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ABSTRACT

The concept of Corporate Governance (CG) has become a contemporary focus in both
accounting and finance arenas which plays a vital role, especially in the process of assuting
financial reporting, Similarly, inconsistent results were found in the literature in relation to
the impact of CG characteristics and firm performance (FP). Regardless of the fact that
many studies are available on CG, it could notice that there is a dearth of evidence especially
relating to the banking industry in the Sri Lankan context. Hence, the purpose of this study
is to investigate the impact of board size (BS) and audit committee (AC) characteristics,
namely AC size, AC meeting frequency, and AC expertise which can be treated as integral
components of CG on the FP using the evidence of Licensed Commercial Banks (LCB)
in Sti Lanka. The study was carried out using secondary data obtained through published
annual reports of 24 LCB, including 96 observations in the Colombo Stock Exchange
(CSE) from 2016 to 2019. The findings demonstrated BS have a significantly negative
relationship with FP measured by both Return on Assets (ROA) and Return on Equity
(ROE). Further, the findings related to AC suggest that the AC size and AC meeting
frequency has an insignificant relationship with FP measured by both ROA and ROE.
However, AC expertise depicted a significant positive relationship with FP measured by
ROE while insignificantly related with ROA. Overall, this analysis highlights the importance
of CG mechanisms which may be useful for policymakers for future designs. Further, the
findings of the study would be helpful for management to make appropriate decisions
regarding optimizing the board size and AC characteristics in order to safeguard the interests
and demands of the different stakeholders of the firms.

Keywords: Board Size (BS), Audit Committee (AC), Audit committee characteristics,
Firm Performance (FCB), Licensed Commercial Banks in Sri Lanka (LCB)
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1. INTRODUCTION

Developing effective governance systems for the economy is a key goal in
organizational progress, as it lowers the likelihood of financial crises and
management disputes (Gompers ¢z al, 2003). CG acts as a portal for the
assistance of relationships between corporate employees, owners, and other
stakeholders. It has a crucial influence on the economy as it provides an assurance
to the returns of the investors by lowering the related investment risk and hence,
facilitates the companies’ performance (Shleifer & Vishny, 1997). The Board
of Directors (BOD) are one of the important monitoring mechanism for
corporate control. The BOD’s main purpose is to increase the company’s
financial position and non-financial position. Therefore, the size of the BOD
can be considered as a critical factor when determining the firm financial
performance (Jensen, 1993). The size of the BOD is highly debatable on CG.
Further, when reviewing CG literature regarding BS and FP, it indicates
conflicting results (Palaniappan, 2017).

The concept of AC differs according to the goals, functions, and
responsibilities assigned to them. Al-Thuneibat (2006) defined it as the
committee that is composed of non-executive directors in the establishment,
whereas Arens ez al. (2009) defined it as a group of persons selected from
members of the BOD who are responsible for retaining the independence of
the auditor.

Overall, AC is to provide oversight of the financial reporting process, the
audit process, the company’s system of internal controls, and compliance with
laws and regulations. The recent crises caused mainly by the presence of illegal
political funding, the exposure of suspicious financial transactions, and the
multiplication of fraud cases have had a significant influence on the work and
characteristics of the AC (Eichenseher & Schields, 1985). Thus, the attention
towards the role of AC has developed in recent years as it is the key mechanism
of CG that intends to boost the management board’s interrogation (Hamdan
& Mushtaha, 2011). Where it has been suggested that knowledgeable AC helps
to improve the output of the company, and therefore, excellent AC features are
correlated with excellent company performance (Zabti e al., 2010).

Considering the legal context of CG in Sri Lanka, all the LCB need to
adhere to CG requirements. In Sri Lanka, CG was introduced to the banking
sector by the Central Bank of Sri Lanka (CBSL) in 2002. This was initiated as a
voluntary code of CG, and in 2007, mandatory CG requirements were issued
by the CBSL. The directions of the Banking Act and the Monitory Law Act in
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Sri Lanka empower the CG. Institute of Chartered Accountants of Sri Lanka
(CASL) and Securities and Exchange Commission of Sri Lanka (SEC) are
pioneers in developing CG in Sri Lanka.

Even though there are past studies that have broadly investigated the audit
function, they have not been considerably investigated the main AC
characteristics (size of the AC, meeting frequency of auditors, and audit
expertise) and its significance and effectiveness, especially in relation to the
banking sector in Sri Lanka. Similarly, inconsistencies in the results were found
in relation to the different proxies with FP under different settings. Hence,
investigation of the impact of BS and AC characteristics on a firm’s financial
performance is vital. Furthermore, this is essential as less evidence was found
relating to the Sri Lankan context, especially in the banking sector, to fill the
gaps in the literature. Ultimately, this study contributes to CG literature by
providing valuable insight to enhance the role and effectiveness of the AC in
the Sri Lankan banking sector. Consequently, the findings of this study would
be influential for the policymakers in designing a connected set of governance
tools in a developing market context.

2. LITERATURE REVIEW

2.1. Understanding the concept of CG

There is no single definition of CG that can be applied to all situations and
jurisdictions. Nevertheless, there are some commonly accepted definitions. The
most widely used is “the system by which companies are directed and controlled”
(Cadbury Committee, 1992). According to Weerasinghe and Ajward (2017),
CG is an umbrella term that contains specific issues regarding the governance
of the firm, arising from the interactions between shareholders, BOD, senior
management, and other stakeholders. Although the CG has been exhaustively
defined as a mechanism for controlling, leading, and investigating the activities
of the firm by promoting corporate fairness, transparency, and accountability
with the aim of creating shareholders’ wealth, for the purpose of this study, it
would be emphasized on the wider definitions that embrace a set of policies,
structures, customs, laws, and procedures which define the controlling and
administrating of owner’s resources (Onuorah ez 4/, 2016). Further, Paulinus e7
al. (2017) suggested that the CG structure, which combines internal as well as
external mechanisms, leads the organization towards its ultimate objectives while
also achieving its stakeholders’ interests. Alzoubi (2014) has identified the BODs
as the key powerful control factor of any organization for scrutinizing the
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management activities, where the shareholders invest for getting them to pursue
their interests fairly. Such investments are evident in the structure of the board,
CEO duality, quality of the audit committee, executive compensation, and
director’s shareholding, etc.

When considering the CG in the Sri Lankan context, it has become significant
during the last two decades due to happening some isolated incidents of corporate
failures, certain economic reforms, and a series of recent scandals (i.e. Pramuka
Bank, Vanik Corporation, Trading suspension of Entrust PL.C, and Swarnamhal
Finance PLC) in Sri Lanka. The first Stri Lanka code of best practices on CG was
introduced in 1997 by the Institute of Chartered Accountants of StiLanka (CASL)
to deal with Sri Lankan listed companies. It was based on the Anglo-Saxon model
of CG and was a blueprint of Cadbury’s code (1992). The 1997 code was replaced
by CASL code of best practices which was introduced in March 2003 based on
the Hampel report (1998). During the year 2008, the standards of CG were
introduced into the CSE listing rules and made as mandatory compliance for
listed companies in Sri Lanka by developing a joint initiative of CASL and SEC
(Colombo stock exchange, 2008). Subsequently, certain revisions for the code of
CG best practices have been made by CASL and SEC over a period in order to
incorporate with recent global developments (Senarathne & Goonerathne, 2008;
Weerasinghe et al., 2017).

Accordingly, the Sri Lankan listed companies are now dealt with a
comprehensive model of CG, which represents a mixture of both mandatory
(companies act 2007, CSE listing rules, SEC directives and codes, CBSL directives
for banks and financing companies) and voluntary (code of best practices of
CG — CASL 2017) rules of CG. Hence, all listed banks are bound to comply
with CG requirements.

2.2. Role of Board of Directors (BOD) and Audit Committee (AC) in
CG

The duty of BOD is to protect the rights and interests of the shareholders, and
ultimately it becomes a monitoring mechanism as they assess the activities of
the executives’ and replace them when their performance is not satisfying the
interest of the shareholders (Al-Farooue ef al., 2019). Therefore, BOD is the
strategic decision-makers of the company. According to Topal and Dogan (2014),
BOD tries to maximize the market value and FP through their decisions. The
primary role of BOD is to reinforce the CG by implementing important roles
of monitoring and advising on the allocation of resources (Ntim, 2015).
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Consequently, it is stated that the efficient board functioning boosts the quality
of financial reporting, which is indicated by decreased levels of earnings
management activities (Safari, 2017). As reported by Jensen (1993), components
such as BS, structure, and culture of the BOD make an essential contribution
to the organization’s success or failure. Accordingly, the BS that enhance the
effectiveness of the board’s monitoring role and minimizes the agency problem
is a significant matter that has been subjected to ongoing study and investigation.

When considering the AC, it tries to develop the quality of the internal
audit function by detecting and preventing frauds in the organization. As per
the agency theory, AC has a crucial role in actualizing the standards of CG, and
enhancing the value of the firm. Prior literature has shown that the effectiveness
of AC can be measured through characteristics such as AC size, expertise and
meeting frequency (Kusnadi ez a/., 2016). Consistently, the agency theory also
indicates that the AC involves in a significant role in implementing the CG
principles and enhancing the firm value. Thus, the attention towards the role
of AC has developed in recent years as it is the key mechanism of CG that
intends to boost the management board’s interrogation (Hamdan & Mushtaha,
2011). A proper AC, therefore, emphasizes enhancing the efficiency and
competitiveness of the company, especially in an evolving business setting that
is beyond the control of the company (Herdjiono & Sari, 2017).

2.3. Concept of Financial Performance

Financial performance can be defined as the degree to which a business is
carried out over a period of fixed duration of time which communicates about
the general benefits and losses. It is calculated using the organization’s assets,
values, and obligations. Similarly, it refers to the financial strength of the entity
and represents the performance of the managerial leadership of the organization
(Matar & Eneizan, 2018). According to Heremans (2007), it depicts financial
performance as the use of financial indicators to determine the degree of
achievement of the goals, contribution to the allocation of accessible economic
resources, and the assistance to the banks with investment opportunities.
Managers can communicate their thoughts on the implications of business
procedures and the destination’s financial conditions by evaluating the money
and carrying out the business (Ali, 2014). The competence of an organization
also has an impact on its financial performance. Return on Investment (ROI),
sales growth, earning per share (EPS), dividend yield, and market capitalization
are all used to assess financial performance (Tudose, 2012).
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The study of Santos and Brito (2012) on the investigation of the subjective
measurement models for FP, it showed that FP has limited by conceptualization.
Further, it was identified five dimensions of FP as financial performance,
customer satisfaction, employee satisfaction, social performance, and
environmental performance. Moreover, the study has considered ROA and ROE
as the measurements of financial performance. Despite the emergence of more
complex techniques such as Internal Rate of Return (IRR), Cash Flow Return
on Investment (CFROI) that have come along, ROE has proven as a reliable
method. It emphasizes a return to the shareholders of the organization, but on
the other hand, it has the ability to obscure a lot of potential issues. Organizations
can employ financial strategies to artificially manage a healthy ROE and thereby
conceal deteriorating performance in the business. On the other hand, ROA
prevents the possible distortions caused by misleading financial strategies
(Zabojnikova, 2016). Therefore, by considering these insights from empirical
literature, the researcher has used both ROA and ROE as the indicators of
financial performance to examine the impact of board size and AC attributes
on the financial performance of LCB in Sri Lanka.

2.4. Theoretical background

The concept of CG originated with multiple theories. The two most pertinent
grand theories considered explaining the agency conflicts and the need for CG
are Agency theory, and the Stakeholder theory can be viewed as two main
theories amongst many other applicable theories such as Resource dependence
theory and Stewardship theory. Agency theory is the predominant theory since
it is considered to be given birth to the concept of CG. However, all of them
can be treated as different lenses to see the concept of CG from different and
interesting angles. The particular angle or the perspective of CG from which
looking at will decide the appropriateness of a more suitable theory.

Agency Theory was defined in two aspects as, the economic perspective
(Ross, 1973) and the institutional perspective (Mitnick, 1973). Costs associated
with the lack of goal congruence between two parties were brought to the fore
by Ross (1973) and were further explored by Jensen & Meckling (1976). The
separation of ownership and management provides the opportunity for
management (agents) to act in their own self-interest by maximizing their own
wealth and power at the expense of the owners (principals) (Fama, 1980; Jensen
& Meckling, 19706). Since this relationship is not harmonious, indeed, so-called
agency conflicts or conflicts of interest between agents and principals arise.
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This is known as the “Agency Problem”. Hence, the companies try to limit this
agency problem through a solid and effective CG policy such as including
independent non-executive directors to the board, forming an AC to ensure
fair management, and establishing two separate positions for CEO and chairman
(Uwuigbe ef al., 2018; Weerasinghe ez al., 2017). Thus, such kind of adequate
control mechanisms should be established along with good CG in order to
direct the behavior of the managers and to compel them to act in the best
interests of the shareholders.

Considering the stakeholder theory, which was founded by Freeman, it
emphasizes different stakeholder groups of a corporation and recommendations
on how the management should serve the interests of all those parties. This
theory suggests that the companies have a social responsibility to restructure
the CG framework, apart from the owner-manager relationship, and identify
each set of interest groups (Paulinus ef @/, 2017). In stakeholder theory, the
principal-agent problem has been further widened because of concerning the
interests of multiple principals as central to the sustainability of the business
firm. Compared with the agency theory, this theory demonstrates CG in a holistic
view, as a control mechanism created for efficient operations of a firm
(Manawaduge, 2012). According to Weerasinghe ez a/. (2017), CG best practices,
as the stakeholder theory point of view, should protect the interests of broad
stakeholders and not only shareholders.

Resource dependence theory views a firm as an open system, dependent
upon external organizations and environmental contingencies (Pfeffer &
Salancik, 1978). Corporate boards are viewed as a means to manage external
dependency (Pfeffer & Salancik, 1978), reduce environmental uncertainty
(Pfetfer, 1972), and reduce transaction costs associated with environmental
interdependency (Williamson, 1984) in linking the organization with its
external environment. Hence, the board is considered as a part of both the
organization and its environment. Relating to BS, this theory postulates that
large boards would lead to superior business results due to diverse abilities,
knowledge, and experiences that contribute to the board discussions. Further,
large boards could also give the variety that would support organizations to
acquire critical resources and mitigate environmental risks (Dakhlallh ez a/,
2020). This is due to the fact that when the board becomes larger, it would
also increase the availability of limited resources for the firm due to
connections with the people belonging to the same or different industries
(Kalsie & Shrivastav, 2016).
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Stewardship Theory presents a contrasting view to Agency theory, which
is ‘managers are essentially trustworthy individuals and therefore good stewards
of the resources entrusted to them (Donaldson & Davis, 1991, 1994; Donaldson,
1990). Donaldson and Davis (1991) state that ‘managers are principally motivated
by achievement and responsibility needs’ and once they are given the
responsibility, self-directed work, organizations may be better served to free-
managers, under non-executive director dominated boards. Further, this theory
proposes that having a majority of executive directors on the committee would
enhance the effectiveness and yield excellent outcomes than a committee
consisting of a majority of independent directors (Al Mamun ef /., 2013). This
can be mainly due to the technical expertise and knowledge of the executive
directors about the firm and industry (Ntim, 2009).

2.5. Empirical evidence on Board size and firm financial performance

The size of the BOD and its influence on FP can be considered as one of the
most argued concerns in CG (Isik & Ince, 2016). When reviewing the previous
studies, some studies have proven that there is a positive relationship, while
some proved it as a negative relationship. Larger boards are often considered to
be more experienced in monitoring the actions of top management as it is
more difficult for CEOs to dominate the boards with large people (Mak &
Rousch, 2000). AL- Farooque ez a/. (2019) identified a significant positive impact
of the size of the BOD on the FP on their investigation on the influence of
board, AC characteristics, and ownership structure on the market-based FP of
Thailand listed firms. Further, they emphasized that increasing high caliber,
skilled and experienced directors would help to handle the problems of the
organization and enhance the FP. These consistency outcomes are also
compatible with some past studies where they have also supported the idea
that, when the number of well-experienced directors increases, it would enhance
the board diversity and independence which would ultimately affect FP positively
(Ciftci et al., 2019; Tornyeva & Wereko, 2012).

Nevertheless, the mere presence of large boards does not lead to better
FP. When the board consists of a higher number of directors, it may lead to
unstable communication between directors and the process of decision making,
Further, it is said that when BS gets beyond seven or eight members, they are
less likely to function efficiently and become easier for CEOs to control. Also,
having a large board would result in poor monitoring and supervision of the
activities, which will eventually lead to poor FP (Jensen, 1993). Additionally, it
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is believed that large boards are inefficient in terms of over-maintenance and
due to the increase in the number of members, it would pose greater difficulties
in planning, work coordination, decision- making and regular meetings.
Conversely, small boards can ideally avoid board free riding and facilitate an
efficient decision-making process. The larger the board, the more likely it is to
benefit the interest of the stakeholders and the less likely it is to make decisions
that are in favor of multiple members (Shao, 2010). Planiappan (2017) found
that BS is an important variable and there is a negative relationship between BS
and FP. Such observation supports the findings of O’Connell and Cramer (2010)
where they also make this point by uncovering that board size has a significant
negative influence on FP, measured by ROA in the Irish Stock Market. The
study of Onuorah ez a/. (2018) further confirms that when the board gets smaller,
it would promote the level of cohesion and collaboration among the directors
and managers, which is expected to increase the financial reporting quality. In
addition to that, an empirical study that has been undertaken based on 122
Nigerian quoted firms also further strengthens this argument that the size of
BOD has a strong negative effect on FP (Ujunwa, 2012). These results are also
in line with the empirical study of Nauyen, Locke, and Reddy (2014) in the
context of non-financial listed firms in Singapore, where they also suggest that
the BS has a significant negative impact on FP after controlling for endogeneity
issues. On the other hand, the research conducted by Assenga ez a/. (2018) on
the effect of board characteristics on the financial performance of listed firms
in Tanzania did not find any association between BS and the FP. Moreover,
some authors also have agreed with this notion by proving the fact of the
insignificant relationship between BS and FP (Ferrer & Banderlipe, 2012; Garba
& Abubakar, 2014). Therefore, in conclusion, it can be seen that conflicting
inferences have been drawn from prior literature as they have supported both
large and small BS.

2.6. Empirical evidence Audit Committee characteristics and Financial
performance

When exploring the previous studies, it is evident that the relationship between
the size of the AC and the FP is inconclusive as some investigations have
concluded that there is a positive relationship while others have proven that
there is a negative relationship between AC and FP (Al-Matar e al, 2014).
According to Tornyeva and Wereko (2012), the size of the AC is a key factor in
determining FP. Reflecting the evidence from the US, Qin (2007) found that
larger AC size, along with the financial expertise of its members results in higher
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earnings quality which will ultimately lead to higher FP. To further support this
statement, some scholars have also made this point by identifying a significant
positive association between AC size and FP with respect to different work
settings (Abeygunasekera ¢ al., 2021; Al-Farooque e al., 2019; Rahman e7 al,
2019). Moreover, using the data of both family and non-family firms, Al-Okaily
and Naueihed (2019) have pointed out that the size of AC of non-family firms
carries out a positive and significant relationship with FP while no significant
relationship with family firms.

Contradictory to the above mentioned evidence, Al-Matari ef al. (2012)
disagree that the larger AC leads to an increase the FP by identifying an inverse
association between the size of the AC and FP. Similarly, Afza and Nazir (2014)
also report a significant negative relationship between AC size and FP,
emphasizing that the existence of larger AC leads to devoid of efficiency.
Meanwhile, Bouaine and Hrichi (2018), Romano e# a/. (2012), Al-Okaily and
Naueihed (2019) suggested that AC size has no significant relationship with FP.

Considering the AC frequency, it is recommended by the CG guidelines
(2012) in Sri Lanka that an AC meeting should hold at least four times in a
current financial year, and the time interval between two meetings should be
within four months. Ultimately, AC is accountable to the board and should
report to the BOD concerning conflicts of interests, suspected frauds, and
misconduct, suspected infringement of laws and regulations. According to
empirical evidence, it is said that more frequent meetings would facilitate AC to
prepare a high standard financial statement in a shorter period of time than an
AC that is held less frequently (Ionescu, 2014). A higher number of meetings is
deemed as a favorable indicator of the AC to achieve their objectives productively
(Bedard & Gendron, 2010). Alzoubi (2019) found that earnings management is
more likely to be declined when there are frequent meetings between internal
audit and AC. Nevertheless, based on the agency theory, it should be noted that
the frequency of AC meetings can be beneficial to the organization only if the
benefits gained from an additional meeting exceed the cost incurred for that
particular meeting (Bouaine & Hrichi, 2018). The study of Xie ez a/ (2003)
reveals that the AC most often will lead to improve the corporate earnings
transparency, thus enhancing company performance through increasing earnings
quality. Sharing the same perspective, studies of Aanu ez a/. (2014) and Alqatamin
(2018) have also found that a greater number of audit meetings would positively
result in FP. Similarly, Sultana (2015) has indicated that frequent audit conferences
are positively correlated with conservativeness of accounting which eventually
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enhances FP. Al-Okaily and Naueihed (2019) also make this point by identifying
a positive association between frequencies of AC meetings on the performance
of non-family firms. The investigation conducted by Zraiq and Fadzil (2018)
reports that the AC meetings are significantly and positively related to ROA.

Yet, on the contrary, findings drawn by Rabeiz and Salameh (2006) have
confirmed that a mere increase in the number of AC meetings does not
necessarily improve the FP as it must also ensure the quality of such meetings.
However, Bansal and Sharma (2016) concluded that the frequency of AC
meetings has an insignificant impact on FP in terms of ROE while negatively
impact with ROA. The same conclusion has been reached by Farhan ez a/ (2017)
in their study of public listed firms in the UAE, and the results concluded that
AC meetings have no effect on FP. That could be due to the fact that the
formation of the AC in the UAE CG code is mandatory, so the committee
should meet four times annually irrespective of the quality or reality of the
meetings. Furthermore, by utilizing a sample of listed manufacturing firms in
the Dhaka Stock Exchange, Rahman ef 2/ (2019) has unveiled a significant
negative association between AC meetings and company performance. These
results are subsequently supported by other studies (e.g. Balagobei & Velnampy,
2018; Hsu & Petchsakulwong, 2010).

The aftermath of the recent financial crises and past corporate scandals
have extensively highlighted the necessity of skilled and qualified members on
the AC (Glner ez al., 2008). At present, regulatory officials across the globe
have responded and mandated the inclusion of AC to be at least one financial
specialist with relevant experience in the fields of accounting, auditing, or
financing (Ahmed Haji & Anifowose, 2016). A financial specialist can be either
an accounting professional or an expert in other fields of finance (DeFond &
Zhang, 2014). According to Ahmed Haji (2015), the presence of financial or
accounting specialists in the AC reduce disputes between management and
external auditors and enhance financial and non-financial disclosures. Carcello
et al. (2006) conclude that having both accounting and non-accounting financial
professionals on an AC would reduce abnormal accruals. Most of the empirical
studies have manifested that the financial expertness of the auditors can influence
the earning quality and enhance the timeliness of the financial reporting system
(Kallamu & Saat, 2015; Dinu & Nedelcu, 2015; Velte, 2017). Dakhlallh e 4/
(2020) also make this point by claiming that the expertise of the AC is positively
and significantly linked with FP. In addition, the study performed by Al- Okaily
and Naueihed (2019) has contended that the know-how of AC is positively
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associated with the financial performance of UK non-family corporations while
insignificantly associated with the performance of family corporations. For this
reason, improving company performance relies upon the controlling power of
the firms. Chaudhry e# a/. (2020) have discovered that the financial and monitoring
expertise of the chair of AC has a significant positive impact on FP whereas
the experiential expertise of the chair of AC does not indicate a significant
influence on FP.

However, Bouaine and Hrichi (2019) in their study on the impact of AC
and its characteristics on FP in French companies, have confirmed that the
financial expertise of auditors has no impact on the FP indicated by ROA and
ROE. In line with the above results, Chan e 2/ (2011) have also not found any
direct impact of the financial expertise on the firm value. Further, they elaborated
their findings by justifying that the firm value is affected by the compliance to
all the requirements of CG code regarding the AC’s attributes. Similarly, Farhan
etal. (2017), and Carcello ezal. (2011) also evidenced an insignificant relationship
between AC competencies and FP. Refer to Appendix-A to see the summary
of the empirical findings of board size and AC characteristics.

3. RESEARCH METHODOLOGY

3.1. Data Collection Sampling

This study used a quantitative research approach. The motivation for selecting
the banking sector can be reason out, it being a well-regulated industry, and
governance structure is given serious attention because of the crucial role that
banks play in the economy. As per the CG requirements in Sri Lanka, firms are
bound to provide the details of board composition, AC meetings in their annual
reports. Hence, the data and information were collected using annual reports
of LCB in Sri Lanka from 2016 to 201 to study the behavior of these variables
in recent years. Considering the sample of the study, the researchers used the
entire population as the sample, which consists of 24 LCB in Sri Lanka from
2016 to 2019.

3.2. Hypothesis Development

The mere presence of large boards does not lead to better FP (Jensen, 1993).
Most of the literature (Kyereboah e a/.,2006; Palaniappan 2017; Shao, 2010;
Ujunwa, 2012; Planiappan, 2017; Onuorah ez al., 2018) support the argument
that a lesser board size would be preferred for larger board size. Hence, with
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the support of the arguments in the literature, the first hypothesis was developed
as follows.

H1a: There is a negative relationship between board size (BS) and financial
performance in terms of ROA (Kyereboah ez 4/, 2006; Palaniappan
2017)

H1b:There is a negative relationship between board size (BS) and financial
performance in terms of ROE (O’Connell & Cramer 2010;
Palaniappan 2017)

Based on the prior literature, the AC is considered as an additional internal
governance mechanism whose influence may improve the quality of financial
reporting and performance of a company and thus its performance. In this
respect, an AC has three main characteristics that should be taken into
consideration, these are; AC expertise, AC<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>