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Abstract

This paper is motivated by the financial reform plan implemented in the Egyptian banking sector to enforce good
corporate governance practices and improve performance. The study examines the association between governance
quality and performance by estimating OLS regression models to test this relation. We measure governance as a
multidimensional composite index comprised of board and ownership structure characteristics, while bank
performance is measured using the Balanced Scorecard approach including financial and non-financial measures.
Empirical evidence shows that governance has positive and significant impact on Egyptian bank performance. In
particular, for the board structure, evidence shows that more executive directors on the board will enhance
employee’s productivity. We find that board size is an insignificant determinant for bank performance; however,
small board size is a significant determinant for better customer-related performance and improved employee
productivity. CEO/Chairman duality is unrelated to bank performance, financial and non-financial performance. As
for ownership structure, direct foreign investment in Egyptian banks should be encouraged, as there is evidence that
foreign ownership has favorable impact on bank performance especially on employee productivity. Ownership
concentration adversely affects bank performance index, and has unfavorable effect on employee productivity.
Finally, institutional ownership is a marginal determinant of employee productivity.

Keywords: Corporate governance, Banking, Balanced scorecard, Egypt
1. Introduction

Banks represent the nerve of any economy and the backbone of the financial services sector, thus they have strong
effect on the economic development and prosperity.

The Basel Committee on Banking Supervision (BCBS) aims to improve the quality of banking supervision
worldwide. In addition to Basel I and II requirements regarding bank capital adequacy, disclosure and transparency,
and empowering supervisory authorities, BCBS formulates the principles for good corporate governance in banks to
enhance bank stability and soundness worldwide (Basel 2006).

In order to comply with requirements of the Basel Accords and enhance banks performance, the government
launched its comprehensive financial sector reform program in 2004 to be implemented over the period from
2005-2008. The reform plan includes privatization and consolidation of the banking sector, restructuring of
state—owned banks, solving non—performing loans problems, and enhancing the Central Bank of Egypt (CBE)
banking supervision (C.B.E., 2007, p.12).

In line with the 2004 banking system reform plan, a series of legislative reforms starting with the promulgation of
Banking Law No. 88 of the year 2003 has taken place. The law incorporates the guidelines of the Basel Accords and
includes most of the five corporate governance principles determined by the Organization of Economic Cooperation
and Development (OECD), and was declared a major step forward into facing global banking competition and
driving financial growth in Egypt.

Regarding corporate governance principles, the law sets the rules of disclosure, reserve ratios, banks ownership
structure, and responsibilities of board of directors. The structure and responsibilities of board of directors are placed
at the core of a corporate governance framework for banks, as the bank board of directors has a very sensitive role
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suggested by (BCBS). The major reforms in Egypt include the issuance of the 2005 corporate governance code.

This research raises the question of whether reforming the Egyptian banking sector and implementing good bank
governance principles give its fruits and enhance banks’ performance. Thus this research aims is to examine the
relation between corporate governance and performance in the context of the Egyptian banking sector as bank
performance is a function of governance quality.

We estimate OLS regression models to test these relations. The sample consists of Egyptian banks whose financial
information is available. We measure governance as a multidimensional self-constructed composite index comprised
of board structure characteristics and ownership structure characteristics. We measure performance also as a
multidimensional composite index comprised of Balanced Scorecard dimensions.

To the best of our knowledge, this is the first study to measure governance in the Egyptian banking sector using a
multidimensional governance index comprised of six governance indicators: board size, board composition,
leadership structure (duality), foreign ownership, institutional ownership, and ownership concentration. We use
factor analysis to group the six variables into a single governance score. Moreover, we measure the Egyptian bank
performance using the Balanced Scorecard (BSC) by constructing a multidimensional performance index consisting
of financial and non-financial measures to cover four dimensions; financial, customer, internal processes, and
learning & growth. Again, we use factor analysis to create a performance index comprising the four perspectives of
the BSC.

The results of this study should therefore be of interest to regulators, banking sector participants, economists, and
other parties. Economic reforms in emerging markets such as Egypt should be guided by continuous research and
data analysis.

This research is organized as follows. Section 2 reviews the prior studies on the relation between corporate
governance and firm performance and develops the hypothesis of the study. Section 3 describes the sample, and
defines the variables and model specification. Section 4 discusses the study empirical results and section 5
concludes.

2. Literature Review and Hypothesis development
2.1 Relation between corporate governance and Bank performance

Corporate governance is defined in most studies from either an investor protection or functional perspective. BCBS
adopts the functional view, where it defines CG as involving “the manner in which the business and affairs of banks
are governed by their boards of directors and senior management, which affects how they set corporate objectives;
operate the bank’s business on a day—to—day basis; meet the obligation of accountability to their shareholders and
take into account the interests of other recognized stakeholders; align corporate activities and behavior with the
expectation that banks will operate in a safe and sound manner, and in compliance with applicable laws and
regulations; and protect the interests of depositor” (Basel, 2006).

The literature suggests corporate governance mechanisms, classified into external control mechanisms, such as stock
market, market for corporate control (takeovers), and competition in product markets (Macey and O’Hara, 2003),
and internal control mechanisms, such as board of directors (Fama and Jensen, 1983), monitoring by block—holders,
compensation contracts, and managerial equity investment (Adams and Mehran, 2005; and Macey and O’Hara,
2003).

2.1.1 Board structure and bank performance

Many studies examine the factors affecting the board ability to function effectively. They test the relationship
between the board structure and the firm performance, where the board structure includes the size of the board, board
composition (presence of dependent and independent directors) , board leadership structure (CEO—Chairman duality)
where the position of CEO and chairman is held by one person. The literature on the relation between bank board
size and performance suggests a significant relation (Zemzem, and Kacem, 2014). Many studies argue that large
boards have positive effect on bank performance e.g., Subrahmanyam et al. (1997), Andres and Vallelado (2008),
and Belkhir (2009), and banking firms have larger boards than its non—bank counterparts (Booth et al., 2002). Adams
and Mehran (2005) report an average board size of 18 directors (Note 1). Andres and Vallelado (2008) argue that
large boards create more value for banks, and document that the mean and median sizes of the board are 15.78 and
16 directors, respectively (Note 2).

There are three reasons mentioned in the literature to justify the large size for bank board: the board size is positively
related to firm size (Linck et al., 2008). the increase in mergers and acquisitions activity and complicated hierarchical
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structure of the BHC and complex organizational structure of banks (Adams and Mehran, 2005). Studies testing the
effect of board independence show that bank performance is not improved by increasing the proportion of
independent directors in banks and no significant relationship between presence of outsiders and bank performance
(Pi and Timme, 1993; and Staikouras et al., 2007). However, other studies suggest that larger banks have larger
board size composed of more independent directors (e.g. Subrahmanyam et al., 1997; and Belkhir, 2009). Staikouras
et al. (2007) report that percentage of outside directors on banks boards ranges from a minimum of 16.67 percent to a
maximum of 90.00 percent, with a mean of 64.40 percent in a sample of 58 large European banks from 2002-2004.
Andres and Vallelado (2008) record the percentage of outsiders to be 79 percent of directors, but when reaching a
high proportion over the total board, Q starts to diminish indicating that the advisory role and the information
provided by inside directors are important to perform efficiently.

The dual structure of board leadership, where the CEO and Chairman of the board positions being occupied by the
same person, could impede the flow of information to other directors because it enables the CEO to control the
information flow to other board members resulting in less effective monitoring (Jensen, 1993). Banks Leadership
structure and performance relationship is examined empirically, for example, Booth et al. (2002) argue that
CEO/Chair duality is less likely when insider stock ownership increases, and it is of less importance in reducing
agency conflicts in regulated industries as regulations can substitute these monitoring mechanisms. Pi and Timme
(1993) report a negative relationship between bank performance and duality due to the increase in the agency
conflicts between owner and management. In contrast, Brickley et al. (1997) argue that there is no negative
relationship between the CEO—Chairman duality and different measures of performance, and suggest that combining
the titles of the CEO and Chairman in one person is efficient and achieve shareholders’ interests.

2.1.2 Ownership structure and bank performance

Regarding the literature on the effect of ownership structure on performance includes the ownership concentration
and identity effects.

The benefits and costs of ownership concentration have been widely discussed since Berle and Means (1933) argue
that widely dispersed ownership reduces the effective power of shareholders to control the management of the firm.
In the same context, Levine (2004) argues that concentrated ownership is a governance mechanism that prevent
managers from deviating from shareholder interests as large shareholders have incentives to acquire information and
monitor managers than small shareholders.

The literature on the ownership structure and corporate control ends up with two divergent views. On one hand,
some scholars support Berle and Means (1933) view and argue that the concentration of ownership is more effective
and enhances corporate control. Shleifer and Vishny (1986) argue that shareholders are better in monitoring
management, especially with weak or limited shareholders protection rights, and they also play an important role in
takeovers. Also, Shehzad et al. (2010) find that concentrated ownership significantly reduces a bank’s
non—performing loans ratio, and improves the capital adequacy ratio conditional on the extent of shareholder
protection rights. Similarly, Iannotta et al. (2007) find that higher ownership concentration is associated with better
loan quality, lower asset risk and lower insolvency risk in European banking industry.

On the other hand, others suggest that ownership concentration is of less importance in banks. It may even have
negative effect because, for example, large shareholders may have different interests from minority shareholders and
seek to achieve their own interests (Gomes and Novaes, 2005), exert expropriation threat (Burkart et al., 1997), and
take higher risk as they have strong power and incentives to increase risk (Laeven and Levine, 2009). Further, Pi and
Timme (1993) suggest that cost efficiency and return on assets are unrelated to institutional and large blockholders
ownership.

Many studies examine the relationship between the nature or identity of bank owners and bank performance. There is
consensus in the literature that government-owned banks achieve less profitability compared with other types of
banks (for example, Berger et al., 2005). The reasons behind the poor performance of government owned banks are
for example, the poor loan quality (non—performing loans) and high insolvency risk (Iannotta et al., 2007; Berger et
al., 2005), lower net interest margin and higher overhead costs (Micco et al., 2004), and operating inefficiency and
high operating costs (Kwan, 2004). In contrast, the foreign ownership is positively and significantly associated with
different bank performance measures (Choi and Hassan, 2005). In developing countries, foreign banks tend to be
characterized by high levels of profitability due to low overhead costs (Micco et al., 2004).

Regarding the institutional ownership, Elyasiani and Jia (2008) find that it enhances BHCs performance; however,
this relationship is weaker in BHCs than industrial firms (unregulated firms) due to the substitution of regulation for
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private monitoring.

In line with prior literature on the significant relation between board and ownership structures and bank performance,
we expect that bank performance will be positively affected by the quality of governance. We propose the hypothesis
that bank performance is likely to be positively associated with the level of bank governance quality.

H,: Bank performance is positively associated with the level of bank governance quality
3. Research Methodology

The purpose of this study is to examine the relation between bank governance quality and performance. We create
OLS regression models for this purpose and test for a relation by using cross sectional, time—series regression
analyses design. In this section, we present the sample of the study, model specification and variables definition.

3.1 Study Sample

The sample consists of 48 banks operating in Egypt with data covering the period 2000—2009. The sample selection
policy for the hypothesis (H;) is described in Table 1 below. To be included in the sample, a bank must meet the
following sample selection criteria (see Table 1):

1) Bank is subject to CBE supervision and the 2003 Banking Law jurisdiction.
2) The bank must not be a branch of a foreign bank.
3) Financial and governance data are available from Bankscope and Kompass Egypt (Note 3)(Note 4) databases,

respectively, for at least three years during the period 2000-2009.

Table 1. Sample Selection Criteria

Criterion Number Percent
Total number of banks available from Kompass Egypt and 62 100.00
Bankscope during 2000-2009

Less: Branches of foreign banks 5 (8.10)
Subtotal 57 91.90
Less: banks with less than 3 continuous years of data on ) (14.50)
Kompass Egypt and Bankscope

Final number of banks in the sample 48 77.40

To enhance the power of the empirical analysis, we pool observations across years for the period 2000-2009. No
bank may be represented more than once in the sample. This policy results in a maximum number of observations of
480 bank—years (48 banks in 10 years) comprising the final sample for hypothesis testing. However, because many
data items are missing, number of observations per variable may be lower.

3.2 Variable Definitions and Model Specification

In this section, the test model and the variable definitions is introduced. Table 2 presents a list of variables and the
data sources. Financial and governance data were obtained from Bankscope database, KOMPASS EGYPT, and bank
financial statement.

3.2.1 Corporate Governance Quality Index

In determining an overall corporate governance score, the first challenge is that prior research does not agree on a
single corporate governance measure (DeFond et al., 2004; and Gompers et al., 2003). However, we follow prior
literature in measuring governance quality using a self—constructed index. Specifically, we proxy for the bank
governance quality using a multidimensional index comprised of six governance indicators: Board structure
consisting of board size (Linck et al., 2008), and board composition (Beasley, 1996), leadership structure proxied by
CEO/Chairman duality (Brickley et al., 1997; Goyal and Park, 2002), and ownership structure proxied by percentage
of institutional investor ownership (Cornett, 2007), percentage of foreign ownership (Chow and Boren, 1987), and
percentage ownership of largest blockholder (Abbott et al., 2003) (Note 5).

Board size is measured as the number of directors on the board (Staikouras et al., 2007; Coles et al., 2008; and
Belkhir, 2009). In financial firms, many studies documented that banking firms have larger boards that have positive
effect on performance, for example, Subrahmanyam et al. (1997), and Andres and Vallelado (2008). The reasons
behind the large boards of banks are the large firm size in terms of total assets (Staikouras et al., 2007; and Linck et
al., 2008), the increase of mergers and acquisitions activity in banks which cause restructuring in boards, and
complicated structure of banks (Adams and Mehran, 2005). Therefore, we predict banks with large boards have
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higher performance.

Board composition is measured as proportion of non-executives directors on the board (Vafeas, 1999). Literature on
board independence can be classified into two groups of studies. One group encourages the presence of outsiders and
argues that it has a positive effect on performance due to the effective monitoring of outsiders (Subrahmanyam et al.,
1997; and Belkhir, 2009). The other group argues that insiders are more effective in enhancing firm performance due
to their firm—specific knowledge and information (Coles et al., 2008), and suggest that independent directors
decrease bank performance (Pathan and Faff, 2013). As banks are large, have a complicated structure and are
frequently involved in mergers activities, we predict that more non—executive directors will enhance banks’
performance.

CEO/Chairman duality is measured by a dummy variable that takes the value of 0 if the CEO is also the Chairman,
and 1 otherwise. We follow Brickley et al. (1997) in defining the duality of leadership as the case where the two
positions of the CEO and Chairman are held by two different persons, while in non-duality leadership (the unitary
leadership structure) the two positions of the CEO and Chairman are held by one person. This means that duality will
refer to two separate leaders and non-duality will mean that the CEO and the Chairman is one person. Thus, Brickley
et al. (1997) use the words duality and non-duality to describe the status of the positions in the organization.

Many studies reported a negative relationship between bank performance and the combination of the CEO and
Chairman titles in one person, for example, Pi and Timme (1993), Booth et al. (2002). However, in contrast to those
studies, Brickley et al. (1997) argue that combining the titles of the CEO and Chairman in one person is efficient and
improves performance and separation will cause information cost for the incomplete transfer of critical information
between the CEO and the chairman, and costs resulting from the extra compensation for the chairman. Following the
first group of studies, we predict that the separation between the CEO and Chairman positions will have positive
effect on bank performance.

Ownership concentration is the proportion of shares held by the largest blockholder (Claessens et al., 2002). Large
shareholders will better monitor management especially in case of weak or limited shareholders protection rights,
and they also play an important role in takeovers (Shleifer and Vishny, 1986). Moreover, ownership concentration
reduces bank non—performing loans ratio, improves the capital adequacy ratio, reduces bank risk (Shehzad et al.,
2010), and lower insolvency risk (Iannotta et al., 2007). Concentrated ownership is thus an important tool for
monitoring complicated bank structures and achieving high bank performance. We predict that bank performance to
be positively related to concentrated ownership.

Foreign ownership is the proportion of shares held by foreign investors (Iannotta et al., 2007). Due to international
differences in accounting standards and cultural norms, foreign investors are expected to demand more information
from firm management. The increased transparency in bank reporting is expected to motivate banks to improve
performance. We therefore, predict that performance would increase in proportion to increase in _foreign ownership.

Institutional ownership is measured by the proportion of shares held by non—foreign institutional investors, including
the Egyptian government. Institutional investors’ ownership of large block of shares in large firms enables them to
pressure managers for better performance as good corporate governance is a function of large shareholding and
effective legal protection.(La Porta et al., 1997). Therefore, we predict that bank performance is positively related to
the level of institutional ownership.

If variables are not already in percentage or standardized terms, aggregating variables without standardization will
cause the index to be dominated by implicit weights coming from the units and range used to measure variables
(Salzman, 2003). To determine the optimal weights for each governance variable in the index, we use
principal-components factor analysis to group the six variables into a single governance score (GOV) and into the
two major governance components: Board structure (BSTRUC) and Ownership structure (OSTRUC) (Note 6). The
board structure component is comprised of board size, composition and CEO/Chairman duality. The ownership
structure component is comprised of the percentage ownership by foreigners, institutional investors and largest
blockholder.

3.2.2 Performance variables and Balanced Scorecard measure

The Balanced Scorecard (BSC) is a performance measurement system introduced by Kaplan and Norton (1992). It
gained increasing popularity as an effective management tool because it shifts the focus of the performance
measurement system from the short—term financial-based measures to the long term customer—centric measures.
BSC measures performance through an integrated multi—level Financial, Customer, Internal Business Processes, and
Learning and Growth indicators, customized for the use of individual firms.
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Many studies empirically test the relation between using the BSC and improved performance in the service sector
(especially banks) and suggest that non—financial measures are as important as the financial measures to depict a
balanced picture for current performance and future performance (for example, Brewer et al., 2004; and Wang, 2005).
Therefore, due to the importance of the application of the BSC in the banking industry, we measure bank
performance using a multidimensional BSC—based performance index. We use principal-components factor analysis
to create a performance index comprising the four main BSC categories: financial, customer, internal business
processes, and learning and growth (Note 7). Table 2 shows the performance—related variable definitions.

Financial Perspective

In general, the financial measures of profitability most widely used in prior research are the return on assets (ROA)
and the return on equity (ROE) or variations of these. ROA reflects the ability of a bank’s management to generate
profits from assets, while ROE indicates the return to shareholders on their equity. In general, ROA is a more popular
measure in prior research because it measures the return generated by the bank to all resource providers (equity, debt
and retained earnings) and not just to a single group like the ROE. Also, ROA is more sensitive to a bank’s financial
leverage, measured as debt—to—assets. ROA is calculated as ROE times the ratio of equity to assets, which is often
referred to as the financial leverage.

Banks with higher (lower) equity base will have lower (higher) financial leverage ratio, and therefore lower (higher)
ROE. Since the banking industry by default is characterized by an extremely high financial leverage (due to its
dependence on deposits as the primary source of financing), ROE would be biased upwards disregarding the
different forms of risk to the other resource provider groups (especially depositors). Also, financial leverage is often
determined by regulation and hence is not sensitive to variations in bank performance, like the ROA, which is
recommended as the key ratio for the evaluation of bank profitability (IMF, 2002). Both ROA and ROE are measured
as running year averages because assets and equity are balance sheet figures that are reported at fiscal period—end
only, while income is an income statement figure that represent fiscal period—round operations. To match the
numerator and denominator periods, we use average assets figures. We follow prior literature in measuring a bank’s
financial performance using average return on assets, ROA, measured as net income divided by average total assets.
Further, we adjust ROA for industry average to control against industry wide fluctuations.

Customer perspective

The second layer in the BSC is the customer—related set of performance indicators. The set of indicators employed
by a firm is determined by the nature of industry, products/services offered, and firm strategy. Prior studies focusing
on the banking sector use a variety of proxies for customer—related performance. Some of the measures used in these
studies include bank’s share in total deposits in the country and bank’s share in total assets in the country. We follow
Laeven and Levine (2009) in using a bank’s deposit market share, DMKTSH, calculated as a bank’s share in total
deposits in the country, as a proxy for customer—related performance. We adjust DMKTSH for the industry average
to control against industry wide fluctuations.

Internal business Processes Perspective

The third layer in the BSC is performance indicators related to internal business processes. When applied to the
banking sector, the indicators measure how successful a bank is in improving the internal management of operations,
such as time needed to conduct services and cost of performing services. The total cost of a bank (net of interest
payments) can be separated into operating cost and other expenses (including taxes, depreciation etc.). From the
above, only operating expenses can be viewed as the outcome of bank management (Athanasoglou et al., 2008). The
ratio of these expenses to a benchmark (such as total operating revenues or total assets) is expected to be negatively
related to profitability, since improved management of these expenses will increase efficiency and therefore raise
profits. We follow Athanasoglou et al. (2008) in using operating efficiency, OPEFF, calculated as total operating
expenses divided by total operating revenues, in measuring a bank’s internal business processes. We adjust OPEFF
for the industry average to control against industry—wide fluctuations.

Learning and Growth Perspective

The final layer in the BSC is bank learning and growth indicators. The learning and growth measures quantify the
degree to which the banking organization has grown in capacity due to increased learning. Examples include moving
upwards on the learning curve and developing new product/services. Prior literature focusing on the banking sector
uses a variety of measures to proxy for learning growth. We follow Wang (2005) in using employee productivity,
PROD, calculated as the natural logarithm of the product of dividing total operating income by the number of
employees, in measuring bank learning and growth. We adjust PROD for the industry average to control against
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industry wide fluctuations.
Performance Composite Index

To assess the overall bank performance, we combine the measures from each of the four performance layers:
financial, customer, internal business processes and learning and growth, into a single composite factor. As described
above, we measure these layers using bank ROA, deposit market share, operating efficiency and employee
productivity, respectively. We use principle-components factor analysis to determine the optimal weights for each of
the four indicators in the index. The measures passed the reliability analysis necessary before conducting factor
analysis. The composite index, PERF, represents the overall bank performance on the four scales. Similar to the
procedure conducted on the individual components, we adjust PERF for the industry average to control against
industry wide fluctuations.

3.2.3 Performance Control Variables

We follow prior literature in controlling for specific factors deemed significant in explaining variation in bank
performance. Prior research contends that the following are important predictors of bank performance:

Managerial efficiency: We follow Naceur and Kandil (2009) in measuring management efficiency, MEFF, as
earning assets to total assets. We expect MEFF to have a positive relation to performance.

Size: Size may be an important determinant of bank performance due to the increasing returns to scale in banking
(Demirgiic—Kunt et al., 2004). We follow prior research in measuring bank size, SIZE, as the natural logarithm of
total assets (Demirgiic—Kunt et al., 2004: and Naceur and Kandil 2009). We expect SIZE to have a positive relation
to performance.

Capital adequacy: Some theories suggest that well—capitalized banks face lower expected bankruptcy costs and
hence lower funding costs. According to this view, higher bank equity ratios imply larger net interest margins when
loan rates do not vary much with bank equity and hence better performance. Many studies argue that the capital
adequacy variable (measured as capital divided by total assets) has a positive effect on performance (Berger et al.,
1995 and Goddard et al., 2004). We use the variable CAPADQ to control for capital adequacy, and we expect it to
have a positive relation to performance.

Liquidity: To control for differences in bank assets, we use LIQ, equals the liquid assets of the bank divided by total
assets. Banks with high levels of liquid assets in cash and government securities may receive lower interest income
than banks with less liquid assets (Naceur and Kandil, 2009). If the market for deposits is reasonably competitive,
then greater liquidity will tend to be negatively associated with interest margins. LIQ is expected to be negatively
associated with performance.

Non-interest revenue: We follow prior research in controlling for non—interest bank revenue as banks have different
product mixes. These differences may influence the pricing of loan products. Studies argue that well-developed fee
income sources will produce income due to cross—subsidization of bank activities (Naceur and Kandil, 2009). Thus,
we control for fee income in assessing the impact of bank regulations on bank performance. We proxy for
non—interest revenue using the variable FEE, defined as non—interest—operating income divided by total assets. We
expect that FEE would be positively related to performance.

Credit risk: Some hold that banks operating in more risky environment will tend toward an equilibrium characterized
by a high net interest margin to compensate for this risk (Naceur and Kandil, 2009). Banks are increasing spreads
between lending and deposit interest rate to protect against the increase in credit risk (Barajas et al., 1999). We use
the LLP, percentage of loan—loss provisions to total loans as a proxy for credit risk, and expect a negative relation
with performance.

Real GDP growth: In periods of real GDP growth, economic activity is above average and banks would benefit from
the upward activity level, especially that the level of economic activity at banks is normally positively correlated to
Egyptian economic activity. We control for overall economic activity using the variable GDPGRO, which is defined
as the annual GDP growth rate in Egypt in real terms, as declared by the Ministry of Finance. We expect the relation
between GDPGRO and performance to be positive.

Inflation expectations: The relation between expected inflation and profitability is not clear in the literature. We
expect that rising inflationary expectations would have two negative effects that would result in bank profitability
and performance suffering. First, inflation would reduce discretionary income for final consumers and would thus
create a difficult situation for Egyptian firms, who may react by reducing their level of investment and by reducing
their borrowing plans. Second, due to the slower business activity for firms, businesses may be unwilling to engage
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in long—term borrowing if they expect that debt burden may increase over time, especially for variable—rate loans.
However, Athanasoglou et al. (2008) argue that bank managers forecast future inflation and adjust the interest rates
appropriately in order to achieve higher profits, and on the other hand, bank customers fail to anticipate inflation
correctly. Thus, interest rate on bank deposits will decrease at a faster rate than the interest rate on loans; therefore,
there will be a positive relationship between bank profitability and inflation.

Table 2. Variables Definition

Dependent Variables
Construct  Dimensions/Variables ~ Code Measurement Source
Board size BSIZE Number of directors on the board KOMPASS EGYPT
Board structure COMP  Proportion of non-executives directors on the board, % KOMPASS EGYPT
. Dummy variable (0 if the CEO is also the board chair, 1 otherwise). Duality refers to two positions held by two
DUAL i P 5 s e i 3 3 KOMPASS EGYPT
Leadership structurg different persons (CEO isn’t Chairman) and non-duality refer to two positions held by one person (CEO is Chairman
Ownership concentration (el Proportion of shares held by the largest blockholder, % KOMPASS EGYPT
Governance  Foreign ownership FOR Proportion of shares held by foreign investors, % KOMPASS EGYPT
quality Institutional ownership INST Proportion of shares held by non—foreign institutional investors, including the Egyptian government, % KOMPASS EGYPT
Bank i’s corporate governance quality score in year t, measured as a multidimensional composite index generated by
T ——— Gor factor analysis of bank i’s score in year t on each of the following indicators: board size, board composition, Factor Analysis
CEO/Chairman duality, institutional ownership percentage, foreign ownership percentage, and largest blockholder et
ownership percentage
5 o 3 o Bankscope
. 0,
Financial ROA Return on assets: Net income divided by average assets, % Bk T St
Customer DMKTSH ~ Deposit market share: Bank deposits divided total deposits of all banks, % Banksc{.]p ¢
Bank Fin. Statements
Internal business . N . . . o Bankscope
Do OPEFF  Operating efficiency: Total operating expenses divided by total operating revenues, % A —
Performance . . L Bankscope
Learning and growth PROD Employee productivity: Log of (operating income/ no. of employees) e ——
P —— Bank performance score, measured as a multidimensional composite index generated by factor analysis of bank i’s
Tdex P PERF score in year t on each of the following indicators: Return on assets, Deposit market share, Operating efficiency and ~ Factor Analysis
Employee productivity
Control Variables
Construct  Dimensions/Variables  Code  predicted sign Measurement Source
o - s Bankscope
LI = b
Liquidity 0 Liquid assets of the bank divided by total assets DR S
. . . Bankscope
CAPAD: S g
Risk Capital adequacy 0 Book value of equity to total assets. Bk i, Siotements
Credit risk LLP - Loan loss provisions: Total loan losses divided by total loans, % Banks_cop 4
Bank Fin. Statements
Real GDP Growth GDPGRO ; Official annual real GDP growth figures, % Ministry of Finance
Macro—. Inflation Rate CPI + Official annual Consumer Price Index (CPI), % Ministry of Finance
economicand Time Effect YearCode + Categorical variable representing code of year t Author-constructed

other

Global Financial Crisis CRISIS - Dummy assuming the value of 1 if the data year is 2008 and 0 otherwise Author—constructed
Bank size SIZE + Natural logarithm of total assets Ban kslcap &
Bank Bank Fin. Statements
characteristics Management efficiency MEFF + Income—earning assets divided by total assets Bankscope, Bk stat
Fee income FEE 7 Non-interest operating income divided by total assets Bankscope, Bk stat

Following Athanasoglou et al. (2008), we use current inflation as a proxy for expected inflation. We measure current
inflation as CPI, the annual Consumer Price Index announced by the Egyptian Ministry of Finance. We expect a
positive relation between CPI and performance.

Global banking crisis: The year 2008 was characterized by the exacerbation of the global banking crisis, which is
expected to have a negative impact on the Egyptian banking sector. Even though Egyptian government officials
claim that the crisis did not affect the Egyptian banking sector significantly, the event has to be controlled for due to
its potential impact on the research model. We use CRISIS, a dummy variable that assumes the value of 1 if the data
year is 2008 and 0 otherwise. We expect a negative relation between CRISIS and performance.

Time effect: In addition to the above control variables, we also include in the model a control variable that represents
the number of years over which the study analysis extends. As explained earlier, we include in the sample five years
of data before and after each merger (ten years in total), and, although the number of years in some cases may go
down to only two years before and after the merger, the number of years should be included in the model because
changes in performance may simply be due to organizational learning, rather than law promulgation. Therefore, we
use the categorical variable YearCode, representing the year of the data item relative to the merger year (that is, Year
t=5 to Year t+4). We expect a positive relation between YearCode and performance.

3.3 Estimation of Bank Governance Quality and Performance equation

To test the study hypothesis, we create a multivariate cross—sectional model that tests the impact of bank governance
quality on bank performance, measured using the BSC approach. The main independent variable bank governance
quality, GOV, also has been defined above, as a multidimensional composite index generated by factor analysis of
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bank score on each of the following indicators: board size, board composition, CEO/Chairman duality, institutional
ownership percentage, foreign ownership percentage, and largest blockholder ownership percentage.

We estimate an OLS regression model using PERF as the dependent variable in the Model 1, and GOV is the
primary explanatory variable. The control variables are added to the model in various combinations to determine
their importance in determining performance. The primary analysis involves an examination of the significance of
the coefficient of the primary variable GOV. Finding a significant coefficient is consistent with the theory indicating
that governance quality is an important influence on bank performance in Egypt.

Model 1: Bank performance = f (Governance quality, Control variables)
PERF, = By+ B1 GOV + B, LIQ;; + B3 CAPADQ;, + B4 LLP;, + Bs MEFF;, + B¢ FEE + ;7 GDPGRO;, + Bs SIZE;; + B

CPIL;+ Bio CRISIS + By YearCode i + € .o (Model 1)
Variable definitions are shown in Table 2; e;, = Error term

Coeftficient B, represents the coefficient estimate for the corporate governance quality composite index score testing
the hypothesized relationship, while B, through B, represent the coefficient estimates for the control variables
suggested by prior literature as determinants of performance. f3,, represents time effect to control for events peculiar
to each year in the analysis.

4. Empirical Results

In this section, we describe the empirical results of testing Model 1, where we regress performance on bank
governance quality and a set of relevant control variables. Table 3 presents the statistics for model 1. It is important
to note that financial indicators are industry—adjusted, that is, the industry average for each variable was deducted
from the data value of each bank in order to control for industry—wide fluctuations.

4.1 Descriptive statistics

Table 3 shows the mean GOV and governance components (BSIZE, COMP, FOR, INST, DUAL, and CI) scores in
each GOV quartile. In the best—governed banks (fourth GOV quartile), the average bank is characterized by the
following mean values: board size of 6.86 members, non—executives representing 75.85% of the board, and
separation of CEOQ/Chairman positions.

Table 3. Descriptive Statistics

Variable Ql(l}a?t\i/les N Min Q1 Mean  Median Q3 Max Std Dev
Governance Quality
1 86 —2.280 -1316  -1.184 -1.127 0914 -0.49% 0.366
GOV 2 78 —0.876 -0.630  -0.358 0361 —0.191 0.292 0.322
3 80 —0.255 0.007 0.323 0.292 0.577 1.475 0.416
4 83 0.360 0.702 1.253 1.460 1.630 2.257 0.538
1 86 5.000 9.000 11.221 11.000  13.000  24.000 3.145
BSIZE 2 78 3.000 8.000 10.859 10.000  14.000  24.000 4.698
3 80 2.000 7.000 8.038 8.000 9.500 13.000 2.230
4 83 3.000 6.000 6.855 7.000 8.000 9.000 1.690
1 86 54.545 84.615 86.731 88.889  90.909 94.444 7.462
COMP 2 78 50.000 83.333 85.815 88.889  92.857  100.000 10.400
3 80 33.333 75.000 78.703 85.714  88.889 92.308 14.327
4 83 33.333 66.667 75.847 83.333  87.500  100.000 17.576
1 86 0.000 0.000 0.186 0.000 0.000 1.000 0.391
DUAL 2 78 0.000 0.000 0.410 0.000 1.000 1.000 0.495
3 80 0.000 0.000 0.388 0.000 1.000 1.000 0.490
4 83 0.000 1.000 0.771 1.000 1.000 1.000 0.423
1 86 0.000 0.000 10.259 0.000 18.700 55.000 14.716
FOR 2 78 0.000 0.000 23289 35704  40.000 70.250 21.657
3 80 0.000 0.000 37.191 40.170  63.015 95.350 32.892
4 83 0.000 49.000 68.011 78.400  95.360  100.000 33.998
1 86 0.000 31.100 57.075 71.900  79.840  100.000 29.254
INST 2 78 23.060 71.760 82.353 84.655 100.000 100.000 20.127
3 80 65.910 77.460 89.820  97.275 100.000 100.000 12.053
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4 83 70.000 98.200 97.637 99.614 100.000 100.000 6.012
1 86 3.650 17.840 28.398 22490 32.100  100.000 19.891
c1 2 78 13.820 25.200 48.010 40.000  59.440  100.000 30.072
3 80 16.660 39.730 62.171 51.000 95.350  100.000 29.863
4 83 33.260 60.000 81.637 94.527  99.300  100.000 21.611
Performance
1 86 -2.467 -0.431 0.024 -0.070 0.340 2.478 0.746
PERF 2 78 —4.269 -0.444 -0.190 -0.240 0.261 1.418 0.845
3 80 -2.684 —0.655 0.039 -0.174 0.703 4217 0.945
4 83 -1.537 -0.255 0.329 0.232 1.001 2.325 0.875
1 86 -5.191 -0.601 0.097 -0.140 0.768 3.798 1.541
ROA 2 78 -9.157 -0.654 -0.150 -0.312 0.705 2.590 1.481
3 80 -6.593 -0.565 -0.068 -0.308 0.760 1.686 1.113
4 83 —4.218 —0.548 0.293 0.206 1.115 2.956 1.222
1 86 -2.814 -1.573 -1.325 -1.416 -1.186 0.235 0.426
2 78 -2.375 -1.584 -0.577 -1.423 -0.891 6.693 2.118
DMKTSH 3 80 -1.715 -1.531 -0.371 -1.189 -0.249 5.864 1.898
4 83 -2.938 -1.591 —0.749 -1.399 -1.041 6.265 1.927
1 86 -81.974 -20.460  30.018 2.306 22.574  339.811 105.510
OPEFF 2 78 -89.468 -14.992  43.323 7.875 24919  690.754 130.724
3 80 -75.682 -16.358  23.052 -1.296 16.662  340.632  91.552
4 83 —88.642 -27.185  21.994 0.822 17.226  376.104  98.812
1 86 -1.508 -0.323 -0.060 0.014 0.265 1.392 0.579
PROD 2 78 -2.209 -0.429 -0.187 -0.152 0.281 1.121 0.714
3 80 -0.993 -0.474 0.138 -0.011 0.693 2.300 0.722
4 83 —0.889 0.064 0.446 0.455 0911 1.303 0.567
Risk Indicators
1 86 —4.531 -0.934 0.553 -0.369 1.806 7.554 2.840
LLP 2 78 -5.325 -1.295 0.016 -0.292 1.127 10.240 2.342
3 80 —4.327 -1.511 -0.386 -0.438 0.264 16.513 2.653
4 83 -5.524 -1.460 -0.158 -0.577 0.463 10.048 2.772
1 86 -22.693 -3.551 -0.871 -1.204 1.430 13.129 6.246
2 78 -7.609 —4.539 -1.222 -1.676 1.535 15.186 4.439
CAPADQ 3 80 -6.909 —4.367 -1.468 -2.414 -0.707 15.297 4.724
4 83 -6.191 -3.045 0.034 -1.192 1.688 13.564 4.483
1 86 -27.971 -6.057 5.684 1.417 16.619 69.966  20.853
LIQ 2 78 -77.213 -21.172  -9.763 -10.676 -2.686 57.926  23.680
3 80 -61.473 -19.322 -2.144 -10.154 1.259 151.777 38.368
4 83 -38.213 -21.783 -14.723  —-15.508 -6.821 34.352 12.606
Bank Characteristics
1 86 -2.353 -1.192 —0.669 -0.647 -0.221 0.838 0.690
SIZE 2 78 -1.956 -1.258 -0.447 -0.913 0.203 2.231 1.097
3 80 —-1.640 -1.126 -0.019 —-0.100 0.656 2.504 1.155
4 83 -3.261 —-1.486 —0.655 -0.739 -0.115 2.413 1.304
1 86 -10.015 1.798 3.499 4.505 5.447 9.632 3.159
MEFF 2 78 -26.251 0.029 1.850 2.659 5.293 8.532 5.109
3 80 -24.199 -1.919 0.117 2.653 4.192 8.528 7.117
4 83 —4.019 0.741 2.990 3.028 5.446 10.006 3.074
1 86 —-1.523 —0.668 -0.119 -0.225 0.274 3.021 0.764
FEE 2 78 —1.845 -0.778 -0.117 -0.131 0.334 2.171 0.835
3 80 —1.842 —0.596 -0.211 -0.247 0.148 3.292 0.806
4 83 —2.233 —0.752 —0.145 —0.194 0.268 3.869 1.044

Notes: This table shows the statistics of the variables, broken down by governance quality score (GOV) quartiles. GOV is divided
into four quartiles (1 represents the lowest quality and 4 represents the highest quality).
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On the ownership side, the best—governed banks have foreign ownership of 68.01%, institutional ownership of
97.64%, and largest block-holder ownership of 81.64%. That is, the best-governed banks are characterized by
relatively smaller boards, lower non—executive director proportion, separation of CEO/Chairman positions, higher
ownership percentage by foreigners and institutional investors, and higher ownership concentration.

In this study, all non—governance and non—macroeconomic measures are expressed in industry—averages. Thus, the
interpretation of the figures should focus on the relative rankings of the variables rather than on the individual values
(which in themselves would have little meaning). In terms of performance, well-governed banks have on average a
higher performance index (PERF) score driven by higher financial performance (ROA), deposit market share,
operating efficiency, and productivity. Regarding control variables, capital adequacy and loan growth are higher
compared to poorly governed banks. As for bank characteristics, well-governed banks have smaller size, lower
managerial efficiency, and lower non—interest revenue sources.

4.2 Correlation and regression analysis

The correlations between performance, governance, and other control variables are represented below in Table 4.
Table 4 shows the Pearson correlation coefficients for the model variables. Bank performance is the dependent
variable, and bank governance is the independent variable. PERF' is significantly positively correlated with GOV,
lending initial support to the study hypothesis. PERF is also significantly positively correlated with CAPADQ, FEE,
and MEFF, but PERF is significantly negatively correlated with LLP and LIQ.

Table 4. Pearson Correlation Coefficients for Model Variables (n = 172)
PERF GOV CRISIS YearCode LLP CAPADQ SIZE LIQ MEFF FEE CPI GDPGRO

PERF 1.00 0.19 0.01 0.05 —0.47 0.40 -0.09 -0.11 0.24 0.14 0.03 0.05

. 0.01 0.42 0.25 0.00 0.00 0.11 0.07 0.00 0.04 0.34 0.25

GOV 0.19 1.00 0.15 0.21 -0.19 -0.07 0.09 -033 002 023 0.14 0.23
0.01 . 0.02 0.00 0.01 0.17 0.11 0.00 0.40 0.00 0.03 0.00

CRISIS 0.01 0.15 1.00 0.70 -0.12 —0.03 -0.01 -0.01 0.18 -0.33 054 0.77
0.42 0.02 . 0.00 0.05 0.35 0.46 0.44 0.01 0.00 0.00 0.00

Year Code 0.05 0.21 0.70 1.00 -0.16 -0.04 -0.02  -0.06 0.11 -0.32  0.79 0.88
0.25 0.00 0.00 . 0.01 0.30 0.40 0.21 0.07 0.00 0.00 0.00
LLP -0.47 -0.19 -0.12 —0.16 1.00 -0.07 -0.17 -0.06 -0.10 031  -0.18 -0.14
0.00 0.00 0.05 0.01 . 0.19 0.01 0.23 0.11 0.00 0.01 0.04

CAPADQ 040  -0.07 —0.03 —0.04 -0.07 1.00 -0.40  0.10 0.20 0.28 0.05 -0.10
0.00 0.17 0.35 0.30 0.19 . 0.00 0.09 0.00 0.00 0.27 0.09

SIZE -0.09 0.10 —-0.01 -0.02 -0.17 —0.40 1.00 0.10 -0.26 -0.24 -0.00 —-0.03
0.11 0.11 0.46 0.40 0.01 0.00 . 0.09 0.00 0.00 0.50 0.34

LIQ -0.11  -0.33 —-0.01 —0.06 —0.06 0.10 0.10 1.00 0.09 0.12 0.00 -0.13
0.07 0.00 0.44 0.21 0.23 0.09 0.09 . 0.12 0.06 0.50 0.04

MEFF 024  -0.02 0.18 0.11 -0.09 0.20 -0.26  0.09 1.00 -0.06  0.10 0.08
0.00 0.40 0.01 0.07 0.11 0.00 0.00 0.12 . 0.22 0.10 0.15

FEE 0.14  -0.23 -0.33 -0.32 0.31 0.28 -0.24  0.12 —0.06 1.00 -0.30 -0.35
0.04 0.00 0.00 0.00 0.00 0.00 0.00 0.06 0.22 . 0.00 0.00

CPI 0.03 0.14 0.54 0.79 -0.18 0.05 -0.00  0.00 0.10 -0.30  1.00 0.56
0.34 0.03 0.00 0.00 0.01 0.27 0.50 0.50 0.10 0.00 . 0.00

GDPGRO 0.05 0.23 0.77 0.88 -0.14 -0.10 -0.03 -0.13 0.08 -0.35 0.56 1.00

0.25 0.00 0.00 0.00 0.04 0.09 0.34 0.04 0.15 0.00 0.00

Notes: This table presents Pearson correlations (above) and the p—value (below) in each cell. See Table 2 for variable definitions.
P—values below 0.10 are marginally significant, below 0.05 are significant, and below 0.01 are highly significant.

Table 5 represents the results of the regression analysis of Model 1. Bank performance is the dependent variable,
while governance is the independent variable, in addition to control variables.

In further analysis, we decompose the sample into two categories based on governance quality score: high and low
governance. Banks with a GOV score that is equal to or greater than the median score are placed into a high group
and those banks with a GOV score that is lower than the median score are placed into a low group. We repeat the
empirical testing of regression Model 1 for each group separately. Models tested on both groups are highly
significant at the .01 level and have an R” of 0.807. The coefficient on the GOV variable for the low group is positive
and highly significant at the .01 level, while the coefficient on the GOV variable for the high group is negative but
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insignificant. Results thus suggest that governance quality is a determinant of performance, particularly for banks in

the low governance category. For the sake of brevity and simplifying the results presentations, we do not tabulate the
results of the low/high analysis.

Table 5. Results of Model 1 Regression Analysis

Ex—Post Analysis

Model 1 Model 1 (a) Model 1 (b) Model 1 (c) Model 1 (d) Model 1 (e)
. PERF ROA DMKTSH OPEFF PROD
Dependent Variable PERF
(6 Gov. Comp) (6 Gov. Comp) (6 Gov. Comp) (6 Gov. Comp) (6 Gov. Comp)
Pred. Standardized Pred. Standardized Standardized Standardized Standardized Standardized
Sign Coefficients ign Co ient: C ients C ients C i

Gov
BSIZE + -.045 .060 -.100** -.079 -.235%%%
comp + - 112%* -.102* .014 .047 - 125%%*
DUAL + 112 .083 .043 -.051 .072
C1 + =321 -.061 185 ** .009 =527H**
FOR + 304 %** .079 -.303%** .004 A469%**
INST + .036 -.071 .049 .010 114%*
LLP - - 495%** - - 461%** -.634%%* L18*** A496%** -.038
CAPADQ + 320%** + 311 388*** .010 .000 264%**
LIO - - 175%** - -.069 - 155%** - 165%** 114* - 133%*
FEE + 282%*x + 295%** 276%** -.035 -.385%%* 136%*
MEFF + 192%** + .050 .041 .041 -.033 .103*
SIZE + .080 + 270%** 282%** 708%** -.118% 497H**
GDPGRO + 201 + 170 .080 -.027 326%* .042
CcPI + -.034 + -.070 -012 .029 118 -.116
CRISIS - -.077 - -.059 .063 .001 518%** -.125
YearCode + -.076 + -.006 -.074 .068 -.444%%* 148
Model Specification
F-Statistic 14.10%** 15.39%%* 18.48%%* 43.28*** 17.42%%%* 15.41%%*
R? 0.48 0.60 0.64 0.80 0.62 0.60
Adjusted R 0.45 0.56 0.60 0.79 0.59 0.56

Notes: *, ** *** denote significance at 10%, 5% and 1%, respectively. A significant GOV coefficient suggests governance quality is an important
determinant of bank performance in Egypt. See Table 2 for variable definitions.

Table 5 presents the results of significance testing for Model 1 and related analyses. Model 1 is highly significant at
the .01 level and has a high explanatory power (R is 0.48 and adjusted R* 0.45). As expectations, the coefficient on
GOV is marginally significantly positive. PERF is also significantly positively associated with CAPADQ, FEE and
MEFF and significantly negatively associated with LLP and LIQ.

Model 1 (a): PERF and governance components

Aside from analyzing the relation between PERF and GOV, we analyze the relation between PERF and governance
components in a separate model, labeled Model 1 (a). The tested model is highly significant at the .01 level and has
an R” of 0.60 and adjusted R 0.56. Contrary to expectations, COMP is marginally significantly negative and C1 is
highly significantly negative. But, as expected, FOR has a significantly positive relation to PERF. Thus results
suggest that bank performance over the period 2000-2009 was inversely associated with board composition and
ownership concentration, but positively associated with foreign ownership. The effect sizes of C1 and FOR are much
higher than that of COMP.

To identify whether the significant results of H; hold for banks at all governance levels, we repeat Model 1 (a) for
each of the two governance categories: high and low governance groups. Results suggest that in well-governed
banks and in poorly-governed banks alike, performance is a function of foreign ownership, ownership concentration
and the separation of CEO/Chairman positions. We do not tabulate the results of the low/high governance analysis
for sake of brevity.
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Model 1 (b) — (e): Performance dimensions and governance components

As additional analysis, we analyze the impact of individual bank governance components (BSIZE, COMP, Cl, FOR,
INST, and DUAL) on each of the four performance dimensions explored in this study: ROA, DKMTSH, OPEFF, and
PROD. The objective is to explore the governance component that drives specific performance dimensions. It must
be noted that analyzing the effects of individual governance components on these components is ex—post and no
theory was created regarding the investigated relations and therefore no predictions are made for the directions of the
signs. To test these effects, we repeat the empirical testing of Model 1 in four different OLS regression models titled
Model 1 (b) through (e), after replacing the dependent variable PERF in each model with one of the performance
dimensions.

The results of regressing each performance dimension on governance components are shown in Table 5 under the
“Ex—Post Analysis” title. The F—statistics on all four models (b) through (e) are significant at the .01 level and have
high explanatory powers. R’ for models (b) through (e) are 0.64, 0.80, 0.62, and 0.60, respectively and adjusted R*
for the models are 0.60, 0.79, 0.59, and 0.56, respectively.

The results of empirical testing of Model 1(b) indicate that ROA (financial performance) is marginally significantly
related to board composition. Further, ROA is significantly positively related to CAPADQ, FEE, and SIZE and is
significantly negatively related to LLP and LIQ. The results of empirical testing of Model 1 (c) indicate that
DMKTSH (deposit market share) is insignificantly positively affected by duality, institutional ownership and board
composition, but significantly positively related to ownership concentration, and significantly negatively related to
foreign ownership and board size.

The results of empirical testing of Model 1 (d) indicate that OPEFF is insignificantly negatively affected by board
size, and board duality, but insignificantly positively related to board composition, foreign ownership, ownership
concentration and institutional ownership. OPEFF is significantly positively related to LLP, LIQ, GDPGRO, and
CRISIS, and is significantly negatively related to FEE, SIZE, and YearCode.

The results of empirical testing of Model 1 (e) indicate that PROD is significantly positively affected by foreign and
institutional ownership, and significantly negatively affected by board size and board composition and ownership
concentration. PROD is significantly positively related to CAPADQ, FEE, MEFF, and SIZE and is significantly
negatively related to LIQ.

The overall conclusion from testing Model 1 (a) through (e) is that governance components have strong effects on all
performance dimensions. Foreign ownership and ownership concentration have the strongest effects on performance
dimensions, especially customer-related performance, and employee productivity. Institutional ownership is
influential in explaining the variations in employee productivity. Board composition explains variations in financial
performance and learning & growth process. Board size has limited explanatory power on customer-related
performance and learning & growth.

4.3 Research Limitations

In conducting the analysis, we face a number of empirical challenges. The first is that the governance data, especially
those related to director independence, ownership concentration, and foreign ownership, are not easily accessible or
publicly available from more than one source. Only one source, KOMPASS EGYPT, offers governance data, and this
prevents ensuring the accuracy of data. Additionally, the period studied in this paper extends back to 1998 in some
cases. The availability and accuracy of governance, and accounting data at that time may not be accurate because the
stock market was still in its rebirth stages. Also, the year 2008 was an unusual year of global economic crisis.
Although controls have been incorporated in the analysis to prevent any effects of this crisis on the analysis, still if
any omitted effects of the crisis affected the models, results may have been affected.

5. Conclusion and Recommendations

The purpose of this study is to test the association between corporate governance and bank performance in a sample
consisting of banks operating in Egypt during the period from year 2000 — 2009. The empirical results show that
governance quality index has marginal significant positive impact on bank performance. This finding is consistent
with many studies (for example; Williams and Nguyen, 2005; Choi and Hassan, 2005; Laeven and Levine, 2009).
Furthermore, the effect of governance index components on performance components is examined separately.
Evidence shows that performance is a function of some of the individual governance quality components.

In particular, evidence shows that board composition proxied by proportion of non-executive directors has
marginally significant negative impact on bank performance. This is consistent with studies that find no significant
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relationship between presence of outsiders and bank performance (Pi and Timme, 1993; Staikouras et al., 2007; and
Adams and Mehran, 2012). However, it contrasts with views emphasizing presence of independent directors on bank
board for their ability to mitigate the agency problem and enhance performance due to their diversified experiences
and qualification (e.g. Subrahmanyam et al., 1997; and Belkhir, 2009). Further analysis shows that increasing
number of independent directors on bank board will have adverse effect on learning and growth and financial
performance perspectives. This could be interpreted as bank executives have more access to specific-bank
information, knowledge, and more communication with bank employees and aware of their problems, which enable
them to stimulate, encourage and enhance employees’ performance and productivity through professional trainings,
orientations, and compensation schemes.

In spite of the strong argument that the positions of CEO and Chairman should be separated in the Egyptian banks to
reduce agency cost and mitigate managerial entrenchment, the empirical evidence shows that the relation between
CEO/Chairman duality and bank performance is insignificant. Further, when analyzing the components of the
performance index separately, we find that duality has no impact on all performance dimensions. Similarly and aside
from banking firms, this result agrees with Brickley et al. (1997) who argue that the optimal leadership structure
varies across firms and according to the characteristics of the firm. However, this finding do not find support for the
results of Pi and Timme (1993) who report a negative relationship between bank performance and duality due to the
increase in the agency conflicts between owners and management.

Foreign ownership is found to be associated with high performance, as bank performance is significantly positively
related to foreign ownership. Foreign ownership has high significant impact on bank performance, specifically on
customer-related performance and employee productivity. This gives support to the results of many studies such as
Micco et al. (2004), Berger et al. (2005), Choi and Hassan (2005).

In addition, ownership concentration adversely affects the Egyptian banks performance, as evidence indicates that
ownership concentration is highly significant and negatively associated with bank performance. The findings support
many scholars who are opponents of concentration of ownership and argue that concentration leads to expropriation
of minorities and poor performance, for example Gomes and Novaes (2005), Burkart et al. (1997), Laeven and
Levine (2009). However, this result is against the view of ownership concentration is more effective and enhances
monitoring and governance, for example; Shehzad et al. (2010) and lannotta et al. (2007). Thus, ownership
concentration and foreign ownership are influential determinants of customer-related performance, and the learning
and growth as performance dimensions.

Evidence also shows that institutional ownership is a marginal determinant of employee productivity. Finally, board
size is found to be insignificant determinant for bank performance; however, small board size is a significant
determinant for better customer-related and improved learning & growth. This result is against the studies that argue
that large boards have positive impact on bank performance, for example, Subrahmanyam et al. (1997), Adams and
Mehran (2005), Andres and Vallelado (2008), and Belkhir (2009).

Moreover, empirical evidence shows that credit risk, liquidity, capital adequacy, non-interest income, and managerial
efficiency are significant determinants for bank performance. These results are consistent with the findings of Berger
et al. (1995) and Goddard et al. (2004) who argue that capital adequacy has a positive impact on bank performance.
Naceur and Kandil (2009) also reported that higher capital-to-assets ratios and increase in management efficiency
lead to improvement in the performance of the banking sector in Egypt.

The results of the analyses suggest that much research effort is needed in this area. One promising area for future
research and regulation is how future-banking regulations in Egypt can aim at improving these two dimensions,
perhaps by including research-based provisions in future banking laws that provide incentives for banks exhibiting
continuous improvements in operating efficiency, organizational learning, employee empowerment, streamlined
business processes, community relations, and timely adoption of modern IT systems.
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Notes

Note 1. Adams and Mehran (2005) compare the board size of U.S. BHCs with non—financial firms and find that the
mean board size is 18.2 for BHCs while it is 12.1 for non—financial firms.

Note 2. The average bank board size reported in these studies range between 16 to maximum 19 directors, this is
higher than the average board size (12 members) reported for non—financial firms (e.g. Vafeas, 1999).

Note 3. KOMPASS EGYPT is owned by Fiani & Partners, a firm that specializes in providing financial information
products primarily directed to the investment and credit community. It issues the Financial Yearbook annually in
print edition. The Yearbook has two types of financial listings: full financial statements and highlights for the current
year.

Note 4. Data validation of the Financial Yearbook financial information has been conducted for a sample of 20 banks
for the period 2006-2007 by comparing their financial information with data included in the financial statements
issued by the firms. However, we could only validate 5 firms for the period 1997-1998 due to unavailability of firm
financial statements. Validation showed that financial statement data in the Yearbook is highly accurate.

Note 5. All measures were hand collected from the KOMPASS EGYPT directory of Egyptian firms’ economic
information and sample firms’ financial statements, including board information.

Note 6. Reliability tests were conducted on the components and Chronbach alpha measured .65.

Note 7. Reliability tests were conducted on the components and Chronbach alpha measured .71.

Published by Sciedu Press 76 ISSN 1927-5986  E-ISSN 1927-5994



