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Abstract  

This study adds to the literature on corporate governance and corporate financial performance by assessing the 
effect of board composition on the financial performance of listed firms in Ghana. Using a static panel regression 
model, the results show that contrary to the agency theory, inside directors tend to have a positive and significant 
effect on corporate financial performance whilst outside directors have a negative but statistically insignificant 
effect on corporate financial performance of the listed firms in Ghana. In addition, it was found that the existence 
of nomination committees tend to have a negative effect on corporate financial performance of listed firms in 
Ghana. The study recommends that listed firms in Ghana should look at how to continuously empower inside 
directors to be able to perform their work well instead of bringing in more outside directors to check them. 
Moreover, the nomination process of board members must be made transparent to achieve the objective of 
recruiting competent and ethical minded executives to the board. Guidelines for executive recruitment to the 
board must be established and if possible the nomination committee must employ the services of 
executive-hunting agency which would assist the committee in the recruitment process.  

Keywords: agency theory, stewardship theory, board composition, corporate governance, corporate financial 
performance 

1. Introduction  

Corporate governance (CG) is bedeviled with an old-age challenge of what is so-called the “agency problem” 
from a theoretical perspective due to the separation between ownership and management (Beale & Means, 1932). 
The distinguishing feature of the separation of ownership and control of the modern corporation is that the 
owners of the corporation (shareholders) being principals with accumulated capital have hired rational 
executives (agents) with expertise and ideas to manage the company on their behalf. As both parties have 
separate utility functions and the agent is more informed about what is going on in the firm than the principal the 
agency problem occurs. The penalties of the agent’s secret shirking in the relationship known as the Agency Cost, 
can manifest itself in various form including self-serving behaviour which is focused on status or 
empire-building objectives, excessive perquisite consumption, non-optimal investment decision-making or acts 
of accounting mismanagement and corporate fraud (Biswas, 2010).  

Conceptually, the agency problem is adequately addressed by ensuring that board composition provide for the 
separation of the management and control decision functions between inside and majority outside directors so 
that none of them in the decision making process can have unnecessary advantage that will jeopardize the value 
maximization objectives of owners (shareholders).It is believed that board composition characterized with 
majority outside directors provide maximum control and prevent conflict of interest challenges than a board 
composed of majority inside directors (McColgan, 2001). The separation of functions ensures maximum checks 
and balances, and prevent inside directors from dominating board decision-making process thereby minimizing 
the agency cost associated with inside directors’ dominance.  

Several corporate governance literature have examined the monitoring role of corporate boards however 
previous researches investigating the effect of majority outside director board composition structure on 
Corporate Financial Performance (CFP) have revealed contradictory results. Many of the studies exposed that 
majority outside directors brings independence resulting from superior objectivity in monitoring executive 
behaviour (Frankel et al., 2011; Armstrong et al. 2010; Klein, 2002; Krishnan, 2005; Peasnell et al., 2005). 
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However, there are others who are of the view that apart from the skill and expertise inside directors bring to 
strategy formulation, they equally ensure that the internal control mechanisms are effective to assure owners that 
the company objectives will be achieved (Chen et al., 2012; Armstrong et al. 2010). Though the evidence are 
conflicting, in several jurisdictions, regulators have promulgated codes suggesting the implementation of board 
composition of majority outside directors among shareholder companies such as the Combined Code of United 
Kingdom (UK) (2003), the King’s Code of Corporate Governance of South Africa (2009), and the Corporate 
Governance Guidelines on Best Practice Code (CGGBPC) (2004) of Ghana with the singular objective of 
minimizing the agency cost of possible opportunistic behaviour by inside directors thereby enhancing CFP. For 
example the CGGBPC (2004) suggest that; 

The board of listed companies should include a balance of executive and non-executive directors with the 
complement of independent non-executive directors being at least one third of the total membership of the board 
and in any event not less than two (CGGBPC, p.17). 

Since the introduction of the CGGBPC (2004) there are growing numbers of listed companies that have 
voluntarily complied with the recommendations with the expectation that the suggested board composition of 
majority outside directors’ principle will reduce the agency problem and improve CFP. However, in Ghana the 
authors are not aware of any research that has investigated the effect of complying with the majority outside 
directors’ board composition principle and its effect on CFP. Since the adherence of this principle entails 
incurring substantial cost by listed companies, an investigation ascertaining the effect of board composition on 
CFP is necessary because shareholders, the investing public, regulators and academics will be informed about 
which of the two set of directors (inside or outside directors) constituting board composition has positive and 
significant effect on CFP among listed companies in Ghana. This study is important as it seeks to estimate how 
effective the introduction of some of the corporate governance structures in the CGGBPC (2004) has contributed 
to CFP. Thus, this research seeks to investigate the effect of board composition (inside or outside directors) on 
CFP. Based on the above objective the following hypotheses were tested to ascertain the effect of board 
composition and CFP. 

H0: Inside directors have a negative effect on CFP. 

H1: Independent outside directors has apositive effect on CFP. 

It must be added that not much has been done in this area since the promulgation of this code in 2004. The study 
is structured as follows: Section one (1) deals with the introduction whilst section two (2) provides a review of 
both theoretical and empirical literature relating corporate financial performance and corporate governance, most 
importantly, board structure and composition. Section three (3) addresses the method used in achieving the 
objectives and hypothesis. Section four (4) presents the results and discussions while section five (5) provides 
conclusions and recommendations from the results.  

2. Literature Review 

2.1 Agency Theory 

The issue of corporate governance and corporate financial performance has traditionally revolved around the 
agency theory. The agency theory is a concept which expresses a contractual relationship between two parties 
often referred to as the principal and agent (Shapiro, 2005). The principal engages the agent based on strict 
instructions to perform specified services on his or her behalf. The principal’s delegated powers are directed 
towards the utilization of key resources by the agent, and it is expected that the agent uses his or her specialized 
proficiency to multiply the wealth of the principal (Clake, 2004). Due to the information asymmetrical problems in 
this relationship, the principal institute control mechanisms of which board composition is part to protect the 
principal from the possible selfish behaviour by the agent. The provision of incentives to the agent is paramount in 
this relationship based on performance and this is aside the monthly remuneration the agent receives. Additionally, 
the agent is expected to be accountable at all times to the principal and the agent will only maintain his or her 
position based on the achievement of the performance target set by the principal (Stanton, 1997; Romzek & 
Dubnick, 2002).  

From the agency perspective, board composition has been identified as one of the mechanisms when 
implemented effectively will reduce the agency cost and lead to the enhancement of corporate performance. The 
theory suggests board composition, characterized by the separation of functions between inside and outside 
directors, ensures maximum control which promotes fairness, objectivity, transparency, and accountability at the 
board level. It advocates for board composition of largely independent outside directors because of the suspicion 
of opportunism by inside directors in the presence of information asymmetry (Fama & Jensen, 1983).  
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The agency theory emphasized majority independent outside directors because such persons are presumed 
impartial because they are not employees of the company and as such do not partake in the executive 
management’s compensation packages aside their board fees and allowances. The presence of majority 
independent outside directors is viewed by the agency theory as a surest structural board mechanism in 
preventing opportunistic agents (executives) from the consumption of private perquisite (Zubaidah, 2009). 
Theoretically, a board is described as independent if it is made up of more outside directors that share no 
material connection such as family ties, financial relationship, employment, professional services, and 
interlocked directorship amongst others with the management (Ayuso & Argandoña, 2007; Shivdasani & Zenner, 
2002). 

The theory further posits that board composition comprising of independent majority outside directors is better 
placed to exercise decision control because they may have their reputation to protect especially under 
circumstances where they do not have equity stake in the company (Christensen et. al., 2010; McClogan, 2001). 
The presence of board composition with majority independent outside directors has been referred to by the 
agency theory as control mechanism for disciplining non-performing management and supporting takeovers 
once it is in the interest of shareholders (Weisbach, 1988).  

2.2 Stewardship Theory 

There are other theories that have opposed the agency view. Principal among them is the stewardship theory 
which originated from the fields of psychology and sociology (Abdullah et al, 2009). Whereas the agency 
perspective assumes a rational being whose behaviors are underlined by economic consideration and must be 
monitored and incentivized to produce the necessary cooperation between the agent and the principal, the 
stewardship theory predicts an attitude of self-inspired desire or an inner drive directed towards executing 
difficult task and taking responsibility to earn the needed respect from colleagues and superiors that results in an 
in-built satisfaction and fulfillment by the individual from such behavior (McClelland 1961; Herzberg et al. 
1959).  

The stewardship theory views man as trustworthy-being whose personal utility is maximized when the principal 
succeeds. The issue of trust between the steward and principal or followers has been extensively explored by 
many researchers (Bachmann & Zaheer, 2006; Hardin, 2002; Kramer & Cook, 2004; Kramer, 2006). In a 
stewardship relationship, the principal (trustor) is prepared to be defenseless to the dealings of the steward 
(trustee) based on the assumption that the steward (trustee) will do everything possible to see the principal’s 
wealth increased even if there are conditions that encourages opportunism. Consistently, the stewardship theory 
supports board composition of majority inside directors since the theory believes that inside directors are 
trustworthy, possess the collectivism mentality and in the presence of information asymmetry, will seek the value 
maximization of the principal because by doing so, the stewardship agents wealth is multiplied. The stewardship 
board combines both the decision management and the decision control functions because of the trust element 
within the principal-agent relationship. 

2.3 Board Composition and Financial Performance 

Empirically, evidence of inside directors on CFP is sharply divided among the agency and stewardship theories, 
with others disagreeing with both debates. Stewardship-anchored researches which favor inside directors have 
established that when boards are made up of majority inside directors they are more likely to resist hostile 
take-over (shark repellents) which protects the company from corporate raiders (Frankforter et al., 2002; Carter 
et al., 2003). Similarly, Donaldson and Davis (1991) found that boards with greater proportions of inside 
directors were associated with higher CFP especially when the board chair was also the CEO (CEO duality). 
Similarly, Arthurs et al., (2008) revealed that inside directors had positive influence on the pricing of Initial 
Placement Order (IPO). The whole stewardship evidence suggests that whenever inside directors in the delivery 
of their work are unimpeded by outside directors they would be inspired to do more than expected to achieve 
higher CFP (Davis et al., 1997). Surprisingly, manyof the studies connecting inside directors to CFP sought to 
suggest an environment characterized by the presence of high shareholder concentration (Schipani & Liu 2001; 
Tam 2002; Tan & Wang 2004; Fe inerman, 2007; Wang 2007).  

Evidence relating outside directors to CFP are equally varied and inconclusive. Firstly, (Haniffa et al 2006; 
Hooghiemstra & Van Manen, 2004; Bhagat & Black, 2000; MacAvoy et al. 1983; Hermalin & Weisbach, 
1991;and Klein, 1998) all revealed negative relationship between outside directors and accounting performance 
indicators whilst (Zubaidah, 2009; Shleifer & Vishny, 1997; Dehaene et al., 2001) found positive effect between 
majority outside director and CFP. In the case of the negative effect, Hooghiemstra & Van Manen, (2004) noted 
that stakeholders are generally not satisfied with the supervisory role of outside directors. Correspondingly, 
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Haniffa et al. (2006) concluded that high proportions of outside directors result in excessive monitoring which 
stifle innovation and creativity on the part of inside directors, and lack of business knowledge which make 
decision making and discussions at board level more cumbersome (Baysinger & Butler, 1985; Patton & Baker, 
1987; Demb & Neubauer, 1992; Goodstein, Gautum & Boeker, 1994). Based on the theoretical and empirical 
review, this study looks at how board composition comprising inside and outside directors, together with other 
corporate governance structures influence CFP.  

3. Methodology 

3.1 Research Design 

The positivist research methodological approach was adopted to examine key variables of board composition 
that contributed to CFP. The approach then necessitated the testing of board composition initiated by the 
regulator to reduce the agency problem and contributed to CFP. The quantitative research method was employed 
in this study. 

3.2 Data Source and Sampling  

The study sourced data from the Ghana Stock Exchange (GSE) Fact Book (2010). The Fact Book (2010) is a 
compilation of five year annual reports of listed companies by the GSE from 2006-2010. The data component of 
the annual reports was extracted for analysis. The data was extracted for firms that has been listed on the Ghana 
Stock Exchange as at 2006 and has been consistently listed over the study period.In all, 29 out of 36 firms from 
various sectors of the economy listed on the stock exchange consistently for the period were used in this study. 

3.3 Model Specification 

The study attempts to estimate the effect of board composition on the performance of corporate entities in Ghana. 
Following Sanda et al (2005) and Larckey et al (2007), the study considers board composition together with 
other corporate governance indicators and their effect on corporate financial performance in Ghana.  

i t i i t i i t i i t i tY I D O D X U          

The Yit in the model shows the dependent variable in the study which is a measure of CFP. The key board 
composition variables used in this study are inside directors (ID) and outside directors (OD) which constitute the 
focus of the study. Xit is a set of explanatory variables used in the model to control for the effect of other 
corporate governance policies on CFP. The α in the model is a constant while where  is the 
company specific effects which denotes the unobservable individual effects and  is a random term. i and

i denote the coefficients for the key explanatory variables. The subscripts i and t denoting the cross-sectional 
and time-series dimensions respectively. 

CFP is measured by two accounting based measures (ROA and ROE). ROA is measured as Net profit as a 
percentage of the total assets. ROE is measured as Net profit as a percentage of the equity value.ID is measured by 
the proportion of inside directors sitting on the board of the firm while OD is proportion of outside directors 
sitting on the board. Other variables used to control for the effect of the board composition on CFP includes 
shareholder concentration, CEO-chairman position and the existence of board committees (nomination and 
audit). Shareholder concentration is measured as the ratio of the proportion of shares owned by the largest 
shareholders to the number of largest shareholders. CEO-Chairman is measured as a binary variable which takes a 
value of 1 if the CEO is the same as the board chairman of the firm and 0 otherwise. In the same way, the existence 
of audit and nomination committees in a firm will take a value of 1 and 0 otherwise. 

3.3.1 Estimation Technique  

A static panel regression model was estimated to analyze the effect of board composition on CFP. The advantage 
of using panel data is that it helps in controlling for individual heterogeneity. Since board composition was being 
considered over five year period (time-series), the tendency of not controlling for the heterogeneity will run the 
risk of obtaining biased results (Moulton, 1987; Baltagi, 2005). Similarly, the panel data provided more 
informative data, more unpredictability, less collinearity among variables, more degree of choice and more 
efficiency (Baltagi, 2005). 

Panel data models are usually estimated using either fixed-effects or random effects models. In the fixed effects 
model, the individual-specific effect is a random variable that is allowed to be correlated with the explanatory 
variables. The rationale behind random effects model is that, unlike the fixed effects model, the individual 
specific effect is a random variable that is uncorrelated with the independent variables included in the model. 
The fixed effects model is an appropriate specification if we are focusing on a specific set of N firms and our 
inference is restricted to the behavior of these sets of firms (Baltagi, 2005). The quandary of choosing the most 
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appropriate model (fixed or random effect) was overcome by performing the Hausman test to find which of these 
models is the most appropriate. Moreover, a correlation of the variables is undertaken to ascertain their strength 
of association so as to avoid the problem of multicollinearity. 

4. Results and Discussions 

4.1 Results 

The results are presented in this section. The summary statistics of the variables are provided in Table 1. The 
table shows that the maximum inside directors (ID) of a listed firm is 3 whilst some of the firms had a maximum 
of 14 outside directors (OD). The audit committee (AC), nomination committees (NC) and CEO-chairman 
separation are all represented by dummies of 0 for non-existence of any of them and 1 otherwise. Shareholder 
concentration has a mean of 18.14 with a maximum of 23.4. 

 

Table 1. Summary of variables 

Variable Obs Mean Std. Dev. Min Max 

id 145 2.062069 1.49174 1 3 

od 145 6.462069 1.914929 3 14 

ac 145 0.931035 0.254274 0 1 

nc 145 0.151724 0.359997 0 1 

ceochair 145 0.131035 0.338608 0 1 

sc 145 18.14382 3.868434 7.5725 23.39 

roa 145 0.295207 0.215263 -0.35837 0.784 

roe 145 0.263756 0.365513 -0.71245 0.894563 

Source: Authors’ calculation from GSE Factbook (2010). 

 

The performance indicators, ROA and ROE, also had a mean of 0.29 and 0.26 respectively. The minimum ROA 
is -0.36 with a maximum of 0.78.  

 

Table 2. Correlation of variables  

Variable id od ac nc ceochair sc roa roe 

id 1        

od -0.1608 1       

ac -0.0436 0.2228 1      

nc 0.4091 0.2502 0.1151 1     

ceochair -0.2499 -0.1047 0.025 -0.1642 1    

sc 0.112 0.171 -0.0353 -0.0199 0.2954 1   

roa -0.0105 0.094 0.0183 -0.1216 0.0451 0.1568 1  

roe 0.1535 -0.1409 -0.0727 -0.1497 0.1053 0.1534 0.4518 1 

 

The correlation matrix shows that there exists a negative relationship between inside directors and return on 
assets (ROA) but a positive relationship between the inside directors and the return on equity (ROE). Outside 
directors also had a contradictory relationship with the two performance indicators used in this study. Whilst it 
exhibits a positive relationship with the ROA, it has a negative relationship with the ROE. The results also show 
that having the same CEO as chairman of the board tend to have a positive relationship with corporate financial 
performance. Since all the correlation coefficients are very small, it shows that there cannot be a problem of 
multicollinearity. Thus, a panel regression is estimated. The Hausman test shows that the random effect model 
provides consistent estimates over the fixed effect model since the overall statistic chi2 = 2.50 is statistically 
insignificant (Prob> Chi2=0.8683) and, therefore, was selected over the fixed effect model. 
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Table 3. Board composition and financial performance 

 ROA ROE 

id 0.0108 0.0605** 

 (0.0148) (0.0244) 

od -0.0144 -0.0092 

 (0.0109) (0.0180) 

ac 0.0152 -0.0361 

 (0.0725) (0.1198) 

nc -0.1088* -0.2211** 

 (0.0588) (0.0971) 

sc 0.0067 0.0094 

 (0.0052) (0.0086) 

ceochair 0.0072 0.1051 

 (0.0597) (0.0985) 

_cons 0.0599 0.0802 

 (0.1185) (0.1956) 

N 145 145 

Wald Chi-2 

Prob 

17.7355 

0.0102 

16.1385 

0.0130 

R2 0.1415 0.4512 

Note. Standard errors in parentheses: *p< 0.10, **p< 0.05, ***p< 0.01. 

 

4.2 Discussions 

The results indicated by table 3 above shows that inside directors had positive effects on ROE at statistically 
significant level of 5%. The results disagree with the agency theory which predicts possible conflict of interest 
issues and less oversight responsibilities when there are more inside than outside directors (McColgan, 2001). 
Thus, the null hypothesis is rejected at the 5% level of significance and the alternate hypothesis that inside 
directors have a positive effect on firm performance is accepted. Conversely, outside directors showed negative 
effect on both ROA and ROE, implying that hypothesis H1, is rejected. 

The finding is a refutation of the general view that boards with majority outside independent directors is 
associated with vigorous monitoring and CFP. The positive regression of inside directors on CFP leans towards 
the stewardship theory which predicts positive effect of majority inside directors on CFP. The result associating 
inside directors to CFP is consistent with Shan et al. (2011) and Berkman et al. (2005) studies conducted in 
emerging economies of China and India, similar to Ghana’s CG environment characterized by high shareholder 
concentration, weak regulatory CG framework, and developing capital market.  

A survey of the Ghanaian CG environment revealed that the average holding of the top four owners of the ten 
largest listed firms was 70% in 2005 (ROSC, 2005). Additionally, many of the listed companies have 
government as majority shareholder. The corporate legal framework (Companies Code, 1963, Act 179) which 
serves as underlining legal structure for regulatory purposes is grossly inadequate since it has become obsolete 
and does not favor board independence. Reasons accounting for the positive regression by inside directors on 
CFP can be attributable to better information resource possessed by inside directors about the firm and expert 
power used in influencing decisions at board level (Baysinger & Hoskisson, 1990). Consistently, the findings 
also suggest that in certain jurisdiction the implementation of the majority outside director principle does not 
generate CFP since the monitoring responsibilities expected from outside directors are ineffective probably due 
to independence issue.  

In the case of outside directors,the negative effect on both ROA and ROE even though statistically insignificant 
is consistent with Hooghiemstra and van Manen, (2004) but inconsistent with the agency theory’s prescription 
which predicted positive effect on CFP with board composition of majority outside directors. As part of their 
findings Hooghiemstra and van Manen, (2004) suggested that stakeholders are generally not satisfied with the 
supervisory role of outside directors. Similar studies showing negative effect of outside directors on the 
accounting variables concluded that high proportions of outside directors result in excessive monitoring which 
stifle innovation and creativity on the part of inside directors. Also outside directors lack of business knowledge 
which make decision making and discussions at board level more cumbersome, and issues of conflict of interest 
in situations where outside directors lack real independence came out strongly in their discussions (Haniffa, 2004; 
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Baysinger & Butler, 1985; Patton & Baker, 1987; Demb & Neubauer, 1992)The results also revealed that the 
existence of nomination committees tend to have a negative effect on CFP of firms listed on the stock exchange 
in Ghana. However, audit committees, shareholder concentration and the separation of CEO and chairman of the 
firm do not have a statistically significant effect on CFP. 

5. Conclusions and Recommendations 

5.1 Conclusions 

The study has revealed that board composition of majority inside directors has positive effect on CFP whiles 
composition of majority outside directors regressed negatively on performance. The research has indicated that 
the general view expressed through the agency theory that majority outside directors in the presence of 
information asymmetry provides maximum control decision function thereby reducing the agency problem is not 
supported in all instances. There are some jurisdictions where generally the capital market is undergoing 
development and weak regulatory nature of the environment the stewardship of inside directors becomes an 
antidote to CFP than majority outside directors whose presence are do not affect performance.  

5.2 Recommendations 

The study therefore recommends that listed firms should pay attention to inside directors and empower them to 
be able to perform their duties instead of making efforts to increase the number of outside directors on the boards. 
Moreover, the regulatory environment should be looked at again since the companies code which is to regulate 
the firms was promulgated about four decades ago. In addition, it is recommended that the nomination process of 
board members must be made transparent to achieve the objective of recruiting competent and ethical minded 
executives to the board. Guidelines for executive recruitment to the board must be established and if possible the 
nomination committee must employ the services of executive-hunting agency which would assist the committee 
in the recruitment process, especially those directors recruited with the objective of adding the necessary 
competency to specialized committees on the board should followed strictly transparent procedures. If possible, 
the qualification of executives should be narrowed to specific subject disciplines consistent with the functions of 
the committee in question. 
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