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Abstract— The aim of the present paper is to assess the 

impact of corporate governance on the financial performance 

of firms listed on the London Stock Exchange. A sample of 

64 companies is analysed using univariate and multivariate 

techniques. The results provide some support for corporate 

governance practices to enhance performance. Most notably, 

the overall effect of corporate governance on firm 

performance is positive. Higher values of the Corporate 

Governance Index estimated by the Institute of Directors 

were associated with superior accounting and market 

performance. The results are in line with the existing 

empirical studies and agree with the agency theory. 
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I. INTRODUCTION 

Corporate governance is understood as the monitoring and 

control mechanisms employed to reduce the conflict of 

interest between owners and managers (Domadenik et al., 

2016). It can be beneficial for all stakeholders to better 

understand the role of specific measures and practices as 

corporate governance is widely suggested to enhance 

financial performance (Claessens and Yurtoglu, 2013; 

Bhagat and Bolton, 2014). With the established design of 

executive pay being suggested to contribute to the financial 

crisis of 2007-2008 (Cheng et al., 2015), investigating 

managerial incentives may be crucial for enhancing global 

financial stability. This suggests that additional research of 

the governance-performance nexus can be important for 

improving on the established policies and evaluating the 

applicability of existing theories. In addition, weak corporate 

governance practices have been associated with social 

irresponsibility, corporate fraud, and the development of the 

recent financial crisis of 2007-2008 (Peni and Vahamaa, 

2012; Cheng et al., 2015; Belhaj and Mateus, 2016). It has 

been argued that banks’ financing decisions and risk 

management are linked to the failures of the corporate 

governance system. As such, further examining the 

governance-performance nexus can be important for 

improving economic stability. 

II. LITERATURE REVIEW 

A. Principal-Agent Theory  

The principal-agent theory is the most prominent 

framework for describing the owner-manager 

relationships. Control over the firm is delegated by the 

shareholders to the managers who act as agents for the 

owners (Aghion and Bolton, 1992). The theory argues that 

there exists a conflict of interests between the 

shareholders and the agents (Alchian and Demsetz, 1972). 

From this perspective, interests of individuals widely vary 

as the managers would seek to enhance their own wealth 

regardless of the impact on shareholders (Jensen and 

Meckling, 1976). As such, existing agreements within the 

firm are aimed at reducing the influence of such 

opportunistic behaviour on the wealth of the owners as 

well as other stakeholders including customers, suppliers, 

and creditors. Thus, corporate governance practices are 

directed at minimising the impact of the agency costs on 

the wealth of the principals. 

B. Stewardship Theory and Stakeholder Theory 

In contrast with the agency perspective, the stewardship 

theory posits that managers are stewards of the owners and 

would not act at their expense (Donaldson and Davis, 

1991). This view is grounded in social psychology as it 

assumes that managers have a sense of duty with regards 

to the firm and would be satisfied with following corporate 

objectives. Consequently, the managers would not act out 

of self-interest but rather make decisions that are 

beneficial to the shareholders’ wealth in the long run 

(Davis et al., 1997). 

C. Resource Dependency Theory 

The resource dependence theory focuses on how the 

company’s success can be influenced by the firm’s 

connections and available outside resources (Castañer 

and Kavadis, 2013). It is argued that firms would benefit 

from actively seeking out such resources. Independent 

directors may serve as a crucial link between the firm 

and external resources (Gonzalez and Garcia-Meca, 

2014). In particular, this could facilitate access to the 

existing networks of businesses (Williamson, 1985).  

 This has direct implications for how corporate 

governance practices may affect financial performance 

(Claessens and Yurtoglu, 2013). A board with a greater 

number of outside directors would allow for easier 

access to external resources (Carpenter and Yermack, 

2013). Therefore, an increase in financial performance 

would be largely driven by the facilitated access to 

knowledge and capital rather than a reduction in agency 

costs (Nicholson and Kiel, 2007). 

D. Hypothesis Development  

The review of relevant literature leads to the development 

of hypotheses. General considerations regarding the conflict 

of interests between owners and managers suggest that 

stronger corporate governance would improve financial 

performance. The agency costs would be minimised as the 

managers would be restricted in their ability to destroy value 

(Achchuthan and Rajendran, 2013). As both controlling and 
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rewarding practices appear to be important in encouraging 

behaviour that is beneficial for the firm, it could be argued 

that the overall quality of corporate governance would 

enhance performance (Vallascas and Hagendorff, 2013). 

The following hypothesis can then be formulated: 

H3: Overall quality of corporate governance has a positive 

impact on financial performance. 

III. RESEARCH METHODOLOGY 

The study follows a positivist research philosophy and relies 

quantitative research of data. This approach can be especially 

appropriate for objectively investigating the governance-

performance nexus based on observations and statistical 

inference. Positivism highlights an unbiased exploration of 

data using quantitative methods which may reduce the impact 

of subjective interpretation and researcher bias (Creswell and 

Creswell, 2018). The present research follows similar studies 

in using the deductive approach to formulate hypotheses from 

established theories. This ensures that the paper is grounded 

in the existing research and facilitates comparison to similar 

literature. The present study uses research of secondary data 

as it can be more reliable and extensive (Khan et al., 2014; 

Saunders et al., 2016; Iqbal et al., 2019). In addition, this 

allows for better reproducibility. The data is analysed using 

the STATA statistical software. 

A. Sample and Data 

The study aims to assess the influence of corporate 

governance on the financial performance of firms listed on 

the London Stock Exchange. The sample of examined firms 

includes 64 companies for which all the required data is 

available. This includes the Corporate Governance Index 

estimated by the Institute of Directors and financial 

variables. The sample includes both financial and non-

financial companies. All data is retrieved from Thomson 

One Banker and companies’ annual reports with the 

exception of the Corporate Governance Index. The index is 

obtained from the report published by the Institute of 

Directors (IOD, 2018). The study utilises cross-sectional 

data for the latest period available. In particular, the 

information retrieved from the Thomson One Banker 

service is based on the 2017-2018 financial year. Panel data 

is not used due to the limited availability of time series data 

for the corporate governance variables. To reduce the 

influence of volatility of accounting-based performance 

indicators on the validity of the analysis, five-year averages 

are used for such measures as ROE and ROA.  

1) Variables 

The list of variables used in the study is presented in Table 

1. 

Variable Definition 

Dependent variables 

Return on Equity 

(ROE) 

Ratio of net income to shareholders’ 

equity, %, five-year average 

Return on Assets 

(ROA) 

Ratio of net income to total assets, %, 

five-year average 

Market-to-book 

ratio (M/B) 

Ratio of the firm’s market 

capitalisation to its book value 

Explanatory variables 

Corporate 

Governance 

Index (CGI) 

Aggregate Corporate Governance 

Index estimated by the IoD (IOD, 

2018) 

Control variables 

Firm size (SIZE) 
Natural logarithm of total assets (in 

$mil) 

Leverage (DE) 
Debt-to-equity ratio (total debt to 

common equity), % 

Financial sector 

(FIN) 

Dummy variable taking value of 0 if 

the firm is non-financial and 1 

otherwise 

Table I: List of Variables 

 Financial performance is represented by three 

indicators, namely return on equity (ROE), return on assets 

(ROA), and the market-to-book ratio (M/B). This follows the 

use of both accounting-based measures and market-based 

measures of performance in similar studies (Laoworapong et 

al., 2015). The present research uses ROA and ROE as the 

data is readily available for all firms, and the measures can be 

used to investigate the link between compensation structure 

and short-term performance (Peters and Bagshaw, 2014). 

These measures are complemented by the use of the market-

to-book ratio to reduce the impact of potential manipulation 

of accounting-based indicators by the managers (Danoshana 

and Ravivathani, 2013; Al-Ghamdi and Rhodes, 2015). 

IV. RESEARCH ANALYSIS 

A. Univariate Analysis 

The univariate analysis uses two-sample tests for examining 

the difference in means. This allows to determine whether 

there is discrepancy in financial performance between firms 

with weaker and stronger corporate governance. Sets of 

tests consist of a parametric and a non-parametric test for 

each of the performance measures examined in the study. 

As such, for each corporate governance indicator a total of 

six tests are performed corresponding to the three 

performance measures, namely ROA, ROE, and the market-

to-book ratio, and two types of tests. The parametric and 

non-parametric tests used are the unpaired t-test and the 

Wilcoxon rank sum test. A two-sample t-test for the 

difference in means with unequal variances is used as the 

parametric test. The null hypothesis is that the means of the 

populations are equal, while the alternative hypothesis is 

that the means are not equal (Hamilton, 2013). The t-test is 

relatively robust to slight deviations from normality for 

larger sample sizes (Bluman, 2009). However, this may be 

less appropriate for investigating accounting-based 

performance although the impact of volatility of such 

measures as ROE is partially reduced by using average 

values for the last five years. In addition, the overall sample 

size is relatively small which may suggest that using a non-

parametric test may improve the validity of the analysis 

(Wooldridge, 2015). In particular, the t-test may have lower 

statistical power for data that significantly deviates from 

normality (Hamilton, 2013). 

 The Wilcoxon rank sum test is used to complement 

the t-test. The null hypothesis for the former test is that the 

populations come from the same distribution (Lind et al., 

2015). The alternative hypothesis is that the distributions are 

not equal. The Wilcoxon ran sum test is non-parametric and 
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relaxes the assumption of normality of the data (Hamilton, 

2013). In particular, it can be more appropriate to use a non-

parametric test for examining accounting performance 

measures as their distribution may have significantly 

heavier tails compared to a normal distribution. The 

Wilcoxon rank sum test ranks the data, with the null 

hypothesis of equal distributions being equivalent to the 

ranks being evenly distributed between the analysed 

samples (Lind et al., 2015). The alternative hypothesis of 

unequal distributions will then correspond to one of the 

samples having a greater number of high ranks and a larger 

rank sum. A significant discrepancy in ranks of a 

performance measure between the subsamples of firms with 

weaker and stronger corporate governance can then be used 

to infer whether corporate governance affects financial 

performance. 

B. Multivariate Analysis 

The multivariate analysis utilises linear regression methods 

for examining the governance-performance nexus. Model 

specifications are determined following similar research on 

the link between corporate governance and performance. 

Model 1 introduces the Corporate Governance Index (CGI) 

as an additional independent variable. This allows to 

investigate the potential role of governance areas not 

covered by board characteristics and ownership such as 

remuneration, external accountability, and shareholder and 

stakeholder relations. Model 2 can be represented as 

follows: 

𝑃𝑒𝑟𝑓𝑖 = 𝛼 + +𝛽1𝐶𝐺𝐼 + 𝛾𝐶𝑂𝑁𝑇𝑅𝑂𝐿𝑖 + 𝜖𝑖 

 Here, 𝑃𝑒𝑟𝑓𝑖 is the financial performance of firm 𝑖; 
𝐶𝐺𝐼 is the Corporate Governance Index estimated for the 

firm 𝒊 by the Institute of Directors (IOD, 2018); 𝑪𝑶𝑵𝑻𝑹𝑶𝑳 

is the vector of control variables; α is the intercept; 𝝐 is the 

error term. Statistically significant coefficient 𝜷𝟏 would 

provide evidence in favour of the hypothesis H10 of the 

overall quality of corporate governance having a positive 

impact on financial performance. 

 The validity of model specifications is determined 

using several diagnostics tests. Heteroskedasticity is 

explored by performing the Breusch-Pagan test 

(Wooldridge, 2015). The null hypothesis of the test is that 

the residuals are homoscedastic. This is complemented by a 

descriptive method of plotting the residuals against the 

fitted values. The model is re-estimated using robust 

standard errors (Greene, 2012) 

V. FINDINGS OF STUDY 

The univariate analysis is aimed to assess the discrepancies 

in performance between firms that differ with respect to the 

selected corporate governance characteristics, namely board 

size, board independence, insider ownership, and the 

Corporate Governance Index. Both parametric and non-

parametric tests are used to increase the validity of the 

results. Generally, the findings show little support for 

corporate governance measures to noticeably affect firm 

performance. Most importantly, no difference in accounting 

or market performance is found between firms with high and 

low Corporate Governance Index. This suggests that 

stronger governance mechanisms may not necessarily 

translate into superior performance which agrees with the 

stakeholder perspective on managers’ behaviour. However, 

the results may still be consistent with the agency theory as 

the absence of differences may indicate the presence of both 

positive and negative effects of corporate governance. 

 The distribution plots for performance measures by 

the level of the Corporate Governance Index are presented 

in Figure 1. 

 
Fig. 1: Performance And CGI: Distribution 

Notes: MTB is the market-to-book ratio; ROE and ROA are 

measured in %. 

 The differences between two subsamples appear to 

be marginal. The most significant change is observed for 

ROE which on average becomes lower for firms with higher 

index values. At the same time, both minimum and 

maximum values increase. This suggests that a more 

rigorous investigation of the discrepancies is required using 

statistical tests.  

A. Estimation of Results 

Estimation results are presented for three model 

specifications. Model 1 includes three corporate governance 

indicators and three control variables. The extended model, 

Model 2, also includes the Corporate Governance Index as 

an independent variable. To deal with the potential 

heteroscedasticity, the extended model is re-estimated using 

robust standard errors. 

 Table 2 shows the results for modelling ROE. This 

model may provide more insight into the governance-

performance relationship. The model is a better fit to the 

data compared to the basic specification. The regressors are 

jointly significant at the 0.05 level. The adjusted R-squared 

shows that the model explains little variability in ROE, 

although the value is noticeably higher than the adjusted R-

squared of 0.107 for Model 1. This suggests that the 

inclusion of CGI as an independent variable has 

significantly improved the model’s fit. Indeed, the 

Corporate Governance Index is estimated a positive effect 

that is significant at the 0.05 level. In other words, firms 

with stronger governance measures tend to exhibit higher 

ROE which is consistent with the agency perspective on 

manager-owner relationships. In addition, board 

independence negatively affects performance, although the 

effect is only significant at the 0.10 level. This may show 

that executive directors could possess unique knowledge 

about the firm’s operations, and as such higher 

independence may reduce performance. 
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 The effects do not noticeably change when the 

extended model is estimated using robust standard errors. 

The negative impact of board independence becomes more 

pronounced as the coefficient is now significant at the 0.05 

level. The influence of the Corporate Governance Index 

remains positive and significant at the same level.  

Variable Model Robust 

CGI 
63.78** 

(29.361) 

63.78** 

(25.852) 

SIZE 
-3.054** 

(1.362) 

-3.054* 

(1.734) 

DE 
3.542*** 

(1.157) 

3.542*** 

(0.849) 

FIN 
3.616 

(5.876) 

3.616 

(8.716) 

Constant 
-359.593* 

(195.499) 

-359.593** 

(173.765)    
Obs 61 61 

F-statistic 2.69** 5.43*** 

R-squared 0.262 0.262 

Adjusted R 0.165 0.165 

Table 2: Regression Output: ROE 

* Significant at 10% 

** Significant at 5% 

*** Significant at 1% 

 However, the coefficient corresponding to insider 

ownership also becomes significant at the 0.10 level. The 

positive sign suggests that higher ownership increases ROE. 

This agrees with the agency view on managers trying to 

enhance their wealth which for higher ownership percentage 

would be more reliant on the performance of the firm. 

Overall, the ROE models suggest that stronger governance 

may improve financial performance. 

 Similar analysis is performed for ROA as the 

dependent variable (Table 3). 

Variable Model Robust 

CGI 
10.189 

(10.585) 

10.189 

(10.503) 

SIZE 
-1.468*** 

(0.491) 

-1.468** 

(0.547) 

DE 
-0.021 

(0.417) 

-0.021 

(0.365) 

FIN 
-0.45 

(2.119) 

-0.45 

(3.22) 

Constant 
-41.772 

(70.48) 

-41.772 

(70.572)    
Obs 61 61 

F-statistic 2.70** 6.04*** 

R-squared 0.263 0.263 

Adjusted R 0.166 0.166 

Table 3: Regression Output: ROA 

* Significant at 10% 

** Significant at 5% 

*** Significant at 1% 

 The extended model re-estimated with robust 

standard errors is jointly significant at the 0.01 level but firm 

size remains the only variable with a statistically significant 

effect. Neither of the board characteristics affect ROA. 

Similarly, higher insider ownership and Corporate 

Governance Index are associated with both high and low 

financial performance. This contrasts the findings for ROE 

and shows that the observed effect of governance measures 

may depend on the choice of the accounting-based proxy 

measure of financial performance (Khan, 2016). 

 Table 4 summarises the results of the regression 

estimation with the market-to-book ratio as the dependent 

variable. 

Variable Model Robust 

CGI 
3.54** 

(1.627) 

3.54** 

(1.434) 

SIZE 
-0.294*** 

(0.075) 

-0.294*** 

(0.072) 

DE 
0.259*** 

(0.064) 

0.259*** 

(0.075) 

FIN 
0.13 

(0.326) 

0.13 

(0.322) 

Constant 
-20.142* 

(10.834) 

-20.142** 

(9.649)    
Number of obs 61 61 

F-statistic 4.61*** 4.84*** 

R-squared 0.379 0.379 

Adjusted R 0.296 0.296 

Table 4: Regression Output: M/B Ratio 

* Significant at 10% 

** Significant at 5% 

*** Significant at 1% 

 The model is a better fit to the data as the adjusted 

R-squared equals 0.296. The independent variables are 

jointly significant at the 0.01 level. Similar to the results for 

ROE, the inclusion of the CGI variable appears to improve 

the model’s fit. The Corporate Governance Index exhibits a 

positive effect that is significant at the 0.05 level. Put 

differently, companies with stronger governance tend to be 

overvalued which is in line with the agency theory. Indeed, 

greater monitoring and control would discourage managers 

to act in their own interest. This would lead to higher 

performance and translate into favourable investor 

expectations and thus higher market-to-book ratio. 

Interestingly, this is the only corporate governance indicator 

that appears to affect performance. Specifically, none of the 

board characteristics are important in describing the M/B 

ratio. 

 Re-estimating the extended model with robust 

standard errors has little effect on the output which is 

consistent with the ROE and ROA models. The impact of 

the Corporate Governance Index remains positive and is 

significant at the 0.05 level. In addition, the insider 

ownership coefficient is now also significant at the 0.10 

level. The coefficient is positive indicating that higher 

ownership improves the market-to-book ratio. This is in line 

with the agency perspective as the interests of managers and 

owners would be better aligned for higher ownership values. 

Generally, the description of M/B suggests that stronger 

governance could enhance financial performance (Khan et 

al., 2017). The multivariate analysis provides some support 

for the view on corporate governance improving firm 

performance. The Corporate Governance Index is found to 

have a positive impact on ROE and the market-to-book 

ratio. 
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VI. CONCLUSIONS  

The aim of the present paper was to assess the impact of 

corporate governance on the financial performance of firms 

listed on the London Stock Exchange. A sample of 64 

companies was analysed using univariate and multivariate 

techniques. The objective was to investigate whether the 

overall quality of corporate governance affects financial 

performance. An aggregate corporate governance index was 

used to explore the role of governance measures on 

accounting and market performance. The analysis provided 

strong evidence for higher quality of corporate governance 

improving performance. This supports the hypothesis of the 

overall quality of corporate governance having a positive 

impact on financial performance. The findings answer the 

research question and imply that the overall effect of 

corporate governance on firm performance is positive. This 

is consistent with the agency theory as well as the large body 

of literature reporting positive influence of corporate 

governance practices on performance (Khan, 2019; Awan 

et. Al., 2020). 

 Future studies can improve on the methods 

employed in the present research. A larger sample could be 

examined that is not restricted to the firms listed on the 

London Stock Exchange. This would allow for 

understanding whether corporate governance affects 

performance of small firms differently than the large firms. 

The set of examined variables could be extended to more 

fully cover remuneration and shareholder relations. Most 

notably, the role of compensation level and option-based 

pay may be analysed. Future research could also employ 

panel data techniques to investigate the performance-

governance relationship as this would improve the validity 

and generalizability of the analysis. 
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