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ABSTRACT 

Examining the monitoring mechanisms used by the boards of directors can give an 

insight into how firms resolve the agency problems between top management and 

shareholders. The present study investigates the relationship between firm 

performance and board structure of the top fifty public companies listed on the main 

board of the Kuala Lumpur Stock Exchange. With the publication of the Malaysian 

Code on Corporate Governance in March 2000, the study is trying to examine the 

effect of the adoption of the Code on corporate governance issues such as board 

composition and board size. Regression tests carried out on empirical data obtained 

from the secondary sources provide a measure of approaches to the study for two 

years i.e. 1999, the pre-adoption of the Malaysian Code on Corporate Governance 

and the year 2000, the post-adoption period. The findings show that the composition 

of independent non-executive directors does add value to firms and that the board_ 

size appears to be negatively related to firm performance. It is also noticed that most 

sample firms have already had a large composition of non-executive directors in 

1999, and a further increase in the year 2000, results in an inverse direction, as too 

many outweighs the benefit over the cost. Thus, firms having boards totally 

independent from management may be dangerous because in making decisions, 

boards may need information that inside directors have but outside directors lack. 
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CHAPTER ONE 

INTRODUCTION 

The issue of corporate governance has become the focus of increased shareholders' 

attention as companies and their directors are held to higher levels of accountability 

for the use of shareholder funds (Carson & Simnett, 1998). Recent developments in 

corporate governance have forced companies' strategies to keep abreast with the 

changing business environments. Even though the fundamental roles of the 

management teams have not changed radically, the level of performance expected 

from the group has dramatically risen. An interesting issue is whether we will see c:r 

global convergence of approach to corporate governance. 

Webster's International Dictionary (1971) defines the term 'governance' as follows: 

(i) "to exercise arbitrarily or by established rules continuous sovereign 

authority over", and 

(ii) "to rule without sovereign power; to implement and carry into effect policy 

decisions over without having the power to determine basic policy". 

Corporate governance is the process and structure used to direct and manage the 

business and affairs of the company towards enhancing business prosperity and 

corporate accountability with the ultimate objective of realizing long term shareholder 

value, whilst taking into account the interest of other stakeholders" (Malaysian 

Finance Committee, 2000). 



From time to time, the need for a global approach to corporate governance has become 

-
all the greater. Contemporary research by leading academics is calling to question the 

appropriateness of developing a uniform approach to corporate governance. In the 

United Kingdom, the world's first Code of Best Practice for Corporate Governance 

was issued in 1992 by the Cadbury Committee, which claimed to be the best practices 

being followed in listed companies. The committee had similar roots to the United 

States' equivalent Treadway Commission, which was set up in 1987. 

The stimulus for Treadway had been fraudulent financial reporting of Wall Street 

listed companies while the specific stimulus for setting up the Cadbury Committee had 
. 

been the conspicuous corporate collapses of the late 1980s - BCCI, The Maxwell 

Corporation, British and Commonwealth - in both cases, it was the 'rack of 

trustworthiness of directors and senior managers (Chambers, 2000). 

Later, in September 1995, came the Greenbury Report1 on directors' remuneration, 

following the seminal Cadbury Code of Best Practice. The Hampel Committee2 was 

later set up to consolidate, amend, and add to the Cadbury and Greenbury Codes in the 

form of the new Combined Code (1998). More recently, we also see the development 

of other corporate governance codes and principles such as the COSO (1992)3, the 

King Report from South Africa (1994)4, the work of Toronto Stock Exchange 

1 Greenbury Committee (1995): Directors' Remuneration. 
2 Hampel Report: Final Report (a reference made by the Malaysian Code on Corporate Governance). 
3Cornrnittee of Sponsoring Organization of the Treadway Commission (September, 1992): International 
Control - Integrated Framework 
4 The Institute of Directors in Southern Africa (1994): The King Report on Corporate Governance 
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Committee on Corporate Governance (1994)5 and the work of Canadian Institute of 

Control Committee (1995)6. 

Malaysia is not an exception when talking about the corporate governance issues. 

Stockbrokers in Malaysia are in a depressed mood. Commission rates for all trades 

above RMlOO, 000 have become fully negotiable and this is followed by liberalization 

of retail trades (Pollock, 2001 ). The brokers feel the market has been marginalized as 

the volumes are down. The explanation for this development can be summarized in 

two highly charged and politically sensitive words: corporate governance. 

Some examples of Malaysia's corporate governance problem are the UEM-Renong 

saga and the sale of the Malaysian Airline System's Chairman's stocks. However, the 

problem of poor corporate governance is not by any means limited to such companies 

only. The inter-company loan of the Berjaya group, the bail-out of Star Cruises by the 

Genting Group, the offer of buying 44% of Dyna Plastics by Gamuda, the proposed 

new corporate structure for the Arab Malaysian Merchant Bank Holdings and 

a few others remain serious issues to the public. Partly as a result, the Malaysian Code 

on Corporate Governance was published in March 2000. 

The need for the code also results from the economic forces and the need to reinvent 

the corporate enterprises, so as to efficiently meet emerging global competition 

(Malaysian Finance Committee, 2000). In developing the code, the committee had 

5 CICA (1994): Where Were the Directors. 
6 COCO (1995): Control and Governance Series of the CoCo Board. 
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based on the approach7 taken by the Hampel Committee. Since there is a lack of 

corporate governance standards for Malaysian listed companies, there is a need to 

raise these standards by requiring not only disclosure, but also prescriptions for the 

corporate governance practices of the companies. 

The standard code on corporate governance was developed to set out principles and 

best practices on structures and processes that companies may use in their operations 

towards achieving the optimal governance framework. One of the best practices laid 

down in the Malaysian Code on Corporate Governance by the Finance Committee on 

Corporate Governance, which attracts my attention, is the board composition of inside 

and outside directors, which constitutes an effective board. It states that, 

" ... to be effective, independent non-executive directors need to make up at 

least one third of the membership of the board." 

Further discussions on the recommendation will be provided in Chapter Two of this 

paper. 

In the United States, the key trends for corporate boards are "smaller, more 

independent and more diverse" (Marshall, 2001). The changes are evolutionary, and 

efforts to recruit majority of outside independent directors tend to fall into a debate. In 

the 1960s, most companies had a majority of inside directors. However today, almost 

all have a majority of outside directors and has become the trend towards greater 

board independence (Bhagat and Black, 1999). These phenomena and other board's 

7 The hybrid approach- applying broad principles flexibly and with common sense to suit 
circumstances. 
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trends, such as awarding stock grants to directors, to make them more like major 

shareholders, have been affecting corporate governance in companies everywhere. 

Although the basic principle is that directors are selected for their competence, useful 

skills and experience, effective boards should take into consideration the independence 

of the non-executive directors. It is normal for certain companies to have managers 

and directors among the owners. However, there is merit in having at least one non

executive director who is independent and can bring objectivity and will put the 

interests of the firm first. He is someone who is not engaged in the day-to-day 

operations of the firm and is thus expected to bring an outside view to the board table .. 

According to Hurla (2001 ), an independent non-executive director can provide the 

following: 

•:• A wider general experience of strategy formulation than is available within the 

company's senior salaried staff. 

•!• An independence that is not influenced by considerations of career status or 

personal gain. 

•!• An objective view of the performance of management in attempting to achieve the 

results set in the company's strategy. 

•:• Professionalism to ensure that the board uses adequate systems to safeguard the 

interests of the company even though these may conflict with the personal interests 

of the executive directors. 
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In the corporate co_ntext, governance issues are becoming one of the important agenda 

being- discussed at board's as well as shareholders' meetings. Controversies 

surrounding board composition and directors' ownership of equity are among the 

topics of interest Due to this scenario, corporate structure and its relation to firm value 

have long been of interest to corporate governance researchers. Board composition, in 

particular, has been the focus of much attention (Klein, 1998, Barnhart and 

Rosenstein, 1998, Hermalin and Weisbach, 1991). 

This study attempts to obtain evidence on whether good corporate governance in terms 

of greater board independence and board size will result in a higher firm performance. 

For the purpose of the study, the presence of non-executive members of the board 

implies the independence element, and independent is defined in the Cadbury Code of 

Best Practice as 'independent of management and free from any business or other 

relationship which could materially interfere with the exercise of their independent 

judgement'. Non-executive directors should be persons of calibre, credibility and have 

the necessary skill and experience to bring an independent judgment to bear on the 

issues of strategy, performance and resources including key appointments and 

standards of conduct (Malaysian Finance Committee, 2000). 

Good corporate governance contributes to wealth creation; internally within the firm 

as well as by building the confidence of investors or potential investors and thus 

reducing the cost of capital. To achieve good governance, of course, a company needs 

strategies and policies relating to corporate governance such as the code on corporate 

governance. In Malaysia, best practices on corporate governance are laid down in the 

Malaysian Code on Corporate Governance, which was established in March, 2000. 
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The study is concerned with the period prior to the adoption of the Malaysian Code on 

Corporate Governance (year 1999) and, for comparison purposes, the post-adoption 

period (year 2000). It is expected that the period after the adoption will present a better 

result in terms of firm performance, as companies have more structured corporate 

governance. This is because they will be guided by a standardized policies and 

procedures in terms of disclosure and practices. 

The main objective of the study is to evaluate the relationship between firm 

performance and a corporate governance mechanism of board composition. This leads 

to the hypothesis that firms with greater board independence in terms of high 

percentage of outside directors will perform better than those with lower percentage of 

outside directors. We estimate a straightforward model of the relation between firm 

performance and board composition of outside directors. We follow the method of 

related study of Hermalin and W eisbach ( 1991 ), by regressing the main independent 

variable of board composition against two measures of firm performance. First, the 

market capitalization itself, and second, an approximation of Tobin's Q, which 

measures the ratio of a firm's market capitalization plus the liquidating value of 

preference shares plus short-term liabilities and divided by the total assets (Chung and 

Pruitt; 1994). Besides the board composition as the main independent variable, this 

study also investigates whether board size influences firm performance. It is an 

attempt to obtain evidence that larger boards are not necessarily more effective than 

smaller boards. We also include control variables such as firm size, leverage and 

industry variable. 
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The study covers the top 50 well-performing firms of various industries in terms of 

-
specific criteria mentioned in the research design. It addresses the empirical 

importance of the interdependence between board composition and firm performance 

with reference to the listed companies in Malaysia. The study is expected to add 

further evidence that suggests outside directors are valuable with their role as monitors 

of management and providers of relevant 'complementary knowledge' (Fama and 

Jensen, 1983) that will add value to the firm. It is hoped to contribute to the empirical 

literature that examines whether boards of directors are important and whether board 

structure of the Malaysian listed companies is a factor, which influences corporate 

performance. With a small sample size and some approximations on the measure of 
. 

the variables, these could hinder the generalization of empirical results of this study. 

The detailed discussion on the limitations and further extensions of the study are 

provided in Chapter Six. 

The rest of the dissertation are structured as follows: 

Chapter Two presents the institutional settings which have governed the 

recommendations by various corporate governance committees, particularly in 

Malaysia. Chapter Three reviews previous literatures on the relationship between 

corporate governance and firm performance. The literatures are looked into from the 

theoretical as well as empirical perspectives. Chapter Four then lays down the design 

of the research, which includes the hypothesis development, sample selection, 

variables definitions and empirical modeling. Chapter Five presents the empirical 

results and Chapter Six provides the conclusion. 
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CHAPTER TWO 

INSTITUTIONAL BACKGROUND OF CORPORATE 

GOVERNANCE IN MALAYSIA 

This chapter discusses the recommendations and suggestions by various corporate 

governance reports, specifically on the Malaysian Code on Corporate Governance. 

CORPORATE GOVERNANCE REPORTS 

The Cadbury Committee was set up in the early part of the Thatcher years, in 1991, 

and produced a report of the committee on the financial aspects of corporate 

governance (the Cadbury Report) towards the end of 1992. It was the unfavorable 

economic climate of the late eighties and early nineties which had exposed company 

reports and accounts to unusually close scrutiny, together with continuing concern 

about standards of financial reporting and accountability, experienced by BCCI, 

Maxwell and the controversy in the UK over directors' pay (Chambers, 2000). Weak 

corporate governance and poor internal control systems lay behind many of these 

business failures. All these had brought various issues on corporate governance into 

the public eye. It was for these reasons that the Cadbury Committee was set up by the 

Financial Reporting Council, the London Stock Exchange, and the accountancy 

professions in the UK to address the financial aspects of corporate governance. 

Among others, the Committee's Code of Best Practice recommended that the majority 

of non-executive directors on a board should be independent. Its central 
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recommendation was that the boards of the listed companies, should comply with the 

Code and also encourage other companies, which are not listed on the London Stock 

Exchange, to aim at meeting its requirements. 

Subsequent to the seminal Cadbury Code of Best Practice came the Greenbury Report, 

a result of the recommendations by the Greenbury Committee, on directors' 

remuneration was published in early 1995. Its main concern was about the 

transparency of corporate disclosure and its main recommendation is to increase the 

disclosure requirements on directors' remuneration in terms of basic salaries and 

bonus schemes. Most recently, we have had the Hampel Report, which consolidated, 

amended and added to the Cadbury and Greenbury Codes in the form of the new 

Combined Code. This new Combined Code applies to companies listed in the UK for 

years ending on or after 31 December 1998. 

Five years earlier than the U.K. 's Cadbury Report, the U.S. had come out with a report 

(the Treadway Report) through its Treadway Commission in 1987. It came out of 

concerns about fraudulent financial reporting. Other corporate governance committees 

established in the U.S. were the Public Oversight Board and the Kirk Panel. Among 

others, their recommendation was to appoint entirely independent outside directors in 

the audit committee. 

Besides the development in the U.K. and the U.S., there are a string of other corporate 

governance reports produced by other countries that are also trying to promote better 

corporate governance systems within companies in their countries. Among them are 

the King Report from South Africa ( 1994 ), the Dey Report prepared by Canada's 
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Toronto Stock Exchange Committee on Corporate Governance (1994), the 'Control 

and Governance Series' by the CoCo Board (Canadian Institute. of Chartered 

Accountants' Criteria of Control Committee) and the Vienot Report from France 

(1995). 

The Australian Stock Exchange had taken a non-prescriptive approach which simply 

required corporate governance practices in a company to be disclosed in the annual 

report starting 1996. In Japan, the Corporate Governance Forum of Japan was 

established in 1998 suggesting on improved disclosures and board independence. 

More recently, we have also seen the development and publication of both the 

Commonwealth and the Organization for Economic Co-operation and Development 

(OECD) corporate governance codes. Both were published in 1999. 

THE MALAYSIAN CODE ON CORPORATE GOVERNANCE 

The Asian economic crisis has brought with it an urgent need for reforms in both the 

public and private sectors in East and Southeast Asian countries. Mismanagement, 

cronyism, nepotism and corruptions that prevailed in both government and private 

sectors have been accounted for the crisis. To tackle and to prevent such a crisis in the 

future, reforming the political system, the bureaucracy and businesses along the line 

with the good governance concept has been a necessity. In Malaysia, the government 

hand in hand with the corporate sectors is trying to make good governance as a 

national agenda. 
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Previously Malaysian corporations were those family-owned businesses and family

controlled companies and therefore corporate governance was largely a family matter 

with no element of accountability to anyone but the family. Later, when corporations 

from other countries such as the U.S. and Japan invested significantly in Malaysia 

through wholly-owned corporations or joint-ventures with local firms, and evolved 

into public-listed corporations, the question of corporate governance became more 

apparent in the Malaysian economic scenery. The corporate scene has changed and the 

KLSE has grown to such an extent that there are over 700 companies listed on its 

Main Board and over 300 on its Second Board. The governance of such corporations 

and the responsibilities that go with it is no longer as simple as the early stages of its 

evolution. 

The Malaysian Code on Corporate Governance was developed by the Working Group 

on Best Practices in Corporate Governance and subsequently approved by the Finance 

Committee on Corporate Governance. The purpose is to set up principles and best 

practices on structures and processes that companies may use in their operations 

towards achieving the optimal governance framework (Malaysian Code on Corporate 

Governance, 2000). It follows a prescriptive approach, which is similar to the Hampel 

Report. 

There are basically four forms of recommendations: 

• Principles: whereby companies are required to include in their annual reports a 

narrative statement of how they apply the relevant principles to their particular 

circumstances. 
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• Best practices in corporate governance: which require companies to state in 

their annual reports the extent to which they have complied with the standards 

of best practices. 

• Exhortations to other participants: this voluntary disclosure requirement is 

addressed to investors and auditors to enhance their role in corporate 

governance. 

• Explanatory notes and "mere best practices": this explains the principles and 

best practices in detail. 

-
The KLSE has later on incorporated the recommendations by the Malaysian Code on 

Corporate Governance Committee into its listing requirements. In its major revamp of 

the Listing Requirement on January, 2001, it has included a specific chapter, Chapter 

15, to deal with the corporate governance issues. The requirement in that chapter is 

effective for all public listed companies from 1st June, 2001. 

Paragraphs 15.26 and 15.27 specifically spell out the disclosure requirements for 

corporate governance information. Due to some expectations of difficulty m 

implementing these requirements, KLSE has issued a Practice Note No. 9/2001 to 

facilitate the implementation of the requirements in paragraphs 15.26 and 15.27. 

Among the guidelines given in the practice note is the suggested location of the 

Corporate Governance Statement and the Internal Control Statement in the annual 

reports. These two statements must not be incorporated into the Chairman's Statement. 
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It is also important to take note that there are two main parts of the Corporate 

Governance Statement: I) a narrative statement on application of the principles, and 2) 

a statement on the extent of compliance with the Best Practices. The KLSE further 

makes a detailed description on the content of the compliance statement with the Best 

Practices and Internal Control statement. It is hoped that by disclosing these 

information, public listed companies will be more transparent in their monitoring and 

internal control systems, and thus enhancing their performance. 

After discussing the importance of the corporate governance issues especially in the 

Malaysian context, we will then proceed further to look into the theoretical 

background and the empirical literatures behind these issues. 
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