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ABSTRACT

Due to the recent waves of corporate scandals, corporate governance (CG) is now at
the heart of the overall agenda. These scandals have prompted various tools that can
be used to minimize the future risk of malpractices. This has contributed to the
introduction of Malaysian Code of Corporate Governance (MCCG) 2001. In order to
have a good CG, MCCG 2001 recommends the separated roles of chairman of the
Board and the CEO in a company. This study empirically examined the relationship
between the changes in the leadership structures and the companies performances,
controlling for firm size effect from the accounting point of view. The sample of 30
companies that have leadership structure changes during the period under review, i.e.
from year 2000 to 2004, are selected and their companies’ annual reports are extracted
from Bursa Maaysia's website. This study uses descriptive statistics, univariate and
multivariate regressions to test the hypotheses. The results are inconsistently
supported the hypotheses whereby big firms are more beneficial by having single
executive playing the roles of both CEO and chairman of the Board while small firms
are more advantageous by having two separate executives in both CEO and chairman
of the Board. Nevertheless, this study aso realizes some limitations like the small
sample size, small number of independent variables included in the models, short
period of time for the analysis under review, non-thorough size proxies selected to
represent the firm size, untested reasons for changes in the leadership structure, and
the sample is only restricted to the firms that have experienced changes in the
leadership structure.
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CHAPTER 1

INTRODUCTION

11 BACKGROUND AND RESEARCH PROBLEM

Due to the wave of various scandals in the world market, all countries have
experienced the terrible economic crisis. The condition was even worse especially
when the 1997/1998 Asian financia crisis badly affected in most Asian countries.
Inevitably, this scenario has significantly changed the landscape of the affected
countries corporate governance, including Malaysia. One of the examples of the
scandals that happened in Maaysia during the 1997/1998 Asian financia crisis is
when Renong Berhad was bailed out by funds amounting to RM2.34 billion (Jomo,
1998). This clearly shows that stock market rules were manipulated to serve the
interests of the politically influential individuals. Many of the political individuals
business practices were officially sanctioned. They are believed to have acted on
political instructions to take over the Philippines National Steel Corporation with
funds that came from ‘a syndicated loan amounting to US$800 million from Malayan
Banking, Bank Bumiputera, Bank of Commerce and Rashid Hussein Bank, al of
which breached their single customer limits' (Jomo, 1998).

Since 1997 onwards, because of those scandals, the topic of corporate
governance has been hotly debated and received considerable attention from both
practitioners and academicians in Malaysia. One corporate governance issue that has
been widely discussed is whether a firm should have one person holding both
positions of Chief Executive Officer (CEO) and Chairman of the Board (COB) (which
will be termed as Combined Leadership Structure — CLS — thereafter) or different

persons holding the CEO and COB positions (which will be termed as Split
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Leadership Structure — SLS — thereafter). However, with the introduction of
Malaysian Code of Corporate Governance (MCCG) in 2001, al firms are
recommended to have different persons holding the CEO and Chairman positions in
order to ensure the balance of power and authority.

Numerous studies have been conducted to test the impact of the separation of
ownership from control on performance of US firms (e.g. Jensen and Meckling, 1976;
Fama, 1980; Jensen, 1983; Weisbach, 1988; Davis, 1991). The focus of this study is
on leadership structure which is the issue of whether the CEO should also be the COB.
Basically there are four different groups of views on this area of leadership structure.
The first group argues that firm value will increase if it employs SLS (Fama and
Jensen, 1983; Rechner and Dalton, 1991; Pi and Timme, 1993). The second group
suggests that CLS will boost firm value (Donaldson and Davis, 1991; Dahya et al.,
1996; Brickley et al., 1997; Bhagat and Black, 1998). The third group however, does
not find any significant impact of leadership structure changes on firm value (Berg
and Smith, 1978; Chaganti et al., 1985; Daily and Dalton, 1993, 1997; Baliga et al.,
1996; Forsberg, 1999). The last group argues that the optimal leadership structure may
change over time (Dahya and Travlos, 2000).

Interestingly, only Palmon and Wald's (2002) study has quantitatively
analyzed the impact of firm size on the relationship between leadership structure and
firm value. They find that small firms benefit more from the clarity and decisiveness
of decision making under single executive, while large firms benefit more from the
check and balances of having two executivesin the CEO and COB positions.

All of the above studies were conducted in Western countries, either in the
United States or the United Kingdom. To date, there is no study conducted in

Malaysia to examine this issue except the study by Abdullah (2004). Abdullah (2004)
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investigates the roles of board independence and CEO duality on a firm's performance
relying on financial ratios, namely ROA, ROE, EPS and profit margin. However, his
study did not take into consideration on the firm size. His findings, generally, suggest
that neither board independence, |eadership structure nor the joint effects of these two

showed any relations with firm performance.

1.2 MOTIVATION OF THE STUDY AND RESEARCH OBJECTIVES
Some previous studies suggest that separation of CEO and COB positions to two
different individuals (SLS) reduces agency costs and leads to enhanced firm
performance (Fama and Jensen, 1983; Rechner and Dalton, 1991; Pi and Timme,
1993). These researchers found that firms with SLS consistently outperformed firms
with CLS. Furthermore, study by Palmon and Wald (2002), which was done in US,
has quantitatively controlled for the impact of firm size on the relationship between
leadership structure and firm value. The exclusion of firm size as one of the
explanatory variables may be a contributing factor for weak results and lack of
consensus in some of the previous studies.

In Malaysia, no studies have been conducted to test impact of firm size on the
relationship between leadership structure and firm performance. In addition, questions
have been raised that require explanation on relationship between the leadership
structure and the firm value especially after the introduction of MCCG in 2001. This
study attempts to show evidence on the effectiveness of the corporate governance
recommendation sets out in MCCG 2001 which is applicable to most sizes of firms.
Therefore, there is a need to find out whether the changes in the leadership structure
affect the firm performance by size. This study will provide some evidence on the

effectiveness of corporate governance on firm performance taking into account the
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size of the firm. The evidence obtained from this study may then assist in determining
the optimal leadership structure for Malaysian firms. Optimal |eadership structure may
in turn lead to better firm performance.

Thus, the specific research objectives that will be addressed in this study are

to:

@ investigate in general, whether the changes in the leadership structure
has significant impact on the performance of the firms regardless of the
firms sizes, and

(b) how switching between two alternative leadership structures (CLS and
SLS) affects firms and how thisimpact varies with firm size.

This study uses secondary data extracted from the Bursa Malaysia's website'

with those companies that experience changes in the leadership structure either from
CLSto SLSor vice versa, during the period under review which is from January 2000

to December 2004.

1.3 SIGNIFICANCE OF THE STUDY

This study will contribute to the existing growing body of work that urges the push
toward an optimal leadership structure with a particular focus on firm’'s leadership
structure and its changes that have effects on the firm performance especially on
different sizes of firms. As noted earlier, prior studies in Malaysia only focus on
impact of leadership structure changes on firm performance (Abdullah, 2004).
However, this study attempts to investigate the effect of the leadership structure

changes on firm performance by firm size adopted from Palmon and Wald (2002).

1 Website: http://www.klse.com.my or http://www.bursamal aysia.com
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The results of the study may also contribute to the accounting and management
curriculum, by explaining the relationship between leadership structure and firm
performance by size in accounting or business courses. Such findings are essential
because the accounting and management professions are interrelated and thus may
provide clearer directions for firms of different sizes on the optimal leadership

structure to achieve better firm performance.

14 ORGANISATION OF DISSERTATION
This dissertation has five other chapters. The next chapter, i.e., chapter two, discusses
the development of literature on leadership structure change’'s effects on firm
performance. The chapter elaborates on earlier studies and the opinions of various
researchers on firm performance affected by changes in leadership structure. From this
analysis, the parameters for the devel opment of the research hypotheses are set.

Chapter three discusses corporate governance in Malaysia. This includes the
development of the Malaysian Code of Corporate Governance in year 2001 and
corporate governance practices in Maaysia. Chapter four primarily explains the
development of hypotheses and the methodology adopted to operationalize this
research. This includes a discussion on the types of data, sampling procedures,
measurement scales, data collection procedures and statistical analyses adopted in this
study.

Chapter five presents and discusses the findings of the study with reference to
the results of prior studies. This chapter discusses, in particular, the objectives of the
study. The discussion starts with the general overview on the effects of leadership

structure changes on firm performance. Then, the chapter focuses on the effects of
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leadership structure changes on firm performance by firm size and determines whether
the hypotheses formed can be accepted or rejected using statistical inferences.

Chapter six, i.e., the final chapter, concludes the overal findings of the
research and explains the implications of this research on business ethics and the
academic curriculum. This chapter also discusses the limitations and directions of

future researches in the areas of accounting and management curriculum.
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CHAPTER 2

LITERATURE REVIEW

2.1 INTRODUCTION

This section discusses prior studies thereby analyzing the causes and the effects of
alternative types of Chief Executive Officer (CEO) and Chairman of the Board (COB)
personnel changes. One important duty of the Board of Directors is to evaluate the
senior management of the corporation and replace them if they fail to perform well. In
fact, the COB, as defined by Faleye (2003), is a corporation’s chief decision control
agent. He is not only responsible for the working of the board, but also to ascertain
that the board adequately ratifies and monitors the strategy initiated by the CEO. The
CEO, on the other hand, is not only a head of the organization's management
hierarchy (Fama and Jensen, 1983) but also a corporation’s chief strategist and is
responsible for initiating and implementing companywide plan and policies (Faleye,
2003).

Even though both CEO and COB have different responsibilities and job
functions, however there is an issue of whether they should be held by one person or
separate individuals. However, because of the recent growing world-wide pressures by
regulators and the public at large to reform corporate governance (CG) practices, split
leadership structure (SLS)? has received considerable attention. Under the Best
Practice in CG of Malaysian Code of Corporate Governance (MCCG) January 2001,
there should be a strong independent element of the board if the roles of both COB

and CEO are combined. Furthermore, whether or not the roles of COB and CEO are

2 Two separate individuals holding the positions of the CEO and the chairman of the BOD of a
corporation.
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combined, the board should identify a senior independent non-executive director of a
board in the annual report to whom concerns (i.e. company matters) may be conveyed.
Moreover, if the company decides to combine the roles of COB and CEO, it should be
known to the public. However, in the event that the combined leadership structure
(CLS)® is adopted, MCCG does not object provided that at least one third of the
membership of the board should be made up of independent non-executive directorsin
order for the board to be effective (Part 2, AA (1) of the MCCG 2001).

Various studies have been conducted to ascertain the optimal leadership
structure of a firm. However, researchers have come up with advantages and
disadvantages for both |eadership structures. The three main advantages of SLS are (a)
it is essential for board effectiveness since chairman CEO cannot perform control
functions apart from his/her personal interest due to separate leadership structure
(Jensen, 1993), (b) to provide balance to the board and also offers a cushion for the
possibly over-ambitious plans of the CEO (Stiles and Taylor, 1993; Blackburn, 1994),
and (c) to have an independent chairman who may provide a valuable ‘outside
perspective, which may (as suggested by Pettigrew, 1992) contribute to the
development of the organization's goals and objectives and strengthen the link
between the company and its environment, thereby, improving CG. The five
disadvantages of SLS identified in the literature are (a) to lead to the cost of sharing
information between the CEO and the COB (Brickley, Coles and Jerrel, 1997), (b) to
create rivalry and conflicts between the CEO and the COB (Baligaet al., 1996), (c) to
create confusion due to the existence of two public corporate spokepersons and the
opportunity for the third parties to take advantage of the situation (Baliga et al., 1996),

(d) to curtail innovations and entrepreneurship (Baliga et al., 1996), and (e) to dilute

% One person holding both positions as the CEO and the Chairman of the BOD of a corporation.

21



the power of the CEO to provide effective leadership of the company by increasing
the probability that actions and expectations of management and the board are
incongruence with each other (Daily and Dalton, 1997; Baliga et al., 1996; Alexander
etal., 1993).

On the other hand, the advantages of CL S include, among others (a) providing
clear-cut leadership and focus in the conduct of the corporation’s operations (Baliga et
a., 1996; Boyd, 1995; Anderson and Anthony, 1986; Stoeberl and Sherony, 1985),
and (b) no cost of transferring information involves because of the same person
holding both positions (Brickley, Coles and Jerrel, 1997). However, the disadvantages
of CLS are (@) constrains board independence and reduces the possibility that the
board can properly execute its oversight and governance role (Baliga et al., 1996;
Millstein, 1992; Dobrzynski, 1991; Fizel and Louie, 1990; Lorsch and Maclver,
1989), (b) the lacks in the separation of decision management and decision control
which consequently leads to the competition for survival (Fama and Jensen, 1983),
and (c) making it difficult for insecure directors to be honest when evauating firm

performance which, in turn, leads to long-term organizational drift (Carver, 1990).

22 A REVIEW OF THE EMPIRICAL EVIDENCE ON BOTH
LEADERSHIP STRUCTURES

In spite of the advantages and disadvantages of both leadership structures, there are

mixed empirical evidence on the superiority of either leadership structure. For

example, Faleye (2003) shows that there is no one universal leadership structure

appropriate for al firms due to the differences in specific circumstances of individual

organization. He addresses three issues of firms specific circumstances, i.e,

organizational complexity, CEO reputation, and the potential for agency conflicts
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affecting the relative costs and benefits of dual leadership (governance substitution).
The three proxies are employed for both organizational complexity [i.e. firm size,
sales growth opportunity, and nature of firms operations — measured through the ratio
of net property, plant and equipment to total assets (net PPE/TA)] and CEO reputation
(i.e., CEO's tenure, board membership, and whether CEO was appointed from
outside) and four proxies for governance substitution (i.e., managerial equity
ownership, unaffiliated block ownership, board size and board independence).

Faleye (2003) obtained the data for 2,166 firms of which 1,467 are CLS firms
and the remaining 699 are SLS firms. The governance variables data are extracted
from 1995 proxy statements filed with the Securities Commission (SC). In cases of
data unavailability in the proxy statements, it is extended with data from annual
reports and company web sites. The financial data for year 1990 to 1994 are gathered
from Compustat database and are averaged over those years. Control variables used in
each regression includes (a) ratio of long term debt to total assets to control for
differences in firm's contracting environment, (b) a separate intercept term for each
two-digit SIC codes to control for industry effects, and (c) CEO’ s age.

Faleye (2003) has three hypotheses, namely (@) the desirability for CLS
increases with organizational complexity because the cost of vesting chairman and
CEO roles in separate individuals likely outweighs the benefit of independent control
in complex organizations, (b) there is a positive association between CLS and CEO’s
reputation which means a reputable CEO is less likely to engage in value-diminishing
behaviour, thus reducing the need for SLS, and (c) if governance attributes impose a
sufficient constraint on the CEOQ, it may not be necessary to incur the additional costs
of separating the CEO and chairman positions which meansiit is cost effective to have

CLS.
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Faleye (2003) uses both univariate and multivariate tests. The results show that
organizational complexity and CEO reputation are more likely to blend CEO and
chairman positions. Under the complexity hypothesis, both mean and median of total
assets in 1994 are higher for firms with CL S than those with SLS and are significantly
different at 1 percent level. However, neither the net PPE/TA nor the sales growth is
significantly different for both CLS and SLS sample firms. The sales growth is
significantly different at 10 percent level only. Similarly, under the CEO reputation
hypothesis, CLS scores significantly higher on each of the reputation measures (both
mean and median for CEO tenure, mean outside board service and mean CLS are
appointed from outside and are significantly different at 1 percent level). However, for
the governance substitution hypothesis, while univariate test results show no
significant differences on each measure, probit regressions results show a negative
coefficients on managerial equity ownership and board size (significant at 0.01
percent level). Firms with either small boards or high managerial ownership consider
the monitoring capabilities of alternative governance provisions before incurring the
additional costs of separating both positions. Generally, these results indicate that
firms do consider the costs and benefits of aternative leadership structures and that
pushing al firms to common leadership structure may be detrimental due to
differencesin individual organizational circumstances.

However, one of the limitations identified in Faleye's (2003) study is that the
number of SLS firms (699) is far less than the CLS firms (1467) included in the
sample which might affect the validity of the results obtained. Furthermore, Faleye
(2003) does not explain the reason why he controls for the CEO’s age under each

regression conducted.
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