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ABSTRACT

State GLCs, as the financial arms of the State governments, are important profit-
making entities to the development of the state economies. But, little is known about
them. Learning from the Federal GLCs that went through the Transformation
Program, none was however initiated for the State GLCs. With this, knowledge on the
performance and corporate governance of the State GLCs need to be investigated.
Consequently, by comparing the performance of the State GLCs with the performance
of the Federal GLCs, the researcher is more interested in studying the performance of
the State GLCs. The main objective of this study is examine whether there are
significant differences that exist in the performance of both the State and Federal
GLCs when considering the relationship between the firms’ performance in terms of;
(1) financial performance; (2) Social performance towards (a) employees, (b)
suppliers and (c) government; (3) environmental performance and (4) certification
performance. Secondly, the study examines the impact of the six governance
mechanisms; (i) board composition (IndDir), (ii) accounting literacy of audit
committee members (AudCom), (iii) size of directors’ nomination committee
(NomiCom), (iv) size of directors’ remuneration committee (DirRem), (v) internal
audit function (InAud) and (vi) size of external auditor firm (ExAud), on the firms’
performance for the financial year 2006-2007. The sample companies in this study are
mainly listed on the main board of Bursa Malaysia and a few are from the second
board. Overall findings suggest that there is no significant difference in the
performance of both types of companies except for the financial performance in which
the State GLCs underperformed compared with the Federal GLCs. Secondly, the
findings also indicate that some of the governance mechanisms such as proportion of
independent directors and size of directors’ nomination committee together with
control variables, firm size and leverage have a negative impact on firms’
performance. Besides that, the size of directors’ remuneration committee and industry
type also has a positive impact on the performance of both the State and Federal
GLCs. However, results show that the audit-related mechanisms do not have any
significant impact on the performance. Finally, the findings denote the incompetency
of the independent directors of both the State and Federal GLCs have some impact on
the performance of these companies in some areas. Hence, effectiveness of training
and courses conducted for the independent directors need to be reviewed in order to
help them in enhancing the performance of the companies.
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CHAPTER ONE

INTRODUCTION

1.0 INTRODUCTION

Principles of corporate governance have imposed themselves as the essential rules for
any well-run company to follow. For the last decade or so, corporate governance has
become a very topical issue. Discussions on corporate governance in Maaysia as well
as other East Asian countries have been initiated since the 1997-1998 Asian Financial
Crisis. This was so as the governments of the countries severely affected by the crisis
had registered budget surpluses in the years prior to the crisis. According to IMF
(1999), the crisis was exacerbated by weaknesses in the domestic policy of the East
Asian economies. As a matter of fact, the East Asian economies collapse significantly
impacted upon the structure of the Malaysian economy.

These impacts have led the government of Malaysia to undertake a number of
steps to strengthen the economy, including the financial and operational restructuring
of companies and acquiring large stakes in several corporations (The Putrgaya
Committee on GLC High Performance [PCG], n.d.). The government has played its
part as the engine of economic recovery while the private sector must resume its role
as the engine of economic growth. The concerted efforts of the government and the
private sector at crisis management have resulted in the nation emerging having a
stronger grip in al aspects of the economy, from the financial system, covering the
banking system and the capital markets, to the corporate sector. In particular, the
corporate sector has emerged stronger through financial and operational restructuring,
with stronger balance sheets and improved corporate governance. This period and the

subsequent recovery also saw a greater role for the government in economic



management includes in the banking and corporate sectors, that has resulted in several
large and strategic corporations coming under government ownership and control
(PCG, 2005).

As a continuous effort to strengthen the Federa GLCsS economic and
financial position, the Malaysian government undertook the recommendations of the
Putrgjaya Committee for GLC High Performance (PCG) and launched GLCs
Transformation programme in May 2004. The transformation of the Government-
Linked Companies (GLCs) into high-performing entities is critical for the future
prosperity of Malaysia (PCG, 2005). The policy guidelines in the manual are set to
achieve various objectives, including, to clarify the Federa GLCs mandate in the
context of national development. The Federal GLCs transformation programme,
encompassing part of a larger national development strategy, focuses on enhancing
performance and takes full cognizance of matters relating to governance, shareholder
value and stakeholder management.

Under the Federa GLCs transformation policy, there are three underlying
principles of the GLC transformation programme; national development foundation,
performance focus and governance, shareholder value and stakeholder management
(PCG, 2005). First, in terms of national development foundation, the GLC
transformation programme seeks to foster growth with equity, to improve total factor
productivity, develop human capital and develop the Bumiputra community. Second,
the focus on performance aims to improve both economic as well as the shareholder
value of the Federal GLCs. Finally, the Federal GLCs are expected to observe good
governance practices with both its shareholders and the wider stakeholders. Thus, the

Federal GLCs are expected to be involved in stakeholder engagements with the



diverse a group of constituents ranging from employees, customers and suppliers to
the government itself (PCG, 2005).

The financia crisis has also highlighted the significance of good corporate
governance and best business practices of many countries in this part of the world.
There is a growing recognition that good corporate governance is essential to protect
the interests of investors, shareholders, bankers and insurers, and the public at large.
(Assistant Governor, 4 April 2000). Corporate governance has become a buzzword in
the light of recent high profile corporate failures.

Besides the impact of the 1997 economic downturn, Maaysia aso
experienced a number of financially distressed companies as a result of manipulation
and fraudulent activities. Companies like Malaysian Airline Systems (MAYS),
Transmile and Perwgja Steel Sdn Bhd found themselves in going concern problem as
a consequence of not being properly managed and governed in the day to day
activities of the company. The mismanagement of such companies has aso introduced
to the public the ethical question of corporate governance. Public confidence in
corporate governance structures and the ability of corporate boards to monitor and
control management’ s behavior has eroded to very low levels (Petra, 2005).

Researchers, academicians as well as practitioners (either professionals or
regulators) are and have been searching for the cause of the collapse of governance.
Where did it went wrong; whether it was the people entrusted with it (the board of
directors, the management and the audit committee) or whether it was due to
insufficient regulation (securities commission guidelines, stock exchange
requirements etc) or other factors such as the industry itself, demographic or firm-
characteristics. What is more important is that those companies that have problems

with its corporate governance did not only affect the shareholders of those companies



alone but also the other stakeholders, especially the government and the public at
large.

The issues of corporate governance and the research for an optimal
governance structure have received considerable attention in conventional economic
literatures and public policy debates due to the growth of institutional investors, the
shortcomings of contemporary monitoring and control of corporation (Igba and

Mirakhor, 2004).

1.1 MOTIVATION OF THE STUDY

This study is inspired by the fact that State GLCs, the financia arms of the State
governments, are important profit-making entities to the development of the state
economies. But, little is known about them. Learning from the Federal GLCs that
went through the Transformation Program in 2006, none was however initiated for the
State GLCs. With this, knowledge on the performance and corporate governance of
the State GL Cs need to be investigated. Consequently, by comparing the performance
of the State GL Cs with the performance of the Federal GLCs, the researcher is more
interested in studying the performance of the State GLCs.

This study is aso initiated in the belief that, to the best of the researcher’s
knowledge, most of the previous studies on corporate governance are done with
regards to the Federal GLCs and no empirical study in the context of Malaysia that
gave concentrated on the governance mechanisms in the State GLCs and their
relationship with the firms' performance. Hence, it is hoped that this study will fill the
gap in understanding about the corporate governance in companies owned by both the

State and Federal governments of Malaysia.



1.2 OBJECTIVES OF THE STUDY

The present study generally aims to serve as an exploratory study on the corporate
governance of both the State and Federal GLCsin Malaysia. The study focuses on the
characteristics of the corporate governance systems in both the State and Federa
GLCs in relation to the introduction of the Malaysian Code on Corporate Governance
and also the development of the Transformation Policy of Government-Linked
Companies by the Putrgiaya Committee for GLC High Performance (PCG). Secondly,
the study intends to compare the performance of State GLCs with a matched sample
of Federal GLCs for the period 2006-2007. This study intends to assess as whether
any significant difference exist in the performance of these two groups when taking
into account the governance mechanisms practiced (i.e. board composition, audit
committee, directors nomination and remuneration committee and internal audit
function) and their relationship with the companies performance. Both the State and
Federal GLCs are evaluated in terms of their financial, social, environmental and
certification performance. Besides concentrating on the typical discussion on the
governance mechanisms, the study also tries to investigate the relationship between
the sizes of external auditors firms with the companies’ performance. Emphasis on
the size of auditors’ firmsis placed after taking into account that different types of the
auditors may provide different quality of audit and professional judgments to the
auditee. Moreover, the consultation and advice given by the auditors may vary

according to their experience and competency.



1.3 RESEARCH OBJECTIVES AND RESEARCH QUESTIONS

As mentioned in the previous chapter, there is no comprehensive study on the
corporate governance practices in the State GLCs. Hence, this research is carried out
with the aim of examining as to whether there are differences in the governance
mechanisms employed in the State and Federal GLCs and their relationship with
corporate performance. To meet the objectives of the study, the research questions
attempt to explore the significance of governance mechanisms practiced on the
corporate performance of the State and Federal GLCs. Therefore, two types of
research question have been developed i.e. general research question and specific

research questions. The research questions are as follows:

General Research Question:
Is there any relationship between governance mechanisms and corporate

performances of State and Federal GLCs?

Specific Research Question 1:

Is there any difference in performance of State when compared to Federal GLCs?

Specific Research Question 2:
Is there any difference in significance of governance mechanisms on the State and
Federal GLCs in terms of financial, social, environmental and certification

performance?



1.4 SIGNIFICANCE OF THE STUDY

In the first place, this study first of all, hopes to address the inadequacies of previous
studies done in the area of corporate governance in Malaysia which only focused on
the Federal GLCs. Thus by addressing governance issues related to State GLCs, this
current study serves to complement the knowledge on the understanding of corporate
governance practices in Malaysia. A strong understanding of this will give a clearer
picture of the principles and objectives of the Maaysian Code on Corporate
Governance as well as a broader perspective about corporate governance practice in
Malaysia

It is also anticipated to enhance the awareness about the importance of proper
governance of companies and its relation to performance. Moreover, findings of this
study may be useful for State GLCs to implement the best governance structure to
boost their performance by way of maximizing the wealth of shareholders and at the
same time provide optimal values to various stakeholders of the companies. This is
parallel to what is suggested by Jensen and Meckling (1976); different parties have
their own utility maximizer.

Considering the complexity in the business environment today, this study also
hopes to be able to inculcate a higher corporate governance culture in Malaysia as
well as to provide a conducive environment for business activities. Last but not least,
this study aims to contribute to a growing literature in the context of corporate

governance in Malaysia.



1.5 ORGANIZATION OF THE DISSERTATION

This thesis will be organized into five chapters, including this chapter, which signifies
the introductory chapter of the thesis. This chapter provides a brief explanation of the
background, objectives and motivation, as well as a brief description of the
significance of the study.

The rest of the dissertation is organized as follow: Chapter 2 reviews the
literature on corporate governance practices and its development in Maaysia. Thisis
followed by a discussion of prior studies and their findings on the relationship
between governance mechanisms and corporate performance. The reviews are
structured into six sections namely; board composition, audit committee, directors
nomination and remuneration committee, internal and external audit functions. In
addition, the literature also discusses the control factors such as industry type, size of
company and leverage.

Chapter 3 mainly focuses on the development of government-linked
companies (GLCs) in Maaysia. The first part of the chapter is about privatization of
GLCs and role of GLCs in Malaysian economy. In addition, it also investigates the
involvement of the government in the economy and the GLCs. Besides that, this
chapter also introduces the types of governments in Malaysia namely the Federal and
the State governments. It also provides descriptions and discussions on the State and
Federal governments. Thisis followed by some elaboration about the State GLCs and
Federal GLCs in Malaysia. Last but not least, there is also a discussion on the
introduction of GLCs Transformation Programme by the Putrgjaya Committee for
GLC High Performance (PCG). Development of such a programme has inspired the
researcher to conduct this study to gain more understanding about the characteristics

and performance of both the State and Federal GLCs.



Subsequently, Chapter 4 provides detailed information on the research
methods used for data collection, sample selection, procedures, together with their
justifications. Chapter 5 explains the theoretical perspective and the development of
the hypotheses plus a discussion on the variables and the measurements that are
obtained from the annual reports of the selected sample companies.

In the sixth chapter, the resulting data is discussed. In this chapter the
researcher analyzes secondary data collected from annual reports, and provides
interpretations of the findings of the study. Descriptive statistics are used.

Finally, the study is concluded in Chapter 7. This chapter summarizes the
findings according to the parts of the research questions. It also addresses the
contribution of the study. Finaly, it explains the limitations and areas for future

research.



CHAPTER TWO

LITERATURE REVIEWS

2.0 INTRODUCTION

This section looks at a number of studies which are done in corporate governance
area. This is organized with the purpose of finding gaps which may exist between
studies done previously. Moreover, methodologies used in those studies may guide
the researcher to develop his own model and research design.

Thefirst part of this section focuses on the definition of corporate governance
as well as description on its nature and characteristics. Thisis followed by discussion
on corporate governance in Malaysia. By highlighting the efforts reflected in
Maaysian Code of Corporate Governance (the Code), this part talks about
development of corporate governance practices in Malaysia and practices of the
written Code for companies to follow together with efforts by Malaysian government
in ensuring good governance in corporate environment. The review of literatures will
be discussed according to the governance mechanisms of the Malaysian Code of
Corporate Governance (The Code) and empirical evidences related to them. The
reviews highlight issues discussed in prior studies with regards to governance
mechanisms as independent variables tested in this study. In addition, related
literatures concerning about three control variables of this study also being discussed.
This chapter is wrapped up with concluding remarks of the whole discussion in this

chapter.
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2.1 CORPORATE GOVERNANCE

Corporate governance, as a concept, became diverse over a period of time. There are
many different definitions of corporate governance. It can ssimply be referred to as the
system in which companies are governed and controlled (Cadbury Committee Report
1992). It provides ‘architecture of accountability — the structures and processes to
ensure companies are managed in the interests of their owners. Parum (2005)
describes corporate governance as a set of principles concerning the governing of
companies and how these principles are disclosed or communicated externaly.

Looking from a broader perspective, Shleifer and Vishny (1997) view
corporate governance as the ways in which suppliers of finance to corporations assure
themselves of getting a return on their investment. Their theme is that corporate
governance deals with the agency problem: the separation of management and
provider of finance. Meanwhile, Gillan and Starks (1998) define corporate
governance as the system of laws, rules, and factors that control operations at a
company in which it provides the structure through which the objectives of the
company are set, and the means of attaining those objectives and monitoring
performance are determined.

Corporate governance aso refers to the method by which a corporation is
directed, administered or controlled. It includes the laws and customs affecting that
direction, as well as the goals for which it is governed. Corporate governance
principles and guidelines are established by severa organizations to provide best
practices or to benchmark against which to assess the appropriateness of the corporate
governance practices (Rezaee et.a, 2003). Furthermore, corporate governance
mechanisms and controls are designed to reduce the inefficiencies that arise from

moral hazard and adverse selection. Corporate governance is a collection of
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