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ABSTRACT

This paper studies one of the most important corporate governance issues; board
composition. The board of directors should play its monitoring role as the
representative of shareholders-owners to align management’s objectives with those of
the shareholders’. Since there are generally two types of directors i.e., executive
(inside) and non-executive (outside), we argue that the presence of outside directors
would serve the purpose of an effective monitoring mechanism, because this type of
director would safeguard his high reputation and would not risk his name being
associated with bad practices (see Sahlman, 1990). Since his reputation is at stake, he
would regard the accounting record (as indication that shareholders’ interests are
maximized and protected) as a very important document and thus, demand an audit of
high quality into those records. Therefore, a high quality auditor serves to protect the
board of directors by decreasing the chance that errors or omissions will exist in the
audited financial statements. Stated differently, we argue that the presence of a higher
proportion of outside directors is associated with a high quality audit, where quality is
defined as the firm falling into one of the Big 4 and being specialized in particular
industries. The result of the study supports the hypothesis if we define the outside
director as a non-executive director. However, if we define the term more strictly, i.e.,
as independent non-executive director, it shows no evidence that the presence of an
independent non-executive director is associated with a higher quality auditor. The
paper also found an interesting result of the insignificant relation between audit quality

and the institutional investor indicating the lack of shareholders activism in Malaysia.
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CHAPTER 1: INTRODUCTION

1.1  Background of the Study

In the wake of recent corporate scandals involving those entrusted to oversee the
operation of a company, i.e., management, various measures have been suggested to
control and monitor such a problem from recurring. These issues are among the
important corporate governance problems recently discussed. The President of the
World Bank, James D. Wolfenshon, stressed the importance of corporate governance
by saying that “the governance of corporations is as important in the world economy as

. ol
government of countries™ .

Although the interest in corporate governance is quite new to Malaysia, it has become
the subject in the Western world for the past 50 to 60° years arising out of the way a
company is funded (i.e., equity capital or debt capital). Gregory and Simms (1999)
stated that “[p]roviders of corporate finances... require assurance that their investment
will be protected and will generate return. These assurances are at the heart of what
effective corporate governance is all about”. Narrowly defined, corporate governance
concerns the relationships between corporate managers, directors and shareholders. A
broader definition would encompass the combination of laws, regulations, listing rules
and voluntary practices that enable the corporation to attract capital, perform

efficiently, generate profit and meet both legal obligations and general expectations

! http://www.worldbank.org/html/fpd/privatesector/cg/aboutus.htm.

? “The interest in corporate governance grew in the United States after World War II with huge demand
for capital by corporation” (Lyn, 2001). Downloaded from www.financeasia.com/articles/9ABE1A26-
BI2B-11D5-81D20090277E174B.ctm




(Gregory and Simms, 1999). Millstein (1998)°, in her opening remark at the World
Economic Forum in Davos, Switzerland described the corporate governance as

follows:

“The term ‘corporate governance’ has many definitions. It can broadly encompass all of the
corporation's relationships: relationships among capital, product, service and human resource
providers, customers and even society at large. It can encompass all the laws designed to hold
the corporation accountable to shareholders and the public, as well as the workings of the
market for corporate control. It can refer to audit practices and accounting principles, and it can
refer to shareholder activism. Even more narrowly, the term can be used to describe just the role
and practices of the board of directors”

Therefore, it is the aim of this paper to present the role and relationship of the external
auditor and the board of director as a monitoring mechanism due to its dearness to the

corporate governance issue (as underlined above).

The paper attempts to examine the association between the board composition and the
choice of external auditor, in the financial institution setting. Board composition has
always been the subject of corporate governance study in examining the effectiveness
of boards. Within an agency theory framework, the presence of outside directors in a
particular board is thought to provide an effective monitoring role as agency theory
argues that the manager has the tendency to act in a self-interested manner in which the
result might deviate from the shareholders’ interests. Meanwhile, outside directors are
generally highly reputable members of the business community who view directors’
role as a mean to further develop their reputation (Fama and Jensen, 1983a). However,
they might suffer reputational and monetary damage from their service as outside

directors due to ‘frivolous lawsuits’* (Sahlman, 1990). Therefore, the higher proportion

3 "The Evolution of Corporate Governance in the United States," Remarks to the World Economic
Forum, Davos, Switzerland (February 2, 1998) downloaded from
http://www.transparency.org/iacc/9th_iacc/papers/day2/ws3/d2ws3/hjgregorymesimms.html..

* A lawsuit that could jeopardize the reputation and exhaust the resources (money and time) of a director
although it has no legal substance. Sahlman (1990) said that “frivolous lawsuits, all too common, require



of outside directors in a board would induce greater monitoring because this type of
director would safeguard his high reputation and would not risk his name being
associated with bad practices. This, in turn, impedes the incentive of the manager to act

opportunistically.

The board of directors is tasked to supervise the management of a company. However,
in undertaking these supervising and monitoring functions, there exists a need for a
supporting structure as the board of directors themselves cannot or is simply
impossible and impractical to do the necessary detailed work of monitoring and
supervisory roles. The Dey report, issued by the Toronto Stock Exchange provides a

practical corporate governance definition regarding the need for a supporting structure;

"

. the structure and the process used to direct and manage the business affairs of the

corporation with the objective of enhancing shareholder value..."

As mentioned above, the structure can come in the form of an external auditor,
management and internal auditor. The Basel Committee on Banking Supervision
(1999) sets some important roles of the external auditor as a means to enhance the
effectiveness of monitoring by the board. Thus, the external auditor can become a
source of supporting structure for the board of directors in ensuring the proper

monitoring of management.

While audit acts as a systematic examination process, various studies have found that
the auditor could succumb to a lower quality audit due to various reasons, pressure

from management, survival, inexperience, lack of expertise; to name a few. However,

the same reasoned response as legitimate claims”. At the very least directors lose control over time (if
not money) attending to the lawsuit. Often, to save on legal fees, the suits were settled out of court
although the chance of winning is high. However, this solution implies culpability which damages a
director’s reputation. According to Sahlman (1990), the frivolous suits are growing partly due to the
legal system which is “relatively easy to file suit, but difficult to get rid off”.

> http://www.transparency.org/iacc/9th_iacc/papers/day3/ws7/d3ws7/rmnewsome.html.



literature on audit quality has documented evidence that the higher audit quality is
normally associated with the brand name auditor. Similar more refined studies also
found that brand-name specialist auditors, i.e., brand-name auditor who specialized in a
certain industry, command better audit quality. The risk borne by outside directors
necessitates the demand for quality information (free from financial misstatement or
fraudulent reporting) which is generally provided by quality auditors. Since auditing
serves to increase the credibility of the financial statement and its reliability as a
monitoring device (Abbott and Parker, 2000), a high quality auditor should serve to
protect the board of directors by decreasing the chance that errors or omissions will
exist in the audited financial statement. Combining both the literature on board
composition and audit quality, this paper argues that the board of directors comprising
of higher proportion of outside director would choose a higher quality auditor (in the

form of specialist brand-name auditor) to perform the intended monitoring role.

1.2 Objective of the Study

The study has two objectives which are related to the reason financial institution is
chosen and another objective concerning the effectiveness of Bursa Malaysia listing
requirement. Firstly, it tries to examine whether the financial institution (which has
many stakeholders) in Malaysia ignores the basic principal-agent relationship (i.e.,
shareholders-management). By ignoring, it means that the management pursues its own
objective thus disregarding the shareholders’ objectives. In pursuing its own objective,
it is expected that management will choose a lower quality auditor in order to conceal
its self-opportunistic behaviour. Thus, the higher the number of executive directors in a

board (i.e., the lower the number of the outside director), the lower the likelihood that a



quality auditor is hired. This will be tested by finding evidence as to the association
between the outside/inside directors of the financial institution and the choice of the
auditor as a monitoring mechanism. Secondly, as Bursa Malaysia has stressed on the
importance of independent non-executive directors, the study will analyse whether
such directors will make better monitors in term of appointing quality auditors. Bursa
Malaysia has prescribed that every listed company must abide by the guidelines with

the objective of proper governance.

1.3 Motivation of the Study

The study is conducted due to the need for specialized expertise for specialized
industries. A specialized industry such as financial institutions needs specialist auditors
because previous studies suggest that specialization is important (e.g. Craswell et al.,
1995; Shockley and Holt, 1983). Apart from that, many studies in the financial
institution setting focus on the relationship either between the financial institution and
depositors or between the financial institution and government (i.e., regulatory body),
thus ignoring the normal agency relationship of the financial institution and
shareholders (Davis, 1995). Therefore, this study tries to look into this relationship. In
addition, the financial institution is seen as the engine of growth for a country,
especially in Asia. Therefore, the issue of governance, generally, and board
composition, specifically, is very important as slight ‘misgovernance’ of the financial

sector would affect the health of a country.

It is also interesting to study the financial institution because it has many direct

stakeholders which put them in a lot of conflict-of-interest situations. Therefore, my



study will provide an insight into whether the shareholders’ interests are safeguarded
given that the highly regulated sector such as banking is mostly focusing on protecting
depositors. The financial institution is also chosen due to its role in the Asian financial
crisis and was regarded by many as the major contributor to the financial turbulence in

1997.

14 Organization of the Study

The study consists of six chapters. Chapter two discusses the literature review on the
board composition and audit quality. In this chapter, the paper starts by giving an
overview of different prevailing perspectives permeating the discussion of board’s
responsibility. Four major theories are presented and the researcher chooses the agency
theory to advance his argument due to the nature of the paper emphasizing the
monitoring aspects as opposed to the measuring financial performance of a firm. Then
the previous literature is presented where mostly governance literature dominates the
discussion on the board of directors. The board of directors’ discussion is introduced to
show the importance of having outside directors as a monitoring mechanism. The
literature review on outside directors is presented evidencing the advantage of
appointing outside directors onto a board. The paper, then, further argues that having
outside directors alone is insufficient to ensure proper monitoring. As proposed by
Baysinger and Butler (1985) quoted in Clifford and Evans (1997), a distinction is made
between an independent outside director and an outside director by categorizing board
of directors into a three-scale classification (i.e., inside, outside and grey®). The

literature on audit quality follows where the seminal work by DeAngelo’s (1981) gives

8 Grey director is a director whose independence can not be determined. For full discussion please refer
to Chapter 2.1.



a definition of audit quality which provides a precursor to the literature discussion.
Taking a cue from the various literature, audit quality is surrogated by the brand name
auditors, i.e., normally termed the Big 4’. Therefore, any company hiring these four
firms signals that they are receiving a quality audit. We further classify the Big 4 firms
into specializations based on different definitions of specialization provided by

Palmrose (1986); Craswell et al. (1995) and Balsam et al. (2003).

Chapter three discusses the institutional background, i.e., the financial institution. It
comprises two sub-chapters; (i) general financial institution discussion and (ii)
focusing on banking industry. The general financial institution sub-chapter explains
why governance in financial institutions is important. Specifically, the study outlines 3
reasons; firstly the nature of financial institution as intermediaries; secondly the
financial institution as the main fund provider mobilizing a country; and thirdly the role
it played in the Asian financial crisis. The second sub-section banking industry,
presents some literature on agency theory related to the banking industry. Specifically,
it reviews some of the issues which are industry-specific to banking. Since banking has
unique extra relationships (i.e., depositor, regulator, shareholder, management); not
confined to the normal agency problem of principal-agent, a lot of previous studies
tend to assume away this normal agency relationship in banking (relationship between

shareholder and management). Chapter four discusses the research methodology and

7 Across this paper you will see that the number of brand name auditors seems inconsistent ranging from
the Big 4 to the Big 8 depending on the period where the study took place. This is primarily due to
mergers of the audit firms. Originally, the Big 8 consisted of Arthur Andersen (AA), Arthur Young
(AY), Coopers & Lybrand (CL), Deloitte Haskins & Sells (DHS), Ernst & Whinney (EW), Peat,
Marwick, Mitchell (PMM) Price Waterhouse (PW) and Touche Ross (TR). Then the term changed to
Big 6 when AY merged with EW and DHS merged with TR in 1989 resulting in two new entities called
Ernst and Young (EY) and Deloitte Touche (DT). Second round of mergers in 1997 between CL and PW
resulted in a new firm called PriceWaterhouseCoopers (PWC). Then it became the Big 4 when AA
ceased to exist mainly due to the Enron debacle. Presently, the brand name auditors better known as the
Big 4 are DT, EY, PMM (better known as KPMG) and PWC.



research design. This chapter presents audit quality, which is measured using
trichotomous measure, as the dependent variable. Meanwhile, the hypothesized
variable of outside director is tested twice, in order to examine two different
hypotheses. The first hypothesis takes percentage of non-executive director as outside
director while the second hypothesis takes independent non-executive as the outside
director. Chapter five discusses the empirical results, where two regression tests are
conducted to examine the two hypotheses. The results show that the first hypothesis is
supported, while second hypothesis is not. The full results are discussed in detail in
Chapter five. Chapter six concludes by outlining some contributions and limitations of
the study. It points out, among others, the need to clearly define independence because
this type of director would probably merely act as a proxy to a real director, thus

making his status as non-independence.



CHAPTER 2: LITERATURE REVIEW ON BOARD AND AUDIT

QUALITY

As discussed in the introduction chapter, board needs a supporting structure, i.e.,
auditor, in order to perform monitoring task more effectively. Since director’s
reputation is at stake, he would not like his name being associated with bad practice by
management, thus demands quality audit. Therefore, this chapter mainly presents the
literature on what effective board composition entails and then, discusses the audit
quality literature which presents several methods of determining quality auditor. This
chapter comprises 4 sub-sections, i.e., general discussion on the board composition,
discussion on theories of corporate governance, literature on board composition, and
literature on audit quality. The first sub-section provides general discussion on board
independence. It sets out some definitions of independence according to several
authorities (e.g., Bursa Malaysia, Governance Metrics International etc). The second
sub-section provides several theories prevailing in the discussion on the appointment of
boards of directors. Specifically, four theories are discussed, i.e., the agency,
stewardship, resource dependency and stakeholder theories. At the end of the
discussion, the paper proposes that, the agency theory would be used mainly due to its
dearness to the issue of conflict-monitoring that exists between agents and principles.
Furthermore, the study which tries to investigate the association between board
composition and a monitoring mechanism (i.e., auditor in which quality is generally
surrogated by brand name audit firms), renders the agency theory more relevant in

discussing this paper®. The third sub-section presents some literature reviews

¥ As discussed later in this paper, other theories generally try to investigate the association between
board composition and financial performance. Although a few papers argue that when a board chooses



concerning the effect of appointing certain types of directors onto a board. Lastly, the
fourth sub-section introduces several works on audit quality and outlines several ways

of how audit quality is measured.

2.1 General Discussion on Board Independence

Corporate governance literature has always discussed board independence as one of the
mechanisms to ensure good governance. The issue of board independence is so
important to the extent that it was made as one of the priorities for reform in the Asian

Corporate Governance Roundtables’.

The Asian Roundtable on 4™ December 2003 released a “White Paper on Corporate
Governance in Asia” (hereinafter called the White Paper), where one of the five key
issues is the responsibility of the boards. The White Paper (2003:47) admitted that

legal norms could always be defeated by behavioural norms by saying:

“No legal norms, however refined, can contemplate every situation in which a director might
find himself. A director wishing to abuse his position, either for his own benefit or that of a
manager or shareholder, can often mask his own misbehaviour by going through the motions of
proper deliberation prescribed by legal norms”.

However, it adds that within the Asian context, legal norms through regulators such as
securities commissions and stock exchanges should play a more active role in ensuring
good corporate governance particularly regarding board independence. The White

Paper (2003:48) on paragraph 260 asserts that “...for both cultural and practical

high quality audit firms it would result in higher financial performance, in certain situation the board
would opt for ‘less-than high’ financial performance especially when improper accounting practice by
management is expected (see for e.g., Beekes et al., 2004).

? The corporate governance roundtable was established jointly by the OECD and the World Bank in their
effort to promote policy dialogue on corporate governance. The roundtable was set up according to
region, i.e., Asia, Russia, Latin America, South-East Europe and Eurasia. Each regional roundtable will
employ the OECD Principles on Corporate Governance as a framework for developing a regional white
paper addressing both general corporate governance issues and matters of specific concern to respective
regions.
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reasons, Asian shareholders often prove reluctant to litigate or to assert formally their
rights. This reluctance places greater emphasis on regulators and prosecutors and raises
capacity and infrastructural challenges for Asian corporate governance corporate”. This
necessitates a rather “hard and fast” rule on the minimum number of independent

directors on a particular board.

The White Paper has devoted 65 paragraphs (paragraph 275 to 339) concerning
recommendations to improve the corporate governance issue in the general board-
related area including 10 paragraphs (paragraph 318 to 327) on the specific
independent board issue. Although there is no specific recommendation on the ideal
number of independent directors on a board, it did point out that a board “...should
consider assigning sufficient number of non-executive board members capable of
exercising independent judgment to tasks where there is a potential for conflict of
interest”'®. The paper further provides some additional suggestions such as ...having
non-executive/independent directors that'' constitute a majority of the board and
continuously revising the membership of the board. This proposal may achieve greater

board independence...”'.

Shamser and Annuar (1993) define board composition as the proportion of outside
directors to the total number of directors. On this matter, Haniffa and Cook (2000)
explain further that the outside director is a non-executive director who is not the
employee of the company. This necessarily makes a distinction between the executive

and non-executive, i.e., the executive is an employee of the company while the non-

' the White Paper on Corporate Governance in Asia, paragraph 323.
" Ttalics added.
2 Ibid, paragraph 326.
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executive is not the company’s employee. Therefore, classifying board members as
executive or non-executive is straight forward. However, defining the term independent
is problematic. Governance Metrics International (GMI)"? asserts that by being a non-
executive member, a director is not necessarily free from other relationships with the
company that might cloud his or her independence. Therefore, a more refined
definition for board composition must take into consideration the independence issue
as the monitoring process would most likely be more effective if the outside/non-
executive director is also independent. Matters such as conflict of interest require a real
independent decision which could only be provided by an independent non-executive
director and not just a non-executive alone because non-executive director might be
appointed due to being a substantial shareholder'*. The White Paper in paragraph 319
asserts that ““...because controlling shareholders often choose the entire board, the real
objectivity and independence and the real value of nominally independent (i.e., non-

executive)'’ directors can be undermined”.

GMI simplifies the definition of independent director as someone whose connection to
the company is only his or her board seat (see Appendix I). In other words, an
independent director does not have any relationship at all with the company except his
appointment as a director. However, within the Malaysian context, the Bursa Malaysia

(formerly known as Kuala Lumpur Stock Exchange or KLSE) in its listing requirement

'3 GMI is an independent corporate governance rating agency. They claim to be a “pioneering
accountability ratings” agency. They can be visited at http://www.gmiratings.com/.

' Throughout this paper, reader will see many discussions on outside and inside director. Readers will
also see some other related terms used by previous studies such as executive director, non-executive
director, independent non-executive director, non-independent non-executive director, affiliated director
and grey director. Briefly, the outside director has two types, i.e., independent outside director (or
independent non-executive), and non-independent outside director (or non-independent non-executive).
Non-executive director whose independence is indeterminable is called grey director. Meanwhile
affiliated director is, briefly, a non-independent outside director.

" Ttalics added.
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provides a definition of independent director as “...a director who is independent of
management and free from any business or other relationship which could interfere
with the exercise of independent judgement or the ability to act in the best interest of
an applicant or a listed issuer”'. It further provides several specific instances on
whether a director is considered independent or not. For example, he is not independent
under the Bursa Malaysia definition (although he is a non-executive) if he is a major
shareholder of the applicant, listed issuer or any related corporation of the listed issuer
(Appendix II). However, more importantly within the context of this paper, the Bursa
Malaysia states that the applicant, i.e., the company wanting to be listed must ensure
that at least 2 directors or one-third of the board of directors, whichever is higher, are
independent directors. If the number of directors of the applicant is not 3 or a multiple
of 3, then the number nearest one-third shall be used'’. Within the Malaysian bank
setting, Bank Negara Malaysia (BNM); the central bank of Malaysia has also issued a
BNM’s Guideline following the Bursa Malaysia regulation. In the BNM’s Guidelines
(BNM/GP1), it requires that at least 2 directors be independent non-executive directors.
The primary purpose of appointing the minimum number of independent directors,
according to the guidelines, is to oversee the operation of the business and to make sure

that shareholders’ interests are safeguarded.

Literature on the effect of appointing an outside director on a board has been diverse.
Researchers have studied the result of appointing outside directors on the choice of the

external auditor (Beasley and Petroni, 2001); on stock ownership (Yusoff and Ahmad,

' Bursa Malaysia Listing Requirement, Chapter 1, Part A, 1.01-Definition, page 1-04. The difference
between applicant and listed issuer refers to the stage of application. An applicant is a person or a
company who is applying for admission of its securities, while a listed issuer is any company, other
person or undertaking (including a trust), whose securities have been admitted to the Official List.

' Ibid, Chapter 1, Part E-Other Requirements, 3.14-Independent directors, page 3-07.
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