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Abstract

This paper investigates the relationship between corporate governance practice (as indicated by corporate
governance disclosure) and company’s financial performance. Certain corporate structures and practices
were examined to determine if they have any effect on company’s performance. Corporate governance
practices were assessed based on the level of disclosure made in the companies’ annual reports. For
financial performance, stock price performance and return on equity (ROE) were used as proxies. Results
show that there is a positive relationship between the corporate governance practices and company
performance. Findings from this research could be used by regulators, investors, corporations and others
who contend that good corporate governance is important for increasing firm'’s performance and investor
confidence.
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Introduction

An important lesson learned from the 1997/98 Asian financial crisis was that poor corporate governance
could lead to recklessness and excesses, resulting in severe financial difficulties. The crisis significantly
changed the financial and economic landscape of the affected countries in the Asian region including
Malaysia. To bring about better corporate governance, crisis-hit countries resorted to stricter securities
regulations, reforms in company law, stringent accounting practices and auditing standards, tighter
bankruptcy law and stronger judicial enforcement.

A substantial literature has documented general links between corporate governance practices and
company performance. The literature suggests that both market and non-market mechanisms could be
used to promote the alignment of interests of managers and stakeholders. However, the evidence is
mixed. Research on the relationship between corporate governance practices and firms’ performance
has failed to establish a concrete link between the two variables.

Thus, this study seeks to investigate if there is a relationship between corporate governance practices
and companies’ financial performance.
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Literature Review

Corporate governance and firm’s performance

Generally, firms with relatively poor governance are relatively less profitable, less valuable and pay out
less to their shareholders (Brown and Caylor, 2004).

In contrast, some studies showed that there is a negative relationship between corporate governance
practise and firm’s performance. The fact that better-governed firms achieve higher valuations does not
necessarily imply that governance quality is fully reflected in firm value. In fact, Gompers et al. (2003)
show that firms with higher investor rights outperform firms with lower investor rights by 0.71% per
month. Drobetz et al. (2004) calculate that the difference in monthly returns is 1.37% for German firms.

These results suggest that corporate governance ratings contain information not entirely impounded in
stock prices. However, Bauer et al. (2004) find that governance-based portfolios yield negligible excess
returns in the UK and EMU markets, which suggests that any difference in corporate governance might
already be reflected in current stock prices.

Selected corporate governance practices and financial performance

Various studies have been done on the relationship between specific corporate governance attributes and
firm’s performance.

Rechner and Dalton (1991) examined the relation between CEO duality and organizational
performance. Their study supports agency theory expectations about inferior shareholder returns from
CEO duality. Rechner and Dalton (1989) also examined the effect of CEO duality on risk-adjusted
shareholder returns using stock market data for the same sample and period. They found no significant
difference between structures.

Donaldson and Davis (1991) examined the effects of CEO duality on shareholder returns, and recorded
exactly the opposite result to that of Rechner and Dalton (1991). Their results show that the average
ROE of the board with chairs independent of the CEO was 11.5%, less than the average ROE of those
companies with CEO duality at 14.8%. The difference was statistically significant, i.e., dual CEO
structures outperform independent chair structures.

Byrd and Hickman (1992) report that tender offer bidders with majority-independent boards earn
roughly zero stock price returns on average, while bidders without such boards suffer statistically
significant losses of 1.8% on average. You et al. (1986) also report a significant negative correlation
between proportion of inside directors and bidder stock price returns. This suggests that independent
directors may help restrain the tendencies of CEOs to build larger empires, even if this means
overpaying to buy another company.

Denis and Sarin (1997) report that firms that substantially increased the proportion of independent
directors had above-average stock price returns in the previous year. In a study to assess investor
reaction to the appointment of additional directors, Rosenstein and Wyatt (1990) found that stock prices
increase by about 0.2% on average, when companies appoint additional outside directors. This increase
was statistically significant, but economically small.

Whereas Bhagat and Black (2002) find no relationship between the proportion of independent directors
and various indicators of firm performance, Rosenstein and Wyatt (1990) observe a positive market
reaction to the appointment of independent directors. Perry and Shivdasani (2005) explain that firms
with a majority of outside directors are more likely to restructure following performance declines, and
more determined in doing so.

As regards the relationship between ownership concentration and firm performance, empirical results in
the USA are inconclusive. Demsetz and Lehn (1985) found no significant correlation between
ownership concentration and profit rates for 511 large corporations. Morck et al. (1988) reported a
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piecewise linear relationship of Tobin’s Q with board member ownership for 371 Fortune 500 firms,
and also found evidence of an inverted U-shaped relationship between the degree of ownership
concentration and profitability.

Stulz (1988) demonstrates that higher managerial ownership can insulate managers from external
takeovers, and by allowing managers to block takeover bids, can lower firm value. Using US data,
Morck et al. (1988), McConnell and Servaes (1990; 1995), Hermalin and Weisbach (1991), and
Holderness et al. (1999) all find firm value to rise with low levels of managerial ownership and to fall
with higher levels of managerial ownership.

Several empirical studies in accounting have focused on the voluntary formation of audit committees to
identify factors affecting an entity’s decision to create an audit committee directly responsible for
overseeing the financial reporting process (Pincus et al., 1989). Collectively, these studies suggest that
larger companies, who are audited by the Big Five and who have bigger boards with greater
representation of outside directors, are among the companies more likely to voluntarily form an audit
committee.

Several studies document that the presence of an audit committee is associated with fewer incidences of
financial reporting problems. For example, McMullen (1996) finds that entities with more reliable
financial reporting, such as those with absence of material errors, irregularities and illegal acts, are
significantly more likely to have audit committees.

DeChow et al. (1996) show that firms subject to Securities Exchange Commission, USA (SEC)
enforcement actions are less likely to have standing audit committees. More recent descriptive research
shows that 25% of the companies subject to SEC enforcement actions do not have audit committees in
place (COSO, 1999). Carcello and Neal (1999) find that the likelihood a company in financial distress
will receive a going concern modified auditor’s report is lower when the percentage of inside or grey
directors on the audit committee is higher.

Research Hypotheses

This study is intended to examine the link between corporate governance practice and firm’s
performance. It should be noted that there are many factors that affect a firm’s performance. It is either
internally driven or externally controlled. However, in examining the relationship between corporate
governance practice and firm’s performance, it is assumed that all factors contributing to firm’s
performance have same level of influence on the selected sample. Thus, the following hypotheses have
been developed:

H1: There is a positive relationship between corporate governance practice and stock price performance

This hypothesis was developed on the basis that investors are willing to put in their money in a well
governed company; ultimately will boost investors’ sentiments of the stock from bearish to bullish.

H,. There is a positive relationship between corporate governance practice and return on equity.

This hypothesis was developed on the basis that a well governed company always try to maximize
shareholder’s return which would translate into better bottom line as denoted by return on equity.

Research Method

Corporate governance rating

Generally, corporate governance rating is meant to indicate the relative level to which an organization
accepts and follows the codes and guidelines of corporate governance practices. In this research, the
rating system constructed by MICG-Uitm-RAM and Biz Aid Technologies Sdn Bhd was employed. The
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reason for this decision was the rating system is customized to local business corporation environment
and addresses the governance issues that are relevant to the Malaysian scenario.

MICG-Uitm-RAM-Biz Aid Technologies Corporate Governance Rating

In developing the corporate governance rating system, the consortium has prepared a Corporate
Governance Score Checklist that draws upon the requirement made in Malaysian Code of Corporate
Governance, Bursa Malaysia Listing Requirements, The Cadbury Report, the Organisation for
Economic Cooperation and Development (OECD) Corporate Governance Principles as well as other
prevalent codes, guidelines and research findings.

According to the consortium, the set of corporate governance attributes determined by them does not
only representative of Malaysia’s corporate reality but also simultaneously emphasis the real life
practicability and world-class quality goals. In addition, the proposed corporate governance reporting
framework will also be universally applicable to the international markets and acceptable by investment
institutions and other relevant bodies.

The figure below depicts the eight principal corporate governance attributes that were used as the
Corporate Governance Score Checklist main headings.

Figure 1: Specific Attributes in the Corporate Governance Index

Board, Committee Risk Management
& Management & Internal
(i1) Control
Strategic Ownership
Planning & Structure &
Performance Corporate Concentration
Management R T +— (iv)
Reporting Scores
Accountability &
Intellectual Transparency
Capital I V)
(viii)
Shareholders & Business Ethics &
Investor Relations Responsibility
(vii) (vi)

Source: Corporate Governance Reporting of Top 100 Public Listed Companies in Malaysia

The attributes are measured through a 5-point Likert Scale, and the maximum score that could be
obtained by each company is 375 points.

The consortium has also assigned weights to each principal attributes based on the relative importance
of the attribute. Basically, a higher weighting has been given to those requirements specifically spelt out
by Malaysian Code of Corporate Governance. The weighting has been further gauged against other
corporate governance studies world wide. Items that are not particularly deliberated by the Code but
emphasized in major studies world wide have been assigned slightly lower weighting. A percentage was
then computed with 100% being the perfect score.

Below is the detail of the raw score and the weighting applied for each attribute.

Table 1: Raw Score & Weighting of Specific Corporate Governance Attributes

No. Corporate Governance Attributes Total Raw Weighting
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Score (%)
1. Strategic Planning & Performance Management 30 5
2. Board, Committee & Management 85 15
3. Risk Management & Internal Control 40 15
4. Ownership Structure & Concentration 35 15
5. Accountability & Transparency 85 20
6. Shareholders & Investor Relations 40 15
7. Business Ethics & Responsibility 30 10
8. Intellectual Capital 30 5
Total 375 100

Mathematically, the weighted corporate governance score could be expressed as:
TCGSi=}) RCGS x w

where,
RCGS = ratio of score assigned to each category to total score of each category.

W = weighting assigned for each category in the form of percentage.

Corporate governance disclosure

This research will assess the level of corporate governance disclosure by carefully studying the annual
reports of the selected companies. Scores will then be assigned based on the metrics outlined above.
This is to measure the level of corporate governance disclosure among the listed companies. Descriptive
analysis will be applied to analyse the extent of corporate governance disclosure.

Sample design

The sample companies are drawn from the 100 composite index component companies on Bursa
Malaysia. The selection is based on the market capitalization of these companies as at 31 December
2006. The rationale of this selection lies on the fact that these companies make up the composite index,
which is the barometer of stock market performance. The companies are also expected to practice a high
level of corporate governance disclosure in their annual reports. In addition, these companies are most
likely to attract the institutional investors’ interest, be it local or international.

Data collection procedure

This research utilizes secondary data, information available in the companies’ annual reports. Annual
report was chosen due to the fact that it was deemed to be the common communication tool employed by
company to disclose relevant information to the shareholders. The level of disclosure made in the annual
report is essential to the functioning of corporate governance (Keasey et.al, 1999), enabling

management to communicate company’s performance and practice to shareholders (Healy and Palepu,
2001).

The Listing Requirements of Bursa Malaysia requires all listed companies to disclose certain
information pertaining to corporate governance practice in their annual reports. Hence, this research
chose to extract the relevant information from the latest annual reports (2005 and 2006) of the selected
companies. The Return on Equity (ROE) and stock prices of the selected companies was obtained from
The Star online (www.thestar.com my), research reports and annual reports.

Statistical analysis

This research employs the SPSS statistical software for analyzing the data. A descriptive analysis was
employed in determining the extent of corporate governance practices disclosure among the selected

41



Journal of Business Systems, Governance and Ethics Vol 3, No 1

companies, based on the scores of each corporate governance attribute as well as the total score of the
attributes.

In examining the link between corporate governance and firm’s performance, correlation analysis was
applied.
Table 2: Variables Used For Hypotheses Explanation

Variables Notation Definition

Total CG Score TCGS Conversion of total of each category’s score into
(Independent) total raw score

Total weighted CG  TWCGS Conversion total of each category’s score into total
score weighted score

Return on equity ROE The return of equity of the selected companies as
(Dependent) at 31 December, 2006.

Stock Prices SP Stock price (2 January to 31 December changes

i.e. within one year period of holding)
Where TCGS is total raw score corporate governance score.

Data Analysis and Results

Descriptive analysis

A descriptive analysis was done to describe the level of corporate governance practice of the selected
sample. The analysis of total corporate governance scores (raw and weighted) and specific corporate
governance attributes are discussed in the ensuing parts.

Overall Disclosure of Corporate Governance Practice
The disclosure level of corporate governance practice is summarized in Table 3.

Table 3: Disclosure Level of Corporate Governance Practice

Measures Min Max Mean Median
Value (Raw CG Score) 101/375 225/375 172.09 172.50
Percentage (Weighted score) 40.25% 66% 51.15% 52.07%

Figure 2: Raw Corporate Governance Score

15 - —

Frequency
7

Mean =172.09
Std. Dev. =23.981
=10
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Figure 3: Weighted Corporate Governance Score
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Based on Figures 2 and 3 above, it can be concluded that there is not much difference in the level of
corporate governance disclosure among the selected companies. In fact, the majority of the companies
have about similar scores in terms level of disclosure, which falls within the band of 160 to 180 score
and the weighted score of 50 to 55%. This shows companies somehow have developed among
themselves an acceptable level of corporate governance disclosure. It was also noted that most
companies employed PricewaterhouseCoopers or Ernst & Young as their external auditors, which
explains the similar format or corporate governance reporting.

Analysis of specific corporate governance attributes

The followings are the results on the level of disclosure among the specific corporate governance
attributes:

Strategic Planning and Performance Management

This attribute examines the strategic formulation and implementation of the company’s vision, mission
and its goals. The measurement criteria of this attribute are specified in Table 4.

Table 4: Measurement Criteria for Strategic Planning and Performance Management Attribute

No. Measurement Criteria

State the company’s vision, mission and organizational goals
Explains on goal congruence

Identify core competencies

Conduct interim review of company’s vision and goals
Identifying company’s KPI

Distinguish each type of company’s business

SakrwN -~

Score

M n mum: 6/30

Max mum: 24/30

Mean: 13.26

Med an:13

Standard dev at on: 4.06
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Figure 4: Disclosure of Strategic Planning and Performance Management
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From the above result, it is noticed that many companies did not disclose much information about their
strategic planning and performance management. Most companies disclosed their mission and vision
only on the surface without much explanation on how to achieve them. Among the companies that made
quite an extensive disclosure on their strategic planning and performance management was AMMB
Holdings, Public Bank, Maxis and Astro. In terms of business KPIs, most companies tend to disclose
only financial ratios, share information and profitability measures. Target forecasts of these indicators
were not mentioned, probably the board does not want to be accountable for target goals that could not
be achieved.

Board, Committee and Management

The Board is collectively responsible for the success of the company by directing and supervising its
affairs. The board, committee and its management are the governance drivers that must steer the
company towards achieving its goals. Table 5 lists out the attribute that measures the effectiveness and
efficiency of the Board, Committee and Management.

Table 5: Disclosure of Board, Committee and Management

No. Measurement Criteria

1. Disclosure of historical development and significant events taking place within the
financial year

Disclosure on major decisions made by the Board, Committee and Management
Disclosure of appointments and re-appointments policies of the Board of Directors and
top management

Disclosure on Board size and other pertinent characteristics

Training policies

Disclosure of the Board and management jobs descriptions

Disclosure on the communication policies

Disclosure of significant issues that were raised during AGMs/EGMs

Notes on the various established committees

0. Evaluation of the Board Members

wnN

S©VoNo oA

Score

M n mum: 54/85

Max mum: 75/85

Mean: 64.07

Med an:64

Standard dev at on: 5.14
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Figure 5: Disclosure of Board, Committee and Management
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Based on the results, it can be noted that on average companies scored between 60-68 points on the
disclosure of this attribute. This may be due to the mandatory disclosure required by the Listing
Requirements of Bursa Malaysia in this aspect. Hence, there is high level of compliance. Those
companies that scored high in this area are also award winners on corporate governance compliance.
For example, amongst others, Maybank, IJM , Public Bank, Genting Berhad and Tanjong Plc.

Risk Management and Internal Control
Most codes of corporate governance emphasize the need for a sound system of internal control to be
maintained by a company in managing and controlling its principal risks. This attribute measures risk
management attitude of the company and steps taken to control and manage the risks. Table 6 explains
the measurement criteria for this attribute.

Table 6: Disclosure of Risk Management and Internal Control

Measurement Criteria

Disclosure of risk management framework
Identification of business risks

Disclosure on internal control system and procedures
Disclosure of contingency planning

How the Board inculcate the risk management culture
Audit compliance

Audit adequacy

Internal audit programme

o

NGO WN = Z

Score

M n mum: 12/40

Max mum: 37/40

Mean: 25.49

Med an:26

Standard dev at on: 5.11
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Figure 6: Disclosure of Risk Management and Internal Control
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There has been a slight improvement in terms of disclosure of risk management and internal control.
Previous studies showed that the level of disclosure in this area is low (less than 50% of the total score).
However, in recent years there has been improvement since investors would want companies to disclose
their business risks so that an informed decision could be made. This study shows that majority of the
selected companies scored more than 50% of the total score (40 points). Nevertheless, there is still a
lack of disclosure in areas such as types of contingency planning, internal auditor’s findings and review
of internal control systems.

Disclosure of Accountability and Transparency

This attribute is central to corporate governance issues and have been dealt extensively by the
Malaysian Code of Corporate Governance through three basic principles and at least by six best
practices items (MICG, 2004). This attribute looks into the disclosure of information that is pertinent to
investors’ decision making as well as stakeholders’ interests. The measurement criteria are further
reflected in Table 7.

Table 7: Disclosure of Accountability and Transparency

No. Measurement Criteria Score

1. Disclosure of external auditor's recommendation Minimum: 31/85

2. Calendar of activities Maximum: 60/85

3. Disclosure of notes on non-audit fees Mean: 41.99

4, Accounting policies Median:43

5. Disclosure of interim reviews Standard deviation: 7.26
6. Disclosure of industry norm

7. Financial forecasts

8. Disclosure of regulatory requirements

9. Appointment of professional advisor

10. Disclosure of key financial ratios
11.  Segmental reporting

12. Directors’ remunerations

13. Disclosure of risk assessment

Score

M n mum: 31/85

Max mum: 60/85

Mean: 41.99

Med an:43

Standard dev at on: 7.26
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Figure 7: Disclosure of Accountability and Transparency
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Based on the results, it was noted that most companies on average surpassed the minimum requirements
of disclosing this attribute. Majority of the companies tend to disclose the information as per regulatory
requirement such as accounting policies adopted and key financial ratios, segmental report and
director’s remuneration. It was noted that most companies disclosed the salary band of directors rather
than which director was paid what amount. In the case where non-audit fees were incurred, there was
not much explanation on it except for “paid for consultancy service”. There was also lack of disclosure
of industry norms and financial forecasts. It could be that management would not want to be tied to the
forecast, as there will be a lot of explanation when the forecasts are not met. Overall, there is still room
of improvement in this area and it will be more effective if companies are more transparent and
accountable in their business dealings.

Disclosure of Ownership Structure and Concentration

The code specifies explicit requirements under this heading, 5 out of the 13 basic principles and 13 of
the 33 Best Practices proposed by the Code deal on the issues of board balance and balanced ownership
(MICG, 2004).

This attribute measures the level of disclosure of directors’ and management shareholdings and minority
shareholder’s participation. The measurement criteria are as in Table 8.

Table 8: Disclosure of Ownership Structure and Concentration

0. Measurement Criteria
Disclosure of information on major shareholders
Disclosure of shareholdings of the directors and management
Disclosure of minority shareholders’ rights and participation
Disclosure of information on nominees shareholdings
Disclosure of share classifications

o= Z

Score

M nmum: 17/35

Max mum: 33/35

Mean: 21.46

Med an:21

Standard dev at on: 3.58
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Figure 8: Disclosure of Ownership Structure and Concentration
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The analysis showed that there is a high level of disclosure in this area. The reason could be that
companies are required to disclose their largest 30 shareholders and their proportion of shareholdings.
Hence, the high level of compliance of corporate governance practices. Not many companies disclosed
information on nominee shareholdings as well as minority shareholders’ rights and participation.

Disclosure of Information to Shareholders and Investors Relations Functions

This attribute measures the disclosure of information of shareholders’ approval of company’s activities,
communication platform between board and investors as well as the accessibility to company’s
information. The measurement criteria are listed in Table 9.

Table 9: Disclosure of Information to Shareholders and Investor Relations Functions

No. Measurement Criteria

Disclosure of shareholders’ approval for major activities, plans and
Communication platform between the companies and their
Disclosure of shareholders’ proxies

Accessibility to companies information

o M DN =

Disclosure of dividend policies

Score

Minimum: 18/40

Maximum: 36/40
Mean: 25.00
Median:21

Standard deviation: 3.58
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Figure 9: Disclosure of Information to Shareholders and Investor Relations Functions
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Based on the figures above, there is a considerable level of disclosures made on shareholder’s
information and investor relations. Most of the companies scored more than 50% of the assigned total
score (40). The reason could be many companies recognized the importance of information need to flow
freely and in timely manner so that investors’ could make an informed investment decision.
Furthermore, most companies realized that to attract foreign institutional investors’ participation, high
disclosure of information in this area is crucial. Most of the companies have a corporate websites and
quite a number of them have a dedicated section on investor relations. Information on company’s
performance and how to contact them are disclosed in that section. Nevertheless, there seems to be a
lack of information on minority shareholders rights and participation in the annual report. This area
could be further improved so that a proper check and balance could be placed in the company.

Business Ethics and Board Responsibility

Ideally, a well governed company should have a code of business ethics and conduct which is intended
to inform all of its employees of their legal and ethical obligations to the shareholders and stakeholders
as well as to promote honest and ethical conduct among the board and employees of the organization.
This attributes examines the disclosure of ethical nature of the management and employees as well as
the quality related activities of the company. The measurement criteria are listed in Table 10.

Table 10: Disclosure of Business Ethics and Board Responsibility

Measurement Criteria

Disclosure of company code of conduct and business ethics

Disclosure of complaints procedures

Disclosure of the fiduciary duties of the BOD, management and employees
Disclosure of any reprimand issued to the company

Plans for employees’ suggestions

Disclosure of disciplinary matters

Value added statement

Quality related policies

o

NGO R~WN=Z

Score

M n mum: 8/30

Max mum: 19/30

Mean: 11.45

Med an:11

Standard dev at on: 2.57

49



Journal of Business Systems, Governance and Ethics Vol 3, No 1

Figure 10: Disclosure of Business Ethics and Board Responsibility
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Based on the above, it can be concluded that there is a low level of disclosure in this area. Most
companies only reported the existence of the code of business ethics in their organization but did not
provide much information on how the code is practiced and upheld. As far as disclosure of quality
information, many companies, especially Maybank, 1JM, Genting, Tanjong Plc and Public Bank, just
disclosed the quality awards that they have received from various notable organizations.

Intellectual capital

Human capital plays an important role in corporate governance practice (Castanias and Helfat, 2001)
and the board must recognize that this capital needs to be protected and upgraded just as tangible assets
are. Therefore, it is appropriate to examine the disclosure level of this attribute in order to determine
how the companies govern this intangible asset. The measurement criteria for this attribute are specified
in Table 11.

Table 11: Disclosure of Intellectual Capital Management

No. Measurement Criteria

Disclosure of company’s training policies
Disclosure of knowledge management system
Disclosure of staff welfare

Disclosure of medical benefits and scholarship
Promotion policies

Disclosure of health and safety measure

Efforts in enhancing intellectual capital efficiency

Nogakrwh =

Score

M n mum: 7/30

Max mum: 15/30

Mean: 9.23

Med an:9

Standard dev at on: 1.43
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Figure 11: Disclosure of Intellectual Capital Management
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From the above, it can be concluded that most companies did not place importance in disclosing
management of human capital. This is evident in the low score in this area. A majority of the companies
reported their training policies to enhance employees’ capabilities and skills as well as health and safety
measures. Knowledge management system was not evident in the reporting as well as efforts in
enhancing intellectual capital efficiency.

Summary of Analysis

In brief, the analysis has revealed that most companies tend to disclose information that is required by
the Code or the Listing Requirements of Bursa Malaysia. This could be seen in the high scores obtained
in the area of mandatory disclosure. This is evident where the attributes such as disclosure of board,
committee and management, risk management and internal control, accountability and transparency,
ownership structure and concentration and information to shareholders have 50% or higher in the raw
score. Thus it can be said that most companies are not willing to disclose more than what is legally
necessary.

Corporate governance and financial performance

In order to answer the question, “Is there a relationship between corporate governance practice and
firm’s performance”, statistical test in the form of Pearson’s correlation analysis was performed.

A correlation analysis was performed to determine the relationship between the total raw score of
corporate governance practices and firm’s performance (return on equity), and stock prices
performance. The result is presented in Tables 12 and 13 respectively.

Table 12: Correlation analysis between Total Raw Score and Stock Prices Performance

RAWSCORE | SP
RAWSCORE Pearson Correlation 1 -.151
Sig. (2-tailed) 133
N 100 100
SP Pearson Correlation | -.151 1
Sig. (2-tailed) 133
N 100 100

The result shows that there is minimal or nearly inexistence negative relationship between corporate
governance practices and firm’s performance (stock prices). The relationship is also insignificant (p-
value: .133 >.05). This could be due to the fact that market is always efficient; hence all information has
been fully absorbed by the stock prices. Thus, high level of corporate governance practices has little
impact on share prices.
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This finding is in concurrence with Bernard and Thomas (1990) that stated investors do not fully exploit
the information in current earnings to infer future earnings changes. Thomson and Chu (2002) supports
the findings that a negative correlation between firm’s performance and corporate governance implies
that badly governed companies report less conservative earnings. Furthermore, there are a lot of other
factors such as economic, political and market that influence stock performance.

Realising that stock price performance is a weak financial performance indicator, this study employs
return on equity as the dependent variable to test the relationship with corporate governance practices.
The result is shown below:

Table 13: Correlation between Total CG Score and Return on Equity

RAWSCOR | ROE

RAWSCOR Pearson_ 1 162

Correlation

Sig. (2-tailed) .108

N 100 100
ROE Pearson' 162 y

Correlation

Sig. (2-tailed) .108

N 100 100

The result shows that there is a positive relationship between corporate governance practices and firm’s
performance (return on equity). The relationship has low significance (p value.162 >.05). This shows
that high level of corporate governance practices has little impact on firm’s performance (return on

equity).
A correlation analysis was also performed on the total weighted corporate governance score (TWCGS)
and ROE in Table 14.

Table 14: Correlations between TWCGS and Return on Equity

ROE TWCGS

ROE Pearson .

Correlation 1 219()

Sig. (2-tailed) .029

N 100 100
TWCGS Pearson .

Correlation 219() 1

Sig. (2-tailed) .029

N 100 100

* Correlation is significant at the 0.05 level (2-tailed).

The result shows that there is a positive and significant relationship (p value-0.029 < 0.05) between
return on equity and total weighted corporate governance score (TWCGS). The reason could be that
high weighting on the disclosure on the following attributes has given a positive impact on the financial
performance (ROE).
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Table 15 : Impact on the following attributes on the analysis

Attributes Weighting
Board, Committee & Management 15
Risk Management & Internal Control 15
Ownership Structure & Concentration 15
Accountability & Transparency 20
Shareholders & Investor Relations 15

The above results for total raw score and weighted score are consistent with Deutsche Bank's research
which also showed that there was a positive relationship between the historic governance assessment of
the companies and their profitability (ROE) (Deutche Bank, 2005).

Conclusions

This study aimed to investigate the relationship between corporate governance practices (as indicated by
corporate governance disclosures) and company’s financial performance. Certain corporate structures
and practices were examined to determine if they have any effect on company’s performance. The
corporate governance practices were assessed based on the level of disclosure made in the companies’
annual reports. For financial performance, stock price performance and return on equity (ROE) were
used as the proxies. The results show a similar pattern emerging in terms of corporate governance
disclosure. This could be that majority of the companies have developed an acceptable level of corporate
governance disclosure. It also indicates that perhaps most companies have a common format in terms of
reporting their corporate governance practices.

The correlation between corporate governance practice and firm’s performance as measured by stock
prices showed that there is an insignificant negative correlation between the two variables. However, the
correlation between corporate governance practice and firm’s performance as measured by return on
equity showed that there is significant positive correlation between the two variables.

There are two major limitations in this study. The application of the corporate governance index and the
assessment of corporate governance ratings are very subjective and open to individual bias.
Furthermore, the corporate governance ratings are based on the relevant information in the annual
reports, hence the assessment of the corporate governance practices based on what is disclosed. The
usage of performance indicators such as financial indicators or return on equity may not be appropriate.
Moreover, the study covers only a period of one year on a relatively small sample (100 companies).
This may lead to different results if the sample increases or the study period is extended. Furthermore,
the sample is selected from big cap companies which are the index components, thus they are expected
to practice higher governance standards. In addition, these companies could afford to obtain best advice
and services from investment professionals and accountants during the corporate reporting period.

Based on the limitations outlined above, this research could be further enhanced by looking into
diversifying the sample selection by including small and medium cap companies. In addition to
reviewing the disclosure made in the annual report, future research should include interviews with the
top management, board members, relevant regulators and investors to get a more holistic view.
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