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Abstract: We examined the impact of corporate diversification and financial structure on the firms’
financial performance. We collected data from 520 manufacturing firms from Pakistan, India, Sri
Lanka, and Bangladesh. We used panel data of 14 years from 2004–2017 to analyze the results.
We applied a two-step dynamic panel approach to analyze the hypotheses. We found that product
diversification and geographic diversification significantly affected the firms’ financial performance.
We further found that dividend policy and capital structure had a significant impact on the firm’s
financial performance.

Keywords: corporate diversification; financial structure; corporate governance; audit quality; firm
financial performance

1. Introduction

Managers tend to diversify their business to get more benefits from the current market with
minimum risk. Globalization provides an opportunity to expand their business across the border for
profit maximization. Thus, corporate diversification strategy becomes important for the expansion and
growth of firms in competitive and dynamic environments. The objective of corporate diversification is
to increase profitability, market share, debt capacity, growth opportunity, risk reduction, and the need
to use human and financial resources efficiently (Afza et al. 2008). Changes in economic or industrial
conditions force management to diversify their business (Phung and Mishra 2016). Diversification also
helps firms to explore different markets (Gomes and Livdan 2004).

When firms go for diversification, they need extra capital. According to Lewellen (1971),
diversified firms need more debt financing than non-diversified firms. The effective financial structure
maximizes the value for shareholders. There are three types of financial structure in finance theory:
investing, financing, and dividend policies (Zulkafli et al. 2015). Corporate governance plays an
important role to improve the firms’ financial performance (Yermack 1996; Erickson et al. 2005). We take
corporate governance into consideration and how corporate governance affects the firms’ financial
performance. Claessens and Yurtoglu (2013) explain that a good governance system is beneficial for
the firms through better access to finance, good financial performance, and more desirable treatment
of stakeholders.

In this complex world, survival of the manufacturing industry becomes more challenging.
Given the complex, globalized, and challenging environment, there is a need for survival and
better financial performance of the manufacturing sector. Therefore, this sector has to diversify
its businesses into different products and different markets. However, the corporate diversification,
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financial structure (investment, financing, and dividend policies), and corporate governance are the
important factors to enhance the firms’ financial performance. We find that product diversification,
geographic diversification, and financial structure significantly affect the firms’ financial performance.
The outputs of our study suggest that financial policies are important determinants of firms’ financial
performance. In addition, our findings are beneficial for firms in emerging markets engaging in
diversification operations.

There are five sections of the study. We discuss the introduction in Section 1 followed by literature
in Section 2. The methodology is explained in Section 3. Section 4 deals with the empirical analysis
and we conclude our study in Section 5.

2. Review of Literature

A corporate diversification strategy deals with business expansion and profit maximization of a
firm. The modern portfolio theory of Markowitz (1952) states that diversification in various investment
projects leads to minimize risk and maximize expected return. In agency theory, the literature shows
that managers work for their personal benefits at the expense of shareholders by using diversification
strategies (Jensen and Meckling 1976; Denis et al. 1997). Lins and Servaes (2002) explain that the
utilization of internal capital is an attraction for diversification due to imperfection in the external
capital market. The concept explains a positive relationship between corporate diversification and
firms’ value because a firm has informational advantages in raising capital and it can avoid the costs
of external financing, which is greater than the cost of internal financing.

To meet challenges and survive in the markets, firms make diversification decisions. Management
of the firms decide whether to go for related or unrelated diversification. If firms opt for related
diversification, that provides good output and reduces total risk. However, if management goes for
unrelated diversification, it may have a negative impact on firm value. Corporate diversification
strategy helps firms to expand business activities and get maximum profit (Phung and Mishra
2016). According to Pandya and Rao (1998), diversified firms perform better on risk and return
basis. According to Phung and Mishra (2016), there is a negative impact of diversification on financial
performance. This negative impact is due to a weak and inefficient corporate governance system,
which motivates firms to diversify and ultimately negatively affects the firms’ financial performance.
Furthermore, inefficient diversification strategy negatively affects the firms’ financial performance
(Berger and Ofek 1995). The literature states that diversification is important and has the potential
to increase the firms’ financial performance. Therefore, the impact of diversification on the firms’
financial performance depends on its effective management.

Hypothesis 1 (H1). Corporate diversification positively affects the firm’s financial performance.

When firms make diversification decisions, financial structure is an important factor which affects
the firms’ financial performance. Zulkafli et al. (2015) consider financing, investment, and dividend
policies as corporate financial structure. Proper management of financial decisions (investment,
financing, working capital, and dividend policy) is essential for the firms’ financial performance (Butt
et al. 2010). However, we investigate the impact of capital structure on the firms’ financial performance.
Based on some assumptions, Modigliani and Miller (1958) state that capital structure does not affect the
firm’s value. Later, Modigliani and Miller (1963) suggest that with an increase in taxes and deductible
interest expenses, a firm prefers debt financing instead of equity financing. It shows that they have a
different opinion when they consider the effects of tax shield and capital market imperfection. They
revise their arguments and explain that capital structure affects the value of the firm due to the cost
of debt. Myers and Majluf (1984); Myers (1984) explain Pecking Order Theory when a firm opts for
internal rather than external sources of financing. Equity and debt financing bear the capital cost;
therefore, it is not a cheap source of financing. A firm opts debt financing as it bears less cost as
compared to equity financing. Dividend payments also give information to shareholders about firms’
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financial performance. This is among the major financial decisions that top management takes (Baker
et al. 2001). The business activities and growth depend on the financial structure of a firm. Firms need
to make an investment decision with great care as this demands the estimation of the value of certain
projects based on timing, size, and estimation of the cash flow of the future.

Butt et al. (2010) suggest that capital structure and dividend payments are important elements of
firm growth and they find the positive impact of capital structure on the firms’ financial performance.
Safieddine and Titman (1999) state a positive impact of debt financing on the firms’ financial
performance. According to Gleason et al. (2000), capital structure and firms’ financial performance have
a negative relationship. Yat Hung et al. (2002); Salim and Yadav (2012) find a negative impact of capital
structure on the firms’ financial performance because the increase in leverage enhances the chances
of bankruptcy cost which in turn decreases financial performance. Firms face financing obstacles,
which slow down the firms’ growth (Beck and Demirguc-Kunt 2006). The negative impact of capital
structure on the firms’ financial performance confirms the Pecking Order Theory of Myers and Majluf
(1984) which explains that when firms go for more debt financing, they earn less profit. Literature
leads us to think that the relationship between capital structure and firms’ financial performance and
shareholders’ wealth is still present. The firms should generate optimal capital structure in order to
maximize wealth for shareholders.

Hypothesis 2 (H2). Capital structure negatively affects the firm’s financial performance.

Does the dividend payment policy affect the value of a firm? There are different views in the
literature about dividend policy and the value of a firm. Literature states that when firms buy back
their stock, it gives a signal about undervaluation of stock prices of firms. This ultimately positively
influences the firms’ return because it creates wealth for stockholders along with an increase in share
prices. The bird in hand theory of Gordon (1963) and the dividend growth model of Walter (1963)
explain the relevance of dividend payment and further explain that dividend payment affects the
value of the firms. Butt et al. (2010); Ali et al. (2015) find that dividend policy positively affects the
firm’s financial performance. Hunjra (2018) proves a significant role of dividend payments towards
the firm’s financial performance and support the relevancy school of thought. The concepts describe
that dividend is less risky as compared to capital gain. Therefore, investors prefer dividend instead
of receiving capital gain. This means that dividend payments increase the value of the firm. Titman
et al. (2004); Cooper et al. (2008) state that dividend payment has a negative impact on firms’
financial performance.

Hypothesis 3 (H3). Dividend policy positively affects the firm’s financial performance.

Investment decision-making is another important component of the financial structure of the
firm. The purpose of every investment is to earn the profit. Thus, investment decision-making
directly affects the firms’ financial performance. Miller and Modigliani (1961) present irrelevance
proposition of dividend and explain that dividend payment does not affect the value of the firms rather
investment decision affects the firm’s value. Chen and Ho (1997); Chung et al. (1998); Jiang et al. (2006)
show a positive impact of investment plans on the firm’s financial performance. Titman et al. (2004)
and Cooper et al. (2008) state investment decision has a negative impact on financial performance.
The firms having an investment in fixed assets are less likely to have liquid assets. Therefore, firms
having more liquid assets are likely to capitalize on long-term investment opportunities.

Hypothesis 4 (H4). Investment policy positively affects the firm’s financial performance.

We have incorporated a set of control variables in our study (i.e., corporate governance, firm
age, and firm size and growth). Firms can generate more capital for investment and improve their
financial performance by applying good corporate governance practices. In a competitive environment,
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effective corporate governance is important for economic development (Boubaker and Nguyen 2015).
Jensen and Meckling (1976) present agency theory which explains that in a corporate governance
system, managers work for their self-interest instead of owners’ interest which results in inefficient
allocation of resources and a decrease in financial performance. Due to availing personal benefits,
management makes a decision like diversification. The theory supports the fact that agency conflicts
negatively affects the firms’ financial performance. Corporate governance minimizes the agency
problem as individual and institutional investors prefer firms which are well governed. On the
contrary, Stewardship theory explains that managers focus only on the collective wellbeing of the
firms regardless of the self-interest of the managers (Donaldson and Davis 1991). Therefore, this theory
suggests that firms can increase their financial performance if the top-level management possesses
more power and they develop trust in running business affairs.

The literature explains the impact of corporate governance on firm’s financial performance.
Board of directors is a fundamental element of a firm’s corporate governance structure (Black et
al. 2009). Yermack (1996) finds a negative impact of board size on the financial performance of
large firms in USA. Mak and Kusnadi (2005) find a negative impact of board size on firms’ financial
performance. Kiel and Nicholson (2003); Dar et al. (2011) find a positive impact of board size on
the firm’s financial performance. The literature states that board size is an important element of a
good corporate governance practice. Bhagat and Bolton (2008); Ehikioya (2009) reveal a negative
and significant relationship between CEO duality and firm’s financial performance. The positive
relationships between corporate governance mechanisms and financial performance show efficient
management of corporate governance system. The negative relationship validates Agency Theory and
indicates the situations where management performs for their own best interest with the investment
of owners.

The auditor’s full independent opinion after audit leads to audit quality (DeAngelo 1981). An
audit committee performs an important and monitoring part to ensure the quality of the firm’s
accountability and financial statements (Carcello and Neal 2003). Resource dependence theory suggests
that the large size of the audit committee can bring good resources into the firm like experience and
skills. This shows the effectiveness of audit work while monitoring the operations of management that
improves the firms’ financial performance (Pearce and Zahra 1992). External audit quality in terms of
big audit firms is also an important element of the audit committee. DeAngelo (1981) argues that the
big four firms provide better audit quality which enhances the firms’ financial performance. Bauer
et al. (2009) find a positive impact of large audit committee size on the firms’ financial performance.
The frequency of audit committee meetings ensures the activeness of the audit committee, which
improves the financial performance of the firms. Vafeas (1999); Xie et al. (2003) find the frequency of
audit committee meetings has a positive impact on firms’ financial performance. Considering the above
studies, we take an audit committee and audit quality in our study to check their impact on the firms’
financial performance as they enhance the quality of financial reporting and financial performance.

Large board size enhances the utilization of the firm’s useful resources (Boubaker and Nguyen
2012). Hence, large firms have more opportunities to gain economies of scale and economies of scope.
Firm size has a positive impact on the firm’s financial performance (Titman and Wessels 1988; Frank
and Goyal 2003; Hunjra et al. 2014). It is argued that firms with large size faceless financial distress
and generate more profit (Titman and Wessels 1988). The firms’ financial performance also depends
on growth opportunities and the firms’ age. Firm age is important in a way that it explains about the
experience of the firm in its operations. Muritala (2012); Hunjra et al. (2014); Lazar (2016) find that
firm growth and firm age have a positive impact on firms’ financial performance. The positive impact
of growth indicates the opportunities for the firms to expand business and earn more profit. Pervan et
al. (2017) present a theoretical discussion about the positive and negative impact of age on financial
performance. Firms with old age have more abilities, experience, good technology, skilled labor, and
learning environment, which help them to increase financial performance. On the contrary, older firms
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face the situation where there is a reduction in flexibility and ability to make immediate changes and
take quick decisions. With the increase in age, firms also avoid taking the risk.

3. Methodology

3.1. Data

We use panel data for the period of 2004 to 2017. We collect the data from the financial
statements of the manufacturing industry firms listed on Pakistan Stock Exchange (PSX), Bombay
Stock Exchange (BSE), Colombo Stock Exchange (CSE) and Dhaka Stock Exchange (DSE) for the
countries Pakistan, India, Sri-Lanka and Bangladesh respectively. For analysis, we use the data of 520
firms from manufacturing sector because this sector is positively opting the diversification strategy
that needs management of operations and financial activities. Table 1 describes number of firms of
selected countries. We follow Campa and Kedia (2002) for the selection of sample in our study while
considering the product diversification. We categorize firms as diversified when they produce more
than one products, whereas we categorize firms as specialized when they produce single product. In
addition, out of overall 520 sample firms, we classify 415 firms as diversified while 105 firms as single
product firms.

Table 1. Categories of the Firms.

Countries Diversified Firms Single Product Firms Total

Pakistan 225 38 263
India 87 30 117

Sri Lanka 74 21 95
Bangladesh 29 16 45

Total 415 105 520

3.2. Statistics

We use both accounting measures like Return on Assets (ROA) and Return on Equity (ROE)
and market measures that is Tobin’s Q (TQ) of profitability. We classify the firms producing a single
product as specialized with a value of 0 and firms producing more than one product as diversified
firms with a value of 1. Afza et al. (2008) apply the same criteria to measure product diversification.
The proxy for geographic diversification is the proportion of foreign sales to total sales. Schmid and
Walter (2012) also use this proxy in their study. We measure capital structure as a ratio of total debts
to total assets of the firm. Bhaduri (2002) uses the same measure of capital structure. We calculate
dividend per share as the proxy of dividend policy. Oloidi and Adeyeye (2014) use the same proxy in
their study. We use the proxy for investment policy as a change in investment in fixed assets. Aivazian
et al. (2005) apply this measure of investment in their study.

We measure board size as a number of board members. Bhagat and Bolton (2008) use this proxy
in their research. For CEO duality, we use value 1 if the CEO is also a director of the firm, otherwise, it
is 0 (Bhagat and Bolton 2008). Audit quality characteristics include audit quality, audit committee size
and audit committee activity. We take value 1 if the firm is audited by big four audit firms, otherwise, 0
followed the approach of Francis and Yu (2009). We measure audit committee size as a total number of
members in audit committee (Azim 2012). We calculate the audit committee activity as the frequency
of audit committee meetings in a financial year (Xie et al. 2003). We calculate the firms’ size as the
natural log of total assets. In our study, we measure growth as the percentage change in sales. Further,
we measure the firms’ age as the difference between the year in which a firm starts and the year in
which it exists in the sample. Hunjra et al. (2014); Muritala (2012) apply similar calculations of size,
growth and age for analysis. The description of variables is given in Table 2.
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Table 2. Tabular summary of definitions of variables.

Study Issue Variable/s Symbols Definition/Calculation Reference/s

Firms’ Financial Performance

Return on Assets ROA Net income Available to Common Shareholders/Book
value of assets

Afza et al. (2008);
Iqbal et al. (2012)

Return on Equity ROE Net income/Shareholders equity Afza et al. (2008);
Iqbal et al. (2012)

Tobin’s Q TQ The market value of equity plus book value of
liabilities divided by book value of Assets

Wernerfelt (1997);
Afza et al. (2008)

Corporate Diversification

Product Diversification PD Value 1, if a firm operates in more than one product,
otherwise 0. Afza et al. (2008)

Geographic
Diversification GD Foreign sales divided by Total sales. Schmid and Walter

(2012)

Financial Structure

Investment Policy IP Change in Investment in Fixed Assets Aivazian et al. (2005)

Capital
Structure/Financing

Policy
CS Total debts divided by total assets Bhaduri (2002)

Dividend per share DP Total dividends paid out in a year/outstanding
common shares

Oloidi and Adeyeye
(2014)

Corporate Governance and
Audit Quality Characteristics

as Control Variables

Board Size BSIZE Number of Members in Board Bhagat and Bolton
(2008)

CEO duality CEOD Value 1 if the CEO also acts as chairman of the board,
otherwise 0.

Bhagat and Bolton
(2008)

Audit quality AQ
Value 1, if the firms get their accounts audited with big
four audit professionals (Deloittee Touche Tohmatsu,

PwC, Ernst & Young and KPMG), otherwise 0.
Francis and Yu (2009)

Audit Committee Size ACSIZE Total number of members in the audit committee Azim (2012)

Audit Committee Activity ACA The frequency of audit committee meetings in a
financial year. Xie et al. (2003)

Other Control Variables

Size SIZE Natural Log of Total Assets Hunjra et al. (2014)

Growth GRTH Percentage change in sales Muritala (2012);

Age AGE Difference between the year in which the firm starts
and the year in which the firm exists in the sample

Muritala (2012);
Hunjra et al. (2014)
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We use the following equations to analyze the results:

ROAi,t = αi,t+ β1PDi,t + β2GDi,t + β3CSi,t + β4DPi,t + β5IPi,t + β6BSIZEi,t + β7CEODi,t +
β8AQi,t + β9ACSIZEi,t + β10ACAi,t + β11AGEi,t + β12GRTHi,t + β13SIZEi,t + εi,t,

(1)

ROEi,t = αi,t+ β1PDi,t + β2GDi,t + β3CSi,t + β4DPi,t + β5IPi,t + β6BSIZEi,t + β7CEODi,t +
β8AQi,t + β9ACSIZEi,t + β10ACAi,t + β11AGEi,t + β12GRTHi,t + β13SIZEi,t + εi,t,

(2)

TQi,t = αi,t+ β1PDi,t + β2GDi,t + β3CSi,t + β4DPi,t + β5IPi,t + β6BSIZEi,t + β7CEODi,t +
β8AQi,t + β9ACSIZEi,t + β10ACAi,t + β11AGEi,t + β12GRTHi,t + β13SIZEi,t + εi,t.

(3)

We use descriptive statistics to check the normality of data and correlation is used to check the
multicollinearity. We apply the Generalized Method of Moments (GMM), as this method performs
consistent parameter estimation for the small time period and for a large cross-section. The GMM
estimators enable asymptotically efficient inferences employing a relatively minimal set of assumptions
(Arellano and Bond 1991; Blundell and Bond 1998). We deal with the unobserved heterogeneity by
applying a fixed effect or by taking the first or second difference. The ability of first or second
difference to remove the unobserved heterogeneity is developed for two-step dynamic panel data
models. Furthermore, these models contain one or more lagged dependent variables and allow
modeling of a partial adjustment mechanism.

4. Empirical Analysis

In Table 3, the mean value of financial performance represents the same trend and we find a
lesser variation in values of financial performance measures which proves there is no outlier in our
data. We further find that most of the firms are producing more than one product. In this competitive
environment, it is necessary for manufacturing firms to expand their business for their survival.
The firms do not pay a regular dividend to their investors as well as the average per share dividend
is also very low. Results also indicate that this sector relies more on debt financing as compared
to equity financing. In addition, an increase in debt structure results in the lowest return on assets.
Therefore, opting for the diversification strategy, this sector needs to take a risk by increasing debt
financing which helps to increase value. This sector is also growing in terms of fixed asset investments.
Corporate governance is still at a growing stage in South Asian countries. The audit committee meets
four times in a year. In addition, the average number of members of an audit committee are three.
We find that more than one-third of the firms get their accounts audited with the big four audit firms.
The average board size is around eight members and that shows a weak governance system. We further
found that a lesser percentage of CEOs are acting as chairperson of the board. Sales growth shows
a growing trend in the sales volume of this sector. Table 4 represents the correlation values to check
the multicollinearity.
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Table 3. Descriptive Statistics.

Pakistan India Sri Lanka Bangladesh Overall

Mean S.D. Mean S.D. Mean S.D. Mean S.D. Mean S.D.

ROA 0.039 0.124 0.051 0.197 0.079 0.191 0.087 0.106 0.051 0.155
ROE 0.138 0.385 0.177 0.458 0.137 0.334 0.190 0.383 0.150 0.396
TQ 1.224 0.978 0.712 0.465 0.575 0.359 0.537 0.276 0.962 0.831
PD 0.835 0.371 0.747 0.435 0.770 0.421 0.656 0.476 0.794 0.405
GD 0.155 0.258 0.124 0.233 0.079 0.239 0.128 0.310 0.135 0.255
CS 0.587 0.286 0.566 0.243 0.442 0.229 0.434 0.217 0.550 0.271
DP 4.930 20.215 0.007 0.039 0.105 0.823 0.208 1.565 2.760 15.232
IP 0.137 0.503 0.154 0.556 0.146 0.598 0.184 0.728 0.145 0.547

BSIZE 7.854 1.345 8.234 3.340 8.159 2.524 8.274 2.566 8.014 2.230
CEOD 0.282 0.450 0.550 0.498 0.137 0.344 0.081 0.273 0.307 0.461

AQ 0.460 0.498 0.082 0.275 0.843 0.364 0.065 0.246 0.409 0.492
ACSIZE 3.243 0.597 3.531 1.339 2.843 0.779 3.780 1.191 3.280 0.921
ACA 4.169 0.599 4.191 1.614 4.093 1.439 4.215 1.285 4.165 1.104
AGE 34.445 18.860 38.245 28.112 47.449 36.822 28.481 23.069 36.960 25.434

GRTH 0.164 0.690 0.163 0.455 0.146 2.068 0.238 0.986 0.169 1.065
SIZE 21.764 1.557 15.519 1.553 14.917 1.520 16.028 1.683 18.914 3.545

Note: ROA is Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product Diversification,
GD is Geographic Diversification, CS is Capital Structure, DP is Dividend Policy, IP is Investment Policy, ACA is
Audit Committee Activity, ACSIZE is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is
CEO Duality, AGE is Years of Activity of the Firm, GRTH is Sales Growth, SIZE is the Natural Log of Total Assets.

Table 5 explains the hypotheses testing through two-step dynamic panel regression. We categorize
corporate diversification into two parts; product diversification and geographic diversification;
therefore, we run three models for each one of the dependent variable in the analyses. In the first
model, we analyze the impact of independent variables on firms’ financial performance with product
diversification. In the second model, we investigate the impact of independent variables on firms’
financial performance with geographic diversification, whereas, in the third model, we run the
analysis with product diversification as well as geographic diversification. We find that product
diversification has a significant and positive impact on Return on Equity and Tobin’s Q while it only
has an insignificant impact on Return on Assets in the third model. An insignificant relationship
suggests that highly diversified firms may not attract shareholders. Adamu et al. (2011) explain
that if firms want to enhance financial performance, they should adopt a focused strategy. We find
that geographic diversification has a significant and positive impact on Return on Assets, whereas
it has a significant and negative impact on Tobin’s Q. In addition, geographic diversification has
an insignificant impact on ROE. The insignificant impact of corporate diversification is due to the
reason that revenues from diversification are offset by extra expenses with respect to diversification
(Hengartner 2006).

Varying results of diversification strategy justify the inefficient utilization of resources (Gao and
Chou 2015). The reason for the negative impact of geographic diversification on Tobin’s Q is that
an inefficient corporate governance system induces managers to expand their business for personal
benefits that have a negative impact on the firms’ financial performance (Phung and Mishra 2016).
This reason is in line with the Agency Theory of Jensen and Meckling (1976). We find that dividend
policy significantly influences the firms’ financial performance, which is according to the Bird in Hand
Theory of Gordon (1963). The theory explains that dividend policy affects the firm’s value. We find that
dividend policy has a significant and positive impact on Return on Assets, whereas, it has a significant
and negative impact on Tobin’s Q. Negative impact shows that dividend payments reduce retained
earnings of the firms. Further, dividend policy has an insignificant impact on Return on Equity in
second and third models. The positive impact of dividend policy on financial performance is similar
to the results of Butt et al. (2010) and Ali et al. (2015).
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Table 4. Correlation Analysis.

ROA ROE TQ PD GD CS DP IP BSIZE CEOD AQ ACSIZE ACA AGE GRTH SIZE

ROA 1
ROE 0.325 1
TQ 0.052 0.102 1
PD −0.010 0.019 0.074 1
GD 0.007 −0.009 −0.076 0.030 1
CS −0.147 −0.017 0.092 0.017 0.034 1
DP 0.132 0.125 0.317 0.066 −0.025 −0.009 1
IP 0.039 −0.010 0.008 0.008 −0.013 −0.002 0.009 1

BSIZE 0.053 0.019 0.031 −0.083 −0.057 −0.042 0.028 0.051 1
CEOD −0.116 0.000 −0.017 0.018 0.057 0.125 −0.033 −0.019 0.062 1

AQ 0.172 0.028 0.157 0.039 −0.079 −0.170 0.162 0.027 0.111 −0.261 1
ACSIZE 0.053 0.017 0.062 −0.024 −0.010 −0.046 0.050 0.047 0.508 0.074 0.009 1
ACA −0.048 −0.001 0.005 0.014 0.024 0.000 0.003 0.042 0.359 0.110 0.050 0.366 1
AGE 0.051 −0.016 −0.010 −0.017 −0.031 −0.104 0.058 0.011 0.125 −0.015 0.127 0.099 −0.026 1

GRTH 0.035 0.007 −0.008 −0.030 −0.013 −0.018 −0.005 0.033 −0.006 −0.017 0.006 0.011 −0.010 0.026 1
SIZE −0.046 −0.010 0.341 0.092 0.101 0.156 0.201 0.021 0.043 −0.070 0.179 0.069 0.069 −0.045 0.015 1

Note: ROA is Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product Diversification, GD is Geographic Diversification, CS is Capital Structure, DP is Dividend
Policy, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of
Activity of the Firm, GRTH is Sales Growth, SIZE is Natural Log of Total Assets.
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Table 5. Two-step System Dynamic Panel Regression (Overall Sample).

Dependent Variable (ROA) Dependent Variable (ROE) Dependent Variable (TQ)

L1. 0.241 *** 0.243 *** 0.244 *** 0.163 *** 0.165 *** 0.165 *** 0.393 *** 0.391 *** 0.390 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

L2. 0.143 *** 0.133 *** 0.134 *** 0.039 *** 0.042 *** 0.044 *** −0.047 *** −0.047 *** −0.049 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

PD 0.026 * – 0.017 0.124 *** – 0.091 ** 0.184 *** – 0.207 ***
(0.085) (0.264) (0.005) (0.033) (0.001) (0.000)

GD – 0.030 *** 0.026 *** – 0.066 0.056 – −0.086 *** −0.103 ***
(0.003) (0.008) (0.103) (0.157) (0.003) (0.001)

CS −0.040 *** −0.044 *** −0.043 *** −0.040 −0.060 * −0.060 * 0.292 *** 0.274 *** 0.277 ***
(0.000) (0.000) (0.000) (0.252) (0.090) (0.089) (0.000) (0.000) (0.000)

DP 0.0002 *** 0.0002 *** 0.0002 *** −0.001 * 0.000 −0.000 −0.001 *** −0.001 ** −0.001 ***
(0.007) (0.004) (0.004) (0.065) (0.147) (0.136) (0.008) (0.010) (0.007)

IP 0.000 −0.001 −0.002 −0.001 −0.001 −0.003 −0.007 −0.011 ** −0.010 *
(0.861) (0.620) (0.493) (0.878) (0.828) (0.687) (0.189) (0.037) (0.054)

BSIZE 0.000 0.000 0.000 −0.001 0.001 0.001 0.005 0.004 0.005
(0.978) (0.834) (0.810) (0.858) (0.799) (0.881) (0.250) (0.389) (0.313)

CEOD 0.007 0.004 0.005 0.012 0.002 0.006 −0.040 * −0.030 −0.036
(0.230) (0.473) (0.436) (0.566) (0.939) (0.779) (0.071) (0.191) (0.110)

AQ 0.006 0.004 0.004 −0.010 −0.001 −0.009 0.171 *** 0.166 *** 0.162 ***
(0.322) (0.481) (0.493) (0.653) (0.960) (0.686) (0.000) (0.000) (0.000)

ACSIZE 0.005 ** 0.002 0.003 0.008 −0.003 −0.003 0.033 *** 0.033 *** 0.034 ***
(0.049) (0.285) (0.243) (0.458) (0.801) (0.823) (0.002) (0.001) (0.001)

ACA 0.000 −0.001 −0.001 0.004 0.005 0.006 0.001 0.002 0.001
(0.835) (0.526) (0.533) (0.377) (0.336) (0.249) (0.807) (0.680) (0.810)

AGE −0.002 *** −0.003 *** −0.003 *** −0.006 *** −0.005 *** −0.005 *** −0.011 *** −0.011 *** −0.011 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000) (0.000)

GRTH 0.008 ** 0.008 ** 0.007 ** 0.014 0.016 * 0.015 * 0.000 0.000 0.000
(0.024) (0.024) (0.028) (0.107) (0.052) (0.064) (0.980) (0.948) (0.999)

SIZE −0.018 *** −0.014 *** −0.013 *** 0.008 −0.003 −0.004 0.060 *** 0.066 *** 0.063 ***
(0.000) (0.000) (0.000) (0.463) (0.730) (0.679) (0.000) (0.000) (0.000)

C 0.436 *** 0.407 *** 0.386 *** 0.041 0.357 ** 0.283 * −0.676 *** −0.624 *** −0.715 ***
(0.000) (0.000) (0.000) (0.827) (0.030) (0.097) (0.000) (0.001) (0.000)

Note: ***, ** and * represent levels of significant at 1%, 5% and 10%. p-values are shown in parentheses. ROA is
Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product Diversification, GD is Geographic
Diversification, CS is Capital Structure, DP is Dividend Policy, IP is Investment Policy, ACA is Audit Committee
Activity, ACSIZE is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is
Years of Activity of the Firm, GRTH is Sales Growth, SIZE is the Natural Log of Total Assets.

The reason for the insignificant impact of dividend on financial performance variables is that
manufacturing firms do not follow a regular pattern of dividend payments. Capital structure has a
significant and negative impact on Return on Assets while it has a significant and positive impact on
Tobin’s Q. In addition, capital structure has a significant and negative impact on Return on Equity in
the first and third models. Investment policy shows an insignificant impact on Return on Assets and
Return on Equity while it has a significant and negative impact on Tobin’s Q in the second and third
models. The insignificant impact of investment policy is similar to the results of Kotšina and Hazak
(2012). The reason for the insignificant impact is that firms fix the new selling prices of their goods
by considering the changes in variable expenses and ignoring fixed expenses. There is also a general
phenomenon that firms produce their products in large volume. As a result, there is a decrease in the
unit cost of production. Due to this, any change in investment does not affect financial performance.

The analysis shows mixed results regarding the impact of corporate governance and audit
quality on firms’ financial performance. This is due to the weak and inefficient governance system
in South Asian countries. The board size has an insignificant impact on firms’ financial performance.
The insignificant results of board size are similar to the results of Hunjra et al. (2016). We find that
CEO duality has insignificance but a negative impact on financial performance. We find that the
audit committee size has significance and a positive impact on Tobin’s Q in the second and third
model only. Positive effects of audit committee size on financial performance follow the Resource
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Dependence Theory that states a positive relationship between audit committee size and the firms’
financial performance (Pearce and Zahra 1992). Audit committee activity has an insignificant impact
on the firms’ financial performance. Reasons for the inconsistent and insignificant impact of audit
committee activity and audit committee size are the very small variation in audit committee activity
and audit committee size of the firms that do not affect financial performance. We find that audit
quality has significance and positive impact on Tobin’s Q only. For the other two measures of financial
performance, audit quality has an insignificant impact. The reason for varying results is that each one
of the selected countries has a different quality of audit professionals.

Tables 6 and 7 deal with the analysis of an individual country. It states that product diversification
has a significant and positive impact on all measures of financial performance for Pakistan and that
shows improvement in product development of firms in Pakistan. The positive effects also follow
Markowitz (1952) portfolio theory which explains that firms can reduce risk and increase output if
they diversify their resources. In addition, product diversification significantly but negatively affects
the financial performance of the firms in India which shows agency issues are more prevailing in firms
as well as underutilization of assets of the firms. For Sri Lanka and Bangladesh, product diversification
shows mixed and inconsistent outputs but the general trend shows that product diversification has
a significant impact on financial performance. Geographic diversification has a significant impact
on financial performance for the firms of all individual countries of our study. Generally, the impact
is positive which shows improvement in product quality and more acceptability in foreign markets.
Furthermore, the impact is negative when we measure financial performance as Return on Equity.
The reason for the negative impact of geographic diversification on financial performance is that
multinational firms have inefficient innovation as compared to domestic firms and this low level of
innovation explains adverse effect of geographic diversification on financial performance (Gao and
Chou 2015).

There are inconsistent results with respect to dividend policy and capital structure for all selected
countries. This is because the stock market is not efficient and the debt market is also in developing
phase in these countries. There is inconsistent pattern of paying the dividend as well as generating
long-term loans. Firms mostly rely on bank loans. Therefore, the capital structure of firms in Pakistani
and Sri Lanka shows significant impact on the firms’ financial performance, but the impact is negative.
The negative impact of capital structure on the firms’ financial performance is in line with the results
of Vatavu (2015). The capital structure of Indian firms has a significant impact on all measures of
financial performance. The results show that firms in India implement capital structure decisions
properly. For Bangladesh, the impact of capital structure on firm’s financial performance is significant
and positive that shows a development of the loan market in Bangladesh.

Investment policy shows mixed results in all selected countries. For Pakistani firms, investment
policy has a significant and negative impact on Return on Assets, but the impact is significant and
positive on Tobin’s Q. For Indian firms, investment policy has a significant and positive impact on
Return on Assets, while it has a significant and negative impact on Tobin’s Q. The investment decision
is a significant determinant of financial performance for Sri Lanka, but the impact is negative on
Return on Equity. For firms in Bangladesh, investment policy has a significant and positive impact on
Tobin’s Q. For the other two measures of financial performance, investment policy has varying outputs
for each one of the models of the analysis. The negative impact of CEO duality follows Resource
Dependence Theory, which explains the lack of concentration. In general, corporate governance and
audit quality mechanisms show mixed findings. We can link these findings with Institutional Theory,
which argues that firms might follow regulations or practices of corporate governance in order to
increase financial performance. The insignificant effects of corporate governance variables are similar
to the results of Chen et al. (2008) and Dar et al. (2011).
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Table 6. Two-step System Dynamic Panel Regression (Pakistan and India).

Pakistan India

Dependent Variable (ROA) Dependent Variable (ROE) Dependent Variable (TQ) Dependent Variable (ROA) Dependent Variable (ROE) Dependent Variable (TQ)

L1. 0.223 *** 0.224 *** 0.223 *** 0.098 *** 0.103 *** 0.099 *** 0.340 *** 0.338 *** 0.338 *** 0.293 *** 0.290 *** 0.291 *** 0.145 *** 0.143 *** 0.144 *** 0.616 *** 0.617 *** 0.616 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

L2. 0.119 *** 0.118 *** 0.119 *** 0.050 *** 0.056 *** 0.049 *** −0.074 *** −0.073 *** −0.076 *** 0.229 *** 0.229 *** 0.229 *** 0.057 *** 0.057 *** 0.058 *** −0.159 *** −0.164 *** −0.163 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

PD 0.026 ** – 0.022 * 0.144 *** – 0.121 *** 0.318 *** – 0.384 *** −0.031 *** – −0.032 *** −0.086 *** – −0.078 *** −0.009 – −0.01 1*
(0.020) (0.053) (0.000) (0.001) (0.001) (0.000) (0.000) (0.000) (0.003) (0.004) (0.181) (0.086)

GD – 0.027 *** 0.024 *** – 0.168 *** 0.151 *** – −0.185 *** −0.246 *** – 0.006 *** 0.008 *** – −0.017 *** −0.019 *** – −0.025 *** −0.027 ***
(0.003) (0.007) (0.000) (0.000) (0.000) (0.000) (0.003) (0.000) (0.000) (0.000) (0.006) (0.004)

CS −0.087 *** −0.089 *** −0.089 *** −0.079 *** −0.073 *** −0.074 *** −0.071 * −0.096 ** −0.086 ** 0.020 *** 0.020 *** 0.021 *** −0.343 *** −0.353 *** −0.350 *** 0.522 *** 0.518 *** 0.520 ***
(0.000) (0.000) (0.000) (0.003) (0.007) (0.006) (0.069) (0.010) (0.027) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

DP 0.0004 *** 0.0004 *** 0.0004 *** 0.000 0.000 0.000 0.000 0.000 0.000 0.319 *** 0.320 *** 0.321 *** 0.564 *** 0.541 *** 0.550 *** 0.408 *** 0.432 *** 0.447 ***
(0.000) (0.000) (0.000) (0.272) (0.294) (0.362) (0.212) (0.140) (0.353) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

IP −0.005 *** −0.005 *** −0.005 *** −0.012 * −0.007 −0.009 0.037 *** 0.030 *** 0.034 *** 0.020 *** 0.021 *** 0.021 *** 0.004 0.001 0.001 −0.041 *** −0.040 *** −0.041 ***
(0.008) (0.002) (0.002) (0.070) (0.347) (0.194) (0.000) (0.001) (0.000) (0.000) (0.000) (0.000) (0.119) (0.693) (0.584) (0.000) (0.000) (0.000)

BSIZE −0.002 −0.002 −0.002 0.004 0.005 0.006 0.026 * 0.024 * 0.025 * 0.003 *** 0.003 *** 0.003 *** 0.003 ** 0.002 * 0.003 * 0.025 *** 0.024 *** 0.025 ***
(0.186) (0.124) (0.175) (0.542) (0.426) (0.329) (0.071) (0.089) (0.080) (0.000) (0.000) (0.000) (0.020) (0.070) (0.050) (0.000) (0.000) (0.000)

CEOD −0.004 −0.005 −0.005 −0.012 −0.009 −0.015 −0.188 *** −0.183 *** −0.177 *** −0.059 *** −0.061 *** −0.063 *** 0.042 *** 0.052 *** 0.048 *** −0.153 *** −0.159 *** −0.160 ***
(0.456) (0.441) (0.412) (0.491) (0.616) (0.446) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

AQ −0.002 −0.001 −0.002 −0.137 *** −0.130 *** −0.131 *** 0.566 *** 0.561 *** 0.545 *** −0.006 *** −0.009 −0.008 −0.027 * −0.025 * −0.023 0.661 *** 0.654 *** 0.667 ***
(0.706) (0.845) (0.742) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.244) (0.254) (0.057) (0.067) (0.112) (0.000) (0.000) (0.000)

ACSIZE 0.012 *** 0.012 *** 0.012 *** 0.035** 0.029** 0.032** 0.209 *** 0.204 *** 0.208 *** 0.014 *** 0.013 *** 0.013 *** −0.015 *** −0.015 *** −0.015 *** −0.007 * −0.006 * −0.006
(0.000) (0.000) (0.000) (0.018) (0.049) (0.035) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.057) (0.097) (0.114)

ACA −0.00 * −0.005 * −0.005* 0.004 0.001 0.001 −0.001 0.004 0.002 −0.011 *** −0.011 *** −0.011 *** 0.009 *** 0.010 *** 0.009 *** 0.023 *** 0.024 *** 0.024 ***
(0.073) (0.054) (0.062) (0.482) (0.835) (0.884) (0.926) (0.780) (0.876) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

AGE −0.003 *** −0.003 *** −0.003 *** −0.002 * 0.000 −0.001 0.022 *** 0.020 *** 0.022 *** −0.001 *** −0.001 *** −0.001 *** −0.007 *** −0.008 *** −0.007 *** −0.012 *** −0.012 *** −0.012 ***
(0.000) (0.000) (0.000) (0.051) (0.879) (0.422) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

GRTH 0.019 *** 0.019 *** 0.019 *** 0.028 *** 0.030 *** 0.029 *** 0.014 ** 0.015 *** 0.016 *** 0.022 *** 0.021 *** 0.022 *** 0.075 *** 0.072 *** 0.073 *** −0.043 *** −0.043 *** −0.042 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.022) (0.006) (0.009) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

SIZE 0.019 *** 0.018 *** 0.017 *** −0.003 −0.008 −0.007 −0.450 *** −0.430 *** −0.444 *** −0.051 *** −0.050 *** −0.051 *** −0.090 *** −0.086 *** −0.087 *** 0.184 *** 0.184 *** 0.184 ***
(0.000) (0.000) (0.000) (0.808) (0.548) (0.624) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

C −0.255 *** −0.223 *** −0.234 *** 0.070 0.230 0.120 8.561 *** 8.515 *** 8.410 *** 0.871 *** 0.848 *** 0.875 *** 2.025 *** 1.922 *** 1.989 *** −2.569 *** −2.592 *** −2.583 ***
(0.000) (0.000) (0.000) (0.781) (0.380) (0.656) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Note: ***, **, and * represents levels of significant at 1%, 5%, and 10%. p-values are shown in parentheses.
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Table 7. Two-step System Dynamic Panel Regression (Sri Lanka and Bangladesh).

Sri Lanka Bangladesh

Dependent Variable (ROA) Dependent Variable (ROE) Dependent Variable (TQ) Dependent Variable (ROA) Dependent Variable (ROE) Dependent Variable (TQ)

L1. 0.430 *** 0.400 *** 0.393 *** 0.084 *** 0.106 *** 0.112 *** 0.390 *** 0.391 *** 0.402 *** 0.122 *** 0.103 *** 0.094 ** 0.124 *** 0.073 *** 0.088 *** 0.466 *** 0.507 *** 0.479 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.021) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

L2. 0.370 *** 0.277 *** 0.274 *** 0.056 *** 0.001 0.011 *** −0.144 *** −0.122 *** −0.146 *** 0.170 *** 0.132 *** 0.163 *** −0.229 *** −0.203 *** −0.189 *** −0.134 *** −0.147 *** −0.102 ***
(0.000) (0.000) (0.000) (0.000) (0.317) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.004)

PD −0.006 – −0.073 *** 0.599 *** – 0.224 *** −0.292 *** – −0.312 *** 0.204 *** – 0.209 *** 1.505 *** – 1.471 *** 0.063 – −0.157
(0.362) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.482) (0.130)

GD – 0.217 *** 0.201 *** – −0.575 *** −0.508 *** – 0.018 * −0.005 – 0.018 *** 0.017 *** – −0.187 *** −0.152 *** – 0.035 *** 0.031 **
(0.000) (0.000) (0.000) (0.000) (0.061) (0.498) (0.003) (0.007) (0.000) (0.000) (0.006) (0.011)

CS −0.201 *** −0.201 *** −0.196 *** −0.493 *** −0.477 *** −0.473 *** 0.989 *** 0.972 *** 0.989 *** 0.027 ** 0.005 0.030 ** 1.021 *** 0.599 *** 0.519 *** 0.492 *** 0.479 *** 0.508 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.019) (0.544) (0.025) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

DP −0.003 *** −0.003 *** −0.003 *** 0.029 *** 0.020 *** 0.019 *** −0.007 *** −0.001 *** −0.007 *** −0.001 0.001 0.000 −0.018 *** −0.023 *** −0.019 *** −0.021 *** −0.017 *** −0.016 ***
(0.000) (0.000) (0.001) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.220) (0.281) (0.935) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

IP 0.049 *** 0.053 *** 0.053 *** −0.066 *** −0.075 *** −0.075 *** −0.004 *** 0.004 *** −0.006 *** −0.002 −0.004 * −0.002 0.009 −0.027 *** −0.018 ** 0.030 *** 0.035 *** 0.029 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.498) (0.070) (0.234) (0.111) (0.000) (0.026) (0.000) (0.000) (0.000)

BSIZE 0.001 0.005 *** 0.004 *** −0.028 *** −0.021 *** −0.020 *** 0.008 *** 0.010 *** 0.007 *** 0.002 * 0.004 0.005 *** 0.046 *** −0.030 *** 0.011 ** −0.001 0.005 −0.007
(0.161) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.099) (0.008) (0.002) (0.000) (0.000) (0.031) (0.832) (0.436) (0.242)

CEOD −0.001 0.050 *** 0.051 *** −0.064 *** −0.068 *** −0.064 *** 0.101 *** 0.103 *** 0.094 *** −0.034 ** −0.014 −0.030 ** −0.192 *** −0.190 *** −0.192 *** 0.029 0.175 ** 0.126
(0.848) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.014) (0.269) (0.048) (0.000) (0.000) (0.000) (0.490) (0.024) (0.130)

AQ 0.036 *** −0.173 *** −0.177 *** 0.483 *** 0.429 *** 0.366 *** −0.193 *** −0.270 *** −0.178 *** 0.047 *** 0.040 *** 0.044 *** −0.024 −0.003 0.047 −0.033 −0.018 0.001
(0.001) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.661) (0.918) (0.376) (0.569) (0.188) (0.943)

ACSIZE 0.013 *** 0.029 *** 0.033 *** −0.134 *** −0.130 *** −0.134 *** 0.004 −0.016 *** 0.003 0.019 *** 0.020 *** 0.022 *** 0.084 *** 0.036 *** 0.072 *** −0.009 −0.004 −0.017 **
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.481) (0.000) (0.624) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.331) (0.526) (0.021)

ACA −0.004 *** −0.006 *** −0.005 *** 0.017 *** 0.001 0.005 ** 0.001 0.001 0.000 −0.006 *** −0.005 *** −0.005 * −0.012 0.066 *** 0.033 ** −0.022 *** −0.030 *** −0.028 ***
(0.000) (0.000) (0.000) (0.000) (0.675) (0.018) (0.221) (0.324) (0.837) (0.008) (0.006) (0.093) (0.471) (0.000) (0.022) (0.000) (0.000) (0.000)

AGE −0.013 *** −0.010 *** −0.009 *** 0.006 *** 0.005 *** 0.006 *** 0.011 *** 0.012 *** 0.011 *** −0.003 *** −0.0005 * −0.002 *** −0.032 *** −0.023 *** −0.039 *** 0.000 0.004 *** 0.004 **
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.074) (0.002) (0.000) (0.000) (0.000) (0.925) (0.000) (0.017)

GRTH 0.003 *** 0.004 *** 0.004 *** 0.002 *** 0.004 0.005 0.004 *** 0.003 *** 0.003 *** 0.012 *** 0.009 *** 0.020 *** 0.047 *** −0.037 *** 0.021 *** 0.003 −0.003 −0.007
(0.000) (0.003) (0.006) (0.628) (0.226) (0.220) (0.000) (0.002) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.004) (0.519) (0.276) (0.106)

SIZE 0.019 *** −0.025 *** −0.026 *** −0.140 *** −0.161 *** −0.160 *** −0.019 *** −0.035 *** −0.016 *** 0.004 −0.022 *** −0.008 0.139 *** 0.130 *** 0.094 *** −0.019 ** −0.018 ** −0.026 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.475) (0.000) (0.189) (0.000) (0.000) (0.001) (0.044) (0.047) (0.001)

C 0.386 *** 0.966 *** 1.027 *** 1.834 *** 2.726 *** 2.536 *** 0.025 0.124 *** 0.030 −0.149 * 0.325 *** −0.030 −3.231 *** −1.610 *** −1.782 *** 0.528 *** 0.398 ** 0.734 ***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.533) (0.000) (0.553) (0.071) (0.000) (0.747) (0.000) (0.000) (0.000) (0.004) (0.037) (0.000)

Note: ***, **, and * represents levels of significant at 1%, 5%, and 10%. p-values are shown in parentheses.
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Control variables show that firm age has a significant and negative effect on firms’ financial
performance. It shows that when firms get older, they start losing concentration of managing their
assets, hence they start devastating their financial performance. Results show that in general, firm
growth has a significant and positive impact on financial performance. Firm size has a negative and
significant and negative relationship with Return on Assets but it has a significant and positive impact
on Tobin’s Q. Further, size has an insignificant impact on Return on Equity. Negative and insignificant
impact of size shows that manufacturing firms of South Asian countries fail to utilize economies of
scale, and they do not meet market requirements of economic efficiency. In a separate analysis of
each country, control variables show varying findings but in the majority of the analyses, it shows
significant outputs. However, the use of different measures of financial performance and three models
for each one of the financial performance measure in our study reconciles the varying outputs.

5. Conclusions

The manufacturing sector plays a substantial role in the economic development of a country.
This sector is opting for diversification strategies for growth and survival in a competitive business
environment. The objective of our study is to analyze the impact of corporate diversification
and financial structure on the financial performance of the manufacturing firms of South Asian
Countries. Financial structure describes financing, dividend, and investment policies. We categorized
corporate diversification as product and geographic diversification. Therefore, we ran three models
for each one of the independent variable; two separate models for product diversification and
geographic diversification and one overall model for both. Although some results relating to
product diversification and geographic diversification follow Agency Theory, where managers prefer
diversification strategy for their personal benefits, which adversely affects financial performance
but still we found mixed output. The varying results are the reasons of different circumstance and
economic condition of the respective countries. We found dividend policy is a determinant of financial
performance of the firms. Investment plans show a general trend of insignificant impact on the firms’
financial performance. Corporate governance and audit quality characteristics on the firm’s financial
performance revealed varying outputs in our study.

Based on the results, we drew several policy implications including that the manufacturing
sector needs to apply efficient financial structure to improve its financial performance. In general, our
results suggest that diversification improves firms’ financial performance but still there is a need of
proper management of diversification decisions as excessive diversification can lead to a decrease
in firms’ financial performance. There is a need to efficiently utilize the firms’ resources to apply
proper diversification strategies. The capital structure showed significant impact on firms’ financial
performance which suggests that there is need for an efficient mix of debt and equity in order to
decrease the capital cost, which can increase the profitability, and value of the firms. We suggested
firms follow a proper dividend policy to attract investors. In addition, effective management of
corporate diversification with good corporate governance and proper implication of financial structure
can improve the financial performance of manufacturing firms.
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