000

Leverage -0.047* -0.137*** 0.032 0.021 0.242%**  -0.116*** 1.000

Volatility ~ -0.033 -0.278*** 0.123*** -0.146*** 0.142%** - 0.1968***  1.000
0.4818**
*

VIF 1.06 1.20 1.04 1.17 1.22 1.52 1.11 1.45

4.2 Multiple Regression Results

Table 2 displays regression results using fixed effect and GMM estimation for two models, first
without interaction effect and the other with it. For GMM models, 1-year lagging company
performance is found to have a positive and statistically significant connection, suggesting that
last year's profitability has a considerable effect on the current year's profitability.

BoardIND was significantly associated with ROA at p<0.05 across all the models, demonstrating
a negative effect. This outcome is at par with the earlier research of Fan et al. (2020) and Goel et
al. (2022) who tested a similar connection and reported that the ratio of board independence had
a negative influence on organisational performance. The outcome thus supports the stewardship
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view that inside directors perform better than outsiders in attaining firm profitability. They claim
that an unqualified outside director is one of the plausible reasons that thwart the benefits of
board monitoring. It indicates that the dominance of large shareholders and with less stringent
professional qualifications required for the IDs decrease firm profitability in Bangladesh.
Therefore, hypothesis 1 relating to BoardIND is supported.

On the contrary, DirShare was found significantly positive with respect to the profitability of the
firms at p<0.01 for all the models. Therefore, the outcome of this research is consistent with the
verdicts of Darko et al (2016) for the corporate firms of Ghana that directorial ownership
positively affects organisational performance. Thus, hypothesis 2 is supported.

In a study on listed companies on the bourse of Hong Kong, Cheng et al (2012) claim that the
moderating role of higher ownership concentration and board independence jointly influence
ROA positively, although the impact of BoardIND solely demonstrated a negative association
with profitability. Therefore, this moderation effect offsets the negative impact of the outside
directors and the joint effect of both becomes positive. This finding is similar to the claim of Singh
et al. (2018), who found the same for another developing nation.

Table 2. Regression Results

Variables Fixed Effect GMM
) @ 3) @
DirShare 0.121*** 0.071*** 0.058*** 0.047***
(3.34) (4.15) (9.038) (5.575)
BoardIND 0.022** -0.087*** -0.048*** -0.072%**
(2.47) (-2.66) (-3.669) (-3.587)
DirShare*BoardIND 0.041*** 0.092**
(3-89) (2.465)
CEODual -0.021*** -0.018*** -0.006** -0.005*
(-4.10) (-3.44) (-2.239) (-1.880)
BoardSize 0.030 0.004 0.020%** 0.021%***
(1.58) (1.32) (3.973) (4.732)
FirmAge 0.004** 0.003 0.001 0.002
(2.16) (0.53) (0.715) (1.214)
FirmSize 0.008*** 0.008*** -0.000 -0.001
(3.86) (5.61) (-0.273) (-0.689)
Leverage -0.070** -0.072* -0.019* -0.021*
(-3.09) (-12.65) (-4.270) (-5.359)
Volatility 0.001** -0.018** -0.021*** -0.020%**
(2.10) (-2.49) (-3.773) (-3.940)
L.ROA 0.727*** 0.728***
(39.605) (38.670)
Specification tests
AR (2) 0.150 0.144
Hansen test (p-value) 0.121 0.209

4.3.Sensitivity Analysis and Robustness Checks

A couple of other tests are conducted to investigate the impact of the explanatory power of the
explanatory variables. First, an OLS estimation was conducted to validate the test results of the
base models. The results for independent directors, directors” ownership, and the moderation
effect between these two were qualitatively and quantitatively similar. Second, this study further
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estimates the initial outcomes by employing an alternative proxy of board independence. In this
instance, the number of independent directors. The results reported in this case are identical to
the prior models that used proportionate independent directors both in terms of magnitude and
level of significance.

5. CONCLUSION

The research adds to the limited body of work on the moderating effect of the ratio of outside
independent directors and ownership of directors, particularly in a context of a developing
economy. Moreover, only a handful of studies use the GMM estimation to address the
moderation agenda on firm profitability. Therefore, the results of this study can be used as a
template for other emerging markets with similar institutional dynamics.

This research investigates the directors’ independence, director ownership and organisational
profitability as measured by ROA. In finding this association, the study employs both static and
dynamic estimation. It finds that outside directors had an adverse impact on ROA, which is
congruous to the assumptions of stewardship theory and supports the hypothesis. This outcome
of the research implies that inside directors are more capable of contributing to the performance
of the companies than the companies having more outside independent directors. Moreover,
appointing IDs based on familial relationships, and in some instances, political considerations
may jeopardise companies’ goals. Therefore, appointing board members who are not connected
to family might work as a panacea in this case (Islam et al., 2022). The study additionally reports
that directorial ownership positively and significantly affects firms” profitability. Further to this,
the interaction effect board independence and directors’ shareholdings positively and
significantly affect firm performance. It indicates that the negative effect of outside directors can
be moderated positively by directorial ownership. Supplementary consideration should also be
given to measuring the moderating influence of ownership concentration and other CG
characteristics, such as board size, CEO duality, and audit quality, on other company outcomes,
such as firm value and firm risk.
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