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ABSTRACT

(This study examines the relationships between board structure variables which are board
size, board independence, board monitoring intensity and firm value. The sample covers
Malaysian public listed manufacturing companies in year 2008. In addition, the relationship
between insider ownership and firm value is also examined. The data collected from Bursa
Malaysia were estimated using Ordinary Least Square (OLS) regression analysisi The results
show that all board size, board independence and board monitoring intensity have negative
relationships with board value whereas insider ownership has non-linear relationship with the
firm value. The study also reveals that Tobin’s Q is better than ROA to explain the relationships

between board structure variables, insider ownership and firm value, respectively.
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ABSTRAK

Kajian ini bertujuan mengkaji hubungan antara pembolehubah-pembolehubah struktur
lembaga pengarah, iaitu saiz lembaga pengarah, kebebasan lembaga pengarah, keamatan
pengawasan lembaga pengarah dengan nilai syarikat di kalangan syarikat sektor pembuatan yang
tersenarai dalam Bursa Malaysia. Selain itu, hubungan antara milikan dalaman dengan nilai
syarikat juga akan dikaji. Data diperoleh dari Bursa Malaysia dan dianalisis menggunakan
kaedah kuasa dua terendah (OLS). Keputusan analisis menunjukkan saiz lembaga pengarah,
kebebasan lembaga pengarah, keamatan pengawasan lembaga pengarah mempunyai hubungan
negatif masing-masing dengan nilai syarikat manakala pembolehubah milikan dalaman
mempunyai hubungan tak langsung dengan nilai syarikat. Kajian ini juga menunjukkan Tobin’s
Q lebih sesuai berbanding dengan ROA dalam menerangkan hubungan antara saiz lembaga
pengarah, kebebasan lembaga pengarah, keamatan pengawasan lembaga pengarah dan milikan

dalaman dengan nilai syarikat.
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CHAPTER ONE

INTRODUCTION

1.1 Corporate Governance in Malaysia

Asian financial crisis in 1997 leads to collapses of major economies in East Asian . The
major Asian economies involve Malaysia. The financial crisis has made corporate governance a
major issue to be discussed further. The financial crisis started in Thailand. There are views
showed that the financial crisis was mainly due to weak corporate governance. For example,
structural weaknesses in domestic financial institutions supported by the unsound
macroeconomic policy and moral hazard are believed to be the cause of the Asian financial crisis
(Krugman, 1998; Corsetti, 1998). IMF (1999) also states that the financial crisis was due to
weaknesses in domestic policy. It was manifested by large current account deficits,
concentration of bank loans in real estate development and financing share purchases;
weaknesses in domestic financial system; poor governance and risk management; and too much

international borrowing in the corporate sector.

Beside, World Bank (1998) identified that poor risk management and excessive lending
were the main cause of vulnerability in financial sector. This poor risk management was due to
weak corporate governance and limited investment in risk management technology. The
excessive lending happens mainly due to the extensive cross-ownership of banks and companies;
weak enforcement of the bank regulations and government directed lending. In conclusion, this

shows that poor corporate governance leads to the financial crisis and is viewed as the internal



problem of the organisation. This shows the important of board structure in avoiding the

financial crisis from occurring again.

Thus, this forms the issue of corporate governance in order to improve the fairness,
transparency, accountability and responsibility in running of organizations. The definition of
corporate governance in Malaysia in the report of Corporate Governance (2002) by the Finance
Committee on the Corporate Governance stated, “Corporate governance is the process and
structure that are used to direct and manage the business and affairs of the company towards
enhancing business prosperity and corporate accountability and their ultimate goal and objective

are taking care of long term shareholder value.”

The importance of effective corporate governance is highlighted by Schleifer & Vishny
(1997). Schleifer & Vishny (1997) define corporate governance as mechanism and is important
as it ensures investors in organizations will receive adequate returns in investments. When the
corporate governance mechanism is weak, shareholders may suffer a higher risk of expropriation
by the managers. The financial crisis shows that efforts of protecting shareholders interest were
inadequate and leads to destruction of investment value. In the wake of the financial crisis,
ASEAN countries especially Malaysia embarked on various restructuring and reform programs
to stabilize the economies and one of them is improving corporate governance. Hence, a good
corporate governance system is needed to ensure shareholders interest is protected and the value

of firms increases.



——

Beside that, a good corporate governance is also needed to align the interests of directors
with the shareholders. The board of directors has a crucial role to play in governance. Their
main responsibility is to endorse the organization’s strategy, develop directional policy, appoint,
supervise and remunerate senior executives and to ensure accountability of the organization to its

shareholders, authorities and other stakeholders.

In this study, we examine the relationships of characteristics of board of directors such as
board size, board independence, board monitoring intensity and insider ownership from

corporate governance perspectives and their influence on firms’ value in Malaysia.

Malaysia has adopted the Code of Corporate Governance in 2000. It is brought into full
effect in January 2001 and required the listing companies in Kuala Lumpur Stock Exchange
(KLSE) to put the statement of corporate governance, a statement of internal control,
composition of the board of directors, composition of audit committee, quorum of audit
committee and any additional statements by the board of directors in their annual report. The
role, composition and structure of board of directors are viewed as the most crucial elements for

effective corporate governance mechanisms for the Malaysian companies.

Corporate governance is an important element in achieving the highest return from an
investment project with the allocation of the scarce funds. The issues can be viewed through
internal or external governance mechanisms. There are two main categories in the internal
disciplining mechanisms that are the board structure and ownership structure. The first category
is related to board of directors such as board independence, non-executive directors and board

size (Yermack, 1996). The second category includes managerial ownership (Morck, Shleifer &



Vishny, 1988; McConnell and Servaes, 1990) and the block holder stock ownership or

ownership concentration (Berle & Means, 1932).

Corporate governance can be best explained through agency theory. Agency theory is an
important issue in corporate governance because it highlights the issue of agency problem.
Agency problem happens due to the conflict of interest between the managers as the agents and
the shareholders as the principals. Agency theory suggests that the functions of board of
directors to monitor the managers in order to ensure the managers discharge or act in the best
interests of the directors. Thus, the board size, board independence, board monitoring intensity
and equity ownership are regarded as the proxies for board of directors when it is measured

against the firm performance.

The board size is an important aspect in agency theory. A large number of directors will
lead to difficulty in coordination, communication and decision to control the management
(Jensen, 1993; Yermack, 1996). In additional, the importance of board independence is
illustrated through that boards with significant outside directors will make better decisions than
those dominated by the board insiders. The Malaysian Code on Corporate Governance (2000)
states that there must be at least one third of the board members to be independent directors.
This is to ensure that the objectivity in board decisions will be effectively implemented. The
independent non-executive directors are needed in order to monitor and control the
management’s opportunistic behaviour to pursue their own goals in expense of the shareholders

(Jensen& Meckling, 1976). Beside that, independent non-executive director is also important to






