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Abstract 
The purpose of this research is to investigate the connection between governance 
at the country level and the financial performance of Pakistani firms from 2014 
to 2023. This research contributes to the literature by using governance features 
at the country level instead of firm-specific aspects. In this paper, panel data was 
analysed using GMM. It may be concluded from Pakistan's empirical data that 
elements of country governance enhance the financial performance of companies 
doing business there. The findings of this research study have broad implications 
for businesses, present and potential local and foreign shareholders and 
investors, management, and governments. The present study's findings 
demonstrated that governance factors at the national level enhance Pakistani 
companies' financial performance. This information is also necessary for the 
local and global potential that stands to benefit from the macro factors. The 
study's findings help investors and shareholders decide whether to make 
investments in macroeconomic factors. 
 
Keywords: Pakistan, Financial performance, GMM, Country Governance 
 
Introduction  
A lot of emphasis has been paid to corporate governance. The Enron Corporation 
exemplified the worst kind of financial statement manipulation and assumed that 
the Sarbanes–Oxley Act of 2002 would solve the issue would be discouraged by 
Valukas’ (2010) report on Lehman Brothers’ attempts to conceal its debt. 
Additionally, WorldCom fabricated its balance sheet and income statements, 
resulting in a $200 billion loss for stockholders in 2002. One of the worst 
financial scams in history was the accounting disaster at the massive Italian dairy 
and food company Parmalat. I might take away from the above that businesses 
need to stress the significance of corporate governance and business ethics. 
Financial crises may potentially result from poor corporate governance 
(Claessens and Yurtoglu 2013). Firm performance is favourably impacted by 
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corporate governance and business ethics (Erondu et al. 2004). Firm valuation 
requires an analysis of the shift in corporate governance (Morey et al. 2009). 
There has been a sort of explosion in corporate governance research and practice 
since major accounting and corporate governance issues at a number of well-
known companies, including Enron, Worldcom, HealthSouth, Parmalar, Alstom, 
and numerous others, were revealed at the beginning of the new millennium. To 
enhance governance procedures, the World Bank established a corporate 
governance forum in 1999. This topic has, in fact, been the subject of several 
empirical investigations. Following the Enron scandal, several study studies on 
corporate governance were released. In predicting financial crises, corporate 
governance has grown in importance. The global financial crisis has prompted 
policymakers to reevaluate the role that financial system structure plays, 
particularly state ownership of businesses and other types of corporate 
governance, and has called into question long-held beliefs about state ownership 
of financial institutions.  
The connection relating the board of directors, directors, and shareholders is 
based on corporate governance, which makes each party's rights and 
responsibilities clear (Donnelly & Mulcahy 2008; Barros et al. 2013; Forker 
2012; Crifo et al. 2015). The function of networks amongst CEOs who sit on 
boards and the detrimental effects on the governance of such companies are 
highlighted by Hallock (1997) and Bhagat and Bolton (2013).  
Corporate governance has been seen as being important for business stability, 
performance, and value (Bhagat & Bolton 2008; Morey et al. 2009). 
The government of the nation is also crucial. When the rule of law is established 
and corruption is decreased, Ngobo and Fouda (2012) suggest that effective 
national government may enhance business performance. Voice and 
accountability, political stability and the lack of terrorism or violence, regulatory 
quality, government efficacy,  rule of law, and corruption control are the six 
elements of country governance (Kaufmann et al. 2009).  
Large and liquid financial systems may be developed in nations with effective 
governance, which includes the rule of law and particular legal protections for 
creditors and investors (La Porta et al. 1998). Respect for property rights and 
judicial integrity are reflected in the rule of law. The extent to which people trust 
and observe social norms is measured by the rule of law. More trust in the 
judicial system is implied by a higher rule of law score (Kaufmann et al. 2009). 
According to Essen et al. (2013), businesses in nations with more advanced legal 
systems do better in times of financial crisis. When the rule of law is established 
and corruption is decreased, good national governance may enhance business 
performance (Ngobo and Fouda 2012). Financial market risks that are harmful to 
economic development may be decreased by a stable and effective national 
government system. Bruno and Claessens (2010) look at the relationship 
between business performance and legal investor protection at the national level 
and corporate governance procedures at the company level.  
The study's specific goals are to use the top 50 companies in Pakistan to 
objectively investigate how national government affects financial performance.  
 
Literature review and development of Hypothesis 
Governance is the process by which a society's laws are created, administered, 
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and changed. The formal institutional structure of the state plays a crucial role in 
determining how a society is run, but governance encompasses much more. In 
practice, governance is complex and situation-specific. It necessitates the 
interplay of official and informal procedures, regulations, and connections. 
Because of this, governance deals with power and establishes who has the 
authority to establish and oversee social norms. La Porta et al. (1999) assert that 
socio-political and other cultural theories provide the elements that determine 
how successful a government is. La Porta also comes to the conclusion that 
cultural differences, together with religious and ethnic diversity, have an impact 
on how the government functions. Islam and Montenegro (2002) suggested that 
there is no correlation between institutional quality and social qualities. The 
researcher suggests improving the performance of bigger and better 
administrations while taking their size into consideration. Brunetti and Weder 
(1999) and Afonso et al. (2003), however, provided evidence in favour of the 
opposing view. 
 
Voice and Accountability 
Voice and accountability are essential components of healthy government. The 
capacity to openly communicate one's thoughts and ideas is embodied in the 
notion of voice. Stated differently, individuals are entitled to openly voice their 
opinions about governmental priorities and procedures. Politicians and public 
officials are held accountable to the people whose lives are impacted by their 
choices and actions when their laws and regulations are inadequate. As a result, 
voice and responsibility are crucial markers of the kind of connection that exists 
between a state and its people. It helps define the characteristics of all things and 
conveys the function across settings, claim Frink et al. (2008). According to 
another study, responsibility affects how many workers carry out, plan, and 
assess their work behaviour (Breaux et al., 2009). According to Frink et al. 
(2008), responsibility helps to maintain social order and informs workers about 
expectations for their jobs. Additionally, it teaches a number of appropriate 
attitudes and behaviours for completing tasks. Additionally, Hochwarter et al. 
(2007) propose a progressive relationship between performance and 
responsibility. 
H1: There is a positive relationship relating Voice and Accountability and 
financial performance of firms. 
 
Political Stability and Absence of Violence  
The process of organising all the actions involved in the creation and distribution 
of resources is called politics. According to Leftwich (2006), the process of social 
and political bargaining is crucial for both individual and collective interests. For 
political stability and predictability, rules are crucial. Since terrorism and 
violence will have an impact on the administration, political stability and 
nonviolence are essential for good governance. According to Georgiou (2014), 
political instability occurs when there are conflicts inside a nation's political 
structure. Previous research by Venieris and Gupta (1986) and Gupta (1990) 
indicates that political volatility has an impact on business success. Because it 
influences business choices, investments, and savings, political instability has a 
detrimental impact on stock market performance and, eventually, economic 
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development (Durnev, 2010; Chen & Rodden, 2013). However, some research 
revealed that political unrest might sometimes provide investors with 
commercial opportunities (Irshad, 2017; Masood & Serge, 2008). 
H2: there is a positive relationship relating Political Stability and Absence of 
Violence and financial performance of firms. 
 
Government Effectiveness  
Effective governance defines the standard of civil and public services 
independent of political pressure. It also outlines how to formulate sound 
policies and then put them into action. Good governance and sound institutions 
are two distinct concepts that influence each other. It is the effectiveness of 
public employees and bureaucracy, the duties and functions of provincial 
governments and local, the technical and administrative skills of the government, 
the ability to govern, the efficacy of the creation of policies and programs, and the 
efficient use of resources are all components of government effectiveness. Every 
nation should adopt excellent governance, according to Kaufman and Kraay 
(2003). More specifically, it clarifies that the capability of the government to 
formulate and carry out sensible policies, allocate resources, and provide services 
effectively. Good governance is the process that enables citizens to choose, 
oversee, hold responsible, and change their government. Respect for the 
government and its institutions is a prerequisite for a nation's economic 
progress. The financial performance of businesses is improved by an effective 
government structure. 
H3: There is a positive association amongst Government Effectiveness and firms 
financial performance. 
 
Regulatory Quality  
The capacity of the government to create and afterward carry out rules and 
regulations for improved development is known as regularity quality. If the 
quality of the restrictions that the government imposes is high, then the country 
will make progress towards being wealthy. The opposite event was responsible 
for the complete destruction of the nation's system. Consequently, there will be a 
positive association relating financial success and regulatory quality. Because 
organisations are answerable to stakeholders for their performances, 
institutionalism discusses the need of institutions' roles not taking into 
consideration the market (Campbell, 2007). According to Li et al. (2016), 
businesses in progressive economies are often influenced by the government, 
whose oversight pressure has a good effect on the businesses. Regulators are 
responsible for draughting laws, rules, and ordinances to oversee and control the 
economy. Superior regulatory constraints increase a firm's incentive to engage in 
more responsible operations, claim Berrone et al. (2013). Organisations that 
exhibit responsible behaviour are more likely to invest in green technologies and 
take environmental practices into account. Chen et al. (2005) draw attention to 
the effects of ownership structure and regulation on Chinese security 
organisations' performance. They assert that performance measurements and 
conditions imposed by the government will be positively correlated.  
H4: There is a positive connection amongst Regulatory Quality  and financial 
performance of firms. 
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Rule of Law 
Government laws, regulations, and initiatives make up the institution's 
traditional environment. The most crucial component for both international 
competitiveness and national growth and development has been identified (Ahn 
& York, 2009; Peng, 2010; Ismail et al., 2008). According to institutional theory, 
normative forces typically have an impact on innovators and investors. These 
demands might come from businesses or from outside sources, such as the 
nation (Petzer et al., 2012). A stronger rule of law environment in a nation 
enables investors and innovators to carry out investment transactions there, 
according to institutional theory. Among the most important components the 
institution's legal environment is established by the rule of law. To put it simply, 
it refers to the laws, fundamental infrastructure, policies, rules, programs, and 
services of the government that improve every aspect of the economy's operation 
(North, 1992). The rule of law, according to Ahn and York (2009) and Fogel et al. 
(2006), outlines the scope of legal rights protection and enforcement for both 
individuals and corporate entities. By protecting people's property, the rule of 
law also fosters a business climate that promotes expansion (Haggard et al., 
2008). The Fogel et al. (2006) claim that it gives the person transactional trust. 
However, Hausmann et al. (2005) contend that it guarantees the nation's 
financial stability. 
H5: There is a positive connection amongst Rule of law  and financial 
performance of firms. 
 
Control of Corruption 
According to Calhoun (2011) and Transparency International (2013), corruption 
is the abuse of power for one's own gain. According to Judge et al. (2011), 
corruption is the misuse of administrative authority for private gain.  Investors 
and innovators are hesitant to make investments in a nation where corruption is 
seen to be widespread. Due to inefficient investments, misallocation of 
production resources, and increased transaction costs and uncertainty, 
corruption also lowers economic performance (Kaufmann & Wei, 2000; Shleifer 
& Vishny, 1993). Additional research has looked at how corruption impacts 
business performance and economic growth, confirming the idea that corruption 
has an impact on the economy (Doh et al., 2003; Rodriguez et al., 2006; 
Uhlenbruck et al., 2006). Kaufman et al. (2011) assert that there is no 
independence among these six country-level factors. For instance, it makes sense 
to say that a government is only considered functional if it is politically stable, 
that less corruption results in more accountability, or that the rule of law reduces 
the amount of private benefit. Transparency International (2010) and the IMF 
(2011) both claim that improved country-level governance improves businesses' 
financial performance. There are significant governance problems in developing 
nations that need research (Malik et al. 2018; Tahir et al. 2020). Thus, sampled 
counties were chosen by the researcher. 
Positive relationship governance is suggested by the stewardship and 
institutional theories. For this research study, the researcher thus makes the 
following assumptions based on the above theories and empirical literature: 
H6: There is a positive association amongst control of corruption  and financial 
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performance of firms. 
 
Conceptual Frame Work 
This research aims to establish a connection between financial success and 
governance at the national level. CSR and corporate governance are combined to 
form ESG. Accountability, political certainty, government policies, authoritative 
framework, Rule of Law, and the capacity of the nations to combat corruption are 
all factors that may be used to assess governance. However, the study's 
dependent variable is financial performance. Return on assets (ROA) is used as a 
stand-in for financial performance.  
 
Independent Variables      
 
 
 
                  Dependent Variable 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 1: Showing the association between financial performance and country 
governance. 
 
Research Methodology  
Data, Sample and Population  
Given the substantial literature analysis and debate, the current study is 
quantitative. The Panel data type is utilized by the researchers. Panel data came 
from several businesses throughout a range of time periods. All non-financial 
companies registered on Pakistani stock markets made up the population of this 
study. The study's sample comes from top companies that are listed on Pakistan's 
stock exchnage. Ten years of data, from 2014 to 2023, are used in this study. The 
World Bank's Development Indicator dataset and the World Governance 
Indicator (WGI) are the sources of the data pertaining to each variable.  
 
Variable Explanation 
Financial performance is the dependent variable in this study. The return on 
assets (ROA) technique was used by the researcher in this study to gauge the 
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financial performance.The net income earned by the company relative to its total 
assets is known as the return on assets. It is computed by dividing total assets by 
net revenue (Yu et al., 2018; Xie et al., 2019). 
The dependent variables used in the study are governance indicators. Despite its 
measuring constraints, the World Bank has been actively connected in the goal of 
analysing governance qualities since 1996. This research used the World Bank's 
Governance Index (WGI), which offers comprehensive information on 
governance scores across six aggregate factors. The definitions of indicators 
specified by De Petrillo et al. (2009) are summarised here.  
Voice and accountability: this word describes how respondents evaluate the 
extent to which people may freely associate with the press, vote for their 
government, and have access to free media;  
The probability that violent and terrorist acts that contravene constitutional 
provisions might overthrow the government is measured by political stability. 
People's opinions on the quality, ability, and independence of public services 
from political influences, as well as their ideals for improved policymaking and 
execution, are also captured. 
Government effectiveness: The phrase "government effectiveness" encompasses 
people's opinions on the quality, competence, and independence of public 
services from political influences, as well as the values connected to improved 
policy design and execution.  
The ability of the state to to produce and to carry out sensible laws and 
regulations that support the growth of the private sector is measured by 
regulatory quality.  
The concept of the rule of law encompasses the belief held by the populace 
regarding their ability to accept and adhere to social norms, the protection of 
private property, the trustworthiness and dependability of law enforcement, and 
the associated risk of criminal activity.  
Control of corruption the degree to which the government's power is managed 
for personal gain is measured by the control of corruption, which encompasses 
both small-scale and large-scale corruption.  
Several policymakers, international agencies, and academics have adopted these 
governance indicators, which were first used by Kaufmann et al. (2002) to assess 
the quality of governance (Dickson et al., 2021; Minghai, Khan et al., 2024; 
Schulenberg et al., 2020). The indicators, which are categorized into six clusters, 
were evaluated using perception-related research that involved a variety of 
agencies, including think-tank groups, nongovernmental organizations, various 
government authorities, and consultancy businesses in the investment sector. 
 
Econometric model  
This study uses the Generalized Method of Moments (GMM), a dynamic panel 
data estimator, for estimate in order to address econometric issues including 
autocorrelation, fixed effects, and endogeneity. When analyzing panel data, 
GMM is often used. This broad estimator is intended for scenarios with "small T 
and large N" panels, which denotes a minor number of periods and a large 
number of persons or observations. For linear functional connections, it is also 
employed. Because heteroscedasticity might emerge after one-step estimations, a 
2-step GMM estimator is employed for all estimations in this research work.  
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The following is the study's regression model:  
ROAi,t = α + δ0ROAi,t-1 + δ1VAi,t + δ2PSi,t + δ3GEi,t + δ4RQi,t + 
δ5RLi,t+ +δ6CCi,t+εi,t  
 
The first equation illustrates the relationship between voice and accountability, 
political stability and the lack of violence, the effectiveness of governance, the 
quality of regulatory oversight, the rule of law, the control of corruption, and 
return on assets. The symbols α, δ, and ε represent the intercept, coefficient, and 
error term, of the equation. 
 
Analysis 
Descriptive Analysis  
Descriptive statistics provide a comprehensive and distinct portrayal of facts. 
Descriptive statistics include key elements such as observation, mean, standard 
deviation, and minimum and maximum values. Table 1 presents descriptive 
statistics, which provide a concise overview of the fundamental details of the 
variables. 
Table 1: Descriptive statistics 

 Variable  Obs  Mean  Std. Dev.  Min  Max 

 ROA  500 123.411 8.611 111.891 136.234 

 VA 500 4.381 2.19 -1.274 6.487 

 PS 500 8.003 4.751 2.529 19.874 

 GE 500 131.719 34.323 101.1 204.867 

 RQ 500 7.033 .685 5.774 8.784 

 RL  500 43.633 16.862 13 73 

CC 500 23.633 18.853 25 53 

The table represents the descriptive statistics of Pakistan.  
 
Correlation Matrix  
The present research investigates the collinearity among variables using a 
correlation matrix. Table 2 displays the correlation matrix of Pakistan. The 
correlations among all variables fall below the threshold of 70% (Greene & 
Hensher, 2003; Gujarati & Porter, 2010; Khan et al., 2022). 
There is no problem of multicollinearity. 
 
Table 2: Pearson Correlation Matrix 

  Variables   (1)   (2)   (3)   (4)   (5)   (6) (7) 

 (1) ROA 1   

 (2) VA 0.173*** 1   

 (3) PS 0.721*** -0.024 1   

 (4) GE 0.775*** -0.102** 0.893**
* 

1   

 (5) RQ 0.097* 0.005 0.094** 0.127*** 1   
 (6) RL 0.000 0.000 0.000 -0.000 -

0.030 
1  

(7) CC 0.087* 0.004 0.092** 0.124*** 0.731
*** 

0.025 1 
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The Pearson correlation coefficients among the variables are shown in Table 2, 
along with the significance levels of each correlation. Table 1 has a description 
of the variables. Statistically significant values are represented by the symbols 
***, **, and *, with 1%, 5%, and 10% meanings, respectively. 
 
Generalized Method of Moments 
For the purpose of estimate, this research makes use of the dynamic panel data 
estimator, often known as the Generalised Method of Moments (GMM). Table 4 
presents the results. 
 
Table 4: Estimation Results for Pakistan 

Regressor  Model Prob: value 

L.ROA -.393*** 0.00 

VA .66*** 0.00 

PS .282*** 0.00 

GE .28*** 0.00 

RQ 17.605*** 0.00 

RL 5.831*** 0.00 

CC .831 0.523 

Constant 0.213*** 0.00 

Year Dummies  NO  

AR(1) 0.027 16.34 

AR(2) 0.685 0.367 

Hansen 0.16 0.357 

No. Of groups 50 - 

No. Of instruments 44 - 

No of observations 440 - 

Table presents the GMM step two results. ***, **and * are significance at 1%, 5% 
and 10% respectively. 
 
Empirical Results and Discussion  
The empirical findings for Pakistan are shown in Table 4. The findings 
demonstrate the statistical significance of the F-statistics for every variable. The 
result shows that VA has a positive coefficient of ROA indicates that voice and 
accountability improves the financial performance of firms operating in Pakistan.  
 The beneficial effects of VA on ROA further support the stakeholder theory. The 
long-term worth of the company is increased by the best actions and 
performance, according to stakeholder theory.  Weber (2008) states that the 
organization's growth is influence by governance quality.   
As predicted by this study, the political stability has a substantial positive impact 
on ROA; the results indicates a positive relationship between PS and ROA. These 
results align with a substantial corpus of prior empirical research findings that 
have been well validated (Abdullahi et al., 2019; Khyareh & Amini, 2021). 
The outcome demonstrates a favorable relationship between GE and the financial 
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performance. It indicates that Pakistan's economy and improved governance are 
being hampered by the governanc effectiveness.  
Weak mechanisms to prevent corruption, incompetent governments, and issues 
with the appropriate application of the law have all been illustrated to have a 
significant negative influence on economic development. In contrast to Dahir et 
al. (2018), Megaravalli and Sampagnaro (2018) demonstrated the beneficial 
impact of governance on financial performance. 
The results also show a favorable relationship between ROA and RQ. This 
positively affects investors' perceptions, causing them to want the companies' 
shares, raising the share price and promoting economic expansion. The following 
research (Nebojša et al., 2020; Paitoon & Panawong, 2023) corroborate this 
finding. 
Rule of law and ROA have a statistically significant and favorable link. Strategic 
and effective government rules can boost competitiveness, lower transaction 
costs, increase trade, and increase productivity—all of which are important 
drivers of economic growth and the nation's exceptional standard of governance 
(Selvamani et al., 2023). 
Control of corruption show insignificant relationship with financial performance 
of firms operating in Pakistan. 
Additionally, Table 4 shows that negative 1st-order serial correlation (AR(1)) is 
available, and no second-order serial correlation was found during analysis, 
according to 2nd-order serial correlation (AR (2)). According to the Hansen test 
findings, there is no potential association between the error term and the 
instruments, indicating that the instruments are genuine and the null hypothesis 
cannot be rejected for any variable. Additionally, the shows that there are 50 
groups and 44 instruments.  
 
Conclusion  
This research looks into how Pakistan's firm financial performance is affected by 
country level governance between 2014 and 2023. By employing country-level 
governance characteristics rather than firm-level factors, this study adds to the 
body of literature. GMM was used in this work to analyze panel data. Based on 
Pakistan's empirical findings, it can be stated that country governance factors 
support the financial performance of businesses that operate there. The current 
research study's findings have wide-ranging effects on companies, prospective 
and current domestic and international investors and management, 
shareholders, and policymakers. The results of the current study showed that 
country level governance variables improve the financial performance of 
Pakistanian firms. The local and international potential that stands to gain from 
the macro variables also needs to know this knowledge. The results of this study 
assist shareholders and investors in making decisions about whether or not to 
invest in macroeconomic aspects. It makes sense that worse governance is 
typically associated with emerging nations. Developing nations should prioritize 
raising the standard of their governance in order to improve their standing. 
Therefore, emerging nations should adopt a number of macroeconomic policies 
to improve the standard of governance, the independence of the law from 
political pressure, and the level of corruption control. Improvements in a nation's 
quality of governance indirectly draw in more investors, which raises stock 
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market performance. It is also recomended that more macroeconomic issues be 
analyzed in future study. This will aid in the explanation of how macroeconomic 
variables with more intricate interactions affect on governance quality. Further 
research on the influence of governance factors on market performance is also 
advised. Future research on the mediating and intervening variable in 
conjunction with macroeconomic issues is also recommended.  
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