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Abstract
This study investigates the relationship between two governance issues, i.e., ownership and board structure of
Malaysian listed firms (between 2010 and 2012) and their performance in terms of profitability, liquidity and
gearing. Structural Equation Modeling is applied and the data analysis tool used is Maximum Likelihood
Estimation (MLE). The dependent variables used as proxies for financial performance are; profitability, liquidity
and gearing, whilst the independent variables are; ownership retention (OR), board size (BS), percentage of
executive directors (ED), percentage of independent directors (ID) and percentage of non-independent
non-executive directors (NINED). It is conjectured that there is consistency across all components of ownership
and board structure in terms of its relationship with the gearing of companies. With the exception of
non-independent non-executive directors, all other components of board structure in this study seem to have an
impact on the gearing of companies. In that respect, it can be concluded that a company’s ownership structure
and board of directors who represent the shareholders have major concerns on the gearing of companies
compared to other financial indicators, as the level of gearing of a company has important and long-lasting
effects on the profitability and liquidity of companies. This study leads the path for further research on all
aspects of a company’s gearing.
Keywords: ownership structure, board structure, performance, gearing
1. Introduction
The corporate governance study covers a wide variety of governance topics, which includes board structure,
governance of capital markets, directors’ remuneration and perks, agency cost, etc. As part of the regulatory
reforms post Asian Financial Crisis, Securities Commission Malaysia (capital market regulatory body) initiated
certain reforms which include regulations pertaining to Bursa Malaysia listing. Malaysian Code of Corporate
Governance (MCCG) was incorporated into the listing requirements, with the intention of having a more
structured and impactful listing requirement, for the benefit of all stakeholders. In addition, Malaysian Watchdog
Group (MSWG) was also set-up to further enhance supervision on institutional investors, simultaneously
protecting the minorities. The Malaysian Code of Corporate Governance (MCCG) was updated in 2007 and
2012 as part of the regulatory body’s efforts in conveying the importance of corporate governance for listed
companies and to increase transparency and investor confidence.
The definition of corporate governance differs, depending on one’s interpretation. From a broad perspective,
Zingales (1998) views governance structure as “the complex set of constraints that shape the ex-post bargaining
over the quasi-rents developed by the firm”. Shleifer & Vishny (1997) characterizes corporate governance as the
“ways in which suppliers of investment to companies guarantee themselves of getting a return on their
investment”, whilst Gillan & Starks (1998) characterizes corporate governance as “the system of rules,
regulations and features that regulate procedures”.
Emphasis on governance has received considerable attention globally and it is utmost important for researchers
to investigate the presence and impact of governance on companies performances. In that context, this study
intends to explore the relationship between two governance issues, i.e., ownership and board structure of
Malaysian listed firms (between 2010 and 2012) and their performance in terms of profitability, liquidity and
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gearing. The following section gives an overview of the two major areas of this study, i.e., function of ownership
retention and board structure on the performance of a company.
2. Literature Review
Literature documents that “internal governance” can be analysed from four main scopes, i.e., issues related to
board of directors, ownership, managerial compensation and benefits and rights attached to shareholders. In this
study, we envision to take a step further into analyzing the implication of ownership and board structure on a
company’s performance in terms of profitability, liquidity and gearing and not just on the return on equity (ROE),
return on asset (ROA) or Tobin’s Q as undertaken by most of the existing literature. The rational being; liquidity
is widely accepted as the life-wire of a company (alongside profitability) and the financing structure
(combination of debt and equity financing) plays a pivotal role in this aspect.
2.1 Ownership Structure
In all business ventures, be it private or state-owned companies, the structure of the ownership play an
undeniably important role in the performance of these companies as they are the main decision makers and
business model setters. Shleifer & Vishny (1986) claim that companies with high proportion of institutional
investors have a tendency to perform better, as they have the aptitude and financial interest to monitor the
performance of corporate managers more intensively. This mitigates adverse effects arising from agency cost and
thus improves the financial performance of companies. McConnell and Servaes (1990) recognized a curvilinear
association between insider ownership and company performance. Similarly, Hill & Snell (1989) concurred to
the fact that ownership structures of companies have an impact on company performance. Their study was based
on 122 Fortune500 firms.
Baek et al. (2004) utilized Korean data to determine firm values. They find that companies that have substantial
foreign shareholdings perform better during times of crisis compared to Chaebol companies. These Chaebol
companies are well known to have a high concentration of owner-managers, thus increasing the possibilities of
agency conflicts and acts of expropriation at the expense of minority shareholders, ultimately affecting the
performance of the businesses. However, Leung and Horwitz’s (2010) study on the association between
ownership structure and firm performance of Hong Kong companies (post-Asian Financial Crisis: 1997-1998)
documents that Hong Kong companies practice rigorous administration and the equity ownership are held
predominantly by non-executive directors. This creates a more effective orientation and alignment between
insiders and outside shareholders, simultaneously enhancing company performance. It also mitigates undesirable
expropriation by insiders.
Martikainen et al. (2009) investigates on family-owned enterprises and finds that S&P500 firms that are
controlled by families are more ingenious in their administration and subsequently perform better than their
counterparts. In contrary, Norwegian companies document a negative relationship between family ownership and
firm performance, especially in situations where the main decision-makers are family members (Barth et al.,
2005). This is supported by the findings of Koke & Renneboog (2005), whereby they concur that the presence of
substantial external shareholders positively influences firm performance amongst UK companies.
Recent studies have incorporated financial structure and law into the governance structure of firms. Anderson &
Gupta (2009) documents that firms are in a better financial position when its governance structure considers the
expectations of a country’s financial architecture and legal demands. Based on Australian companies, Tian &
Twite (2011) find that internal governance mechanism, i.e., efficient boards and larger CEO remuneration (in
terms of stock options) to be more effective mechanisms for improving firm performance compared to
ownership structure. In the Malaysian front, Wahab et al. (2007) studies on governance and company
performance between 1999 and 2003. The empirical findings of the study conjectures that institutional
ownership have a positive impact on governance compliance (which subsequently affects performance), whilst
politically connected firms slack in their compliance to governance. Nevertheless, the adverse effects of political
connection on corporate governance are mitigated by institutional ownership. In conclusion, ownership structure
plays a pivotal role on the performance of companies world-wide, thus warranting a more rigorous study on this
issue. The following section will discuss on the existing literature pertaining to board structure and its impact on
firm performance.
2.2 Board Structure
This section discusses the impact of board structure on firms’ profitability, liquidity and gearing. In this context,
numerous studies find a negative association between firm performance and board size, whilst non-executive
directors positively affect firm valuation. Literature suggests that companies with small board size perform better
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as they are able to monitor effectively the performance of board members and existence of a better relationship
amongst board members. It is also documented that board size and the composition of the board members have a
positive impact on governance efficiency (Lin et al., 2003). Furthermore, Jensen (1993) and Lipton and Lorsch
(1992) contends that bigger board sizes have high probability of unaligned directors and this negatively affects
efficient decision making and control, which ultimately affects performance. Large boards are normally led by
domineering Chief Executive Officer (CEO) who suppress plans, constructive discussions and productive
decision-making (Jensen, 1993). Similarly, Yermack (1996) and Conyon and Peck (1998) have documented
evidence that companies with smaller boards have higher performance measurements. Boo & Sharma (2008),
Bushman et al. (2004) and Vafeas, (2000) have quoted “potential free riding, failure in proper communication
and inefficient decision-making” as the cause for the inverse association between board size and performance.
Studies on the impact of board size on firm performance is also undertaken by Eisenberg et al. (1998) and they
suggests that larger boards are associated with lower performance because of the dispersion in administrative
duties and poor accountability of individual directors compared to smaller boards where the board members are
more accountable to the tasks assigned. Furthermore, smaller boards have lesser bureaucratic difficulties and
thus are more decisive and industrious. Similarly, Mak and Kusnadi (2005) examine the influence of board size
of Singaporean and Malaysian companies on firm performance and discovers an inverse relationship. However,
Coles et al. (2008) disputes these contentions and finds that convoluted firms have bigger boards with more
independent directors and have a positive impact on performance. Similarly, Chiang, (2005) discover a positive
relationship between board size and firm performance. Interestingly, Kiel & Nicholson (2003) ascertains an
“inverted U” relationship between board size and firm performance, whereby any increase of board members
will have an advantage only to a certain level, after which the benefits decline.
Literature on board structure has also been looked into from the perspectives of “board self-reliance”. Board
self-reliance is said to supposedly provide protection against the manipulative behavior of controlling
shareholders and directors. “Independence” has been used by corporate governance codes as having “no
relationships or circumstances which could affect the director’s decision” (Mallin, 2007, p. 102). Therefore,
independent directors play a pivotal role in effective monitoring (Fama & Jensen, 1983; Johnson, Dally, &
Ellstrand, 1996). Studies undertaken in China reveal those external directors (in other words, independent
directors) have a positive impact on firm performance, implying a dynamic role executed by these directors
(Peng, 2004). Chen, Firth, Gao, & Rui, (2006) also documents that external/independent directors act as effective
monitors, mainly to mitigate expropriation and corporate deceptions. Independent directors are found to be more
assertive in dealing with board decisions and thus create a check and balance to the undertakings of
internal/executive directors (Johnson et al., 1996; Mallin, 2007). These independent directors are also in a
position to share their expertise and experiences external to the firm and thus contribute positively towards firm
performance (Hillman & Dalziel, 2003).
Similarly, Boo and Sharma (2008) proposed that independent directors monitor the company performance more
effectively due to the financial interest in the company. Bedard & Johnstone (2004) also conjecture that the
presence of independent board members increases the vigilance of board scrutiny. Independent directors also
closely observe and challenge management decisions and policies (Abbott et al., 2004; Klein, 2002). Bhagat &
Bolton (2008) researched on the associations among governance, performance, and capital and ownership
structure. Their results suggest that ownership of board members improves corporate governance, but an adverse
effect is documented between board independence and performance. Based on Malaysian listed companies, Leng
(2004) analyzed the impact of non-executive directors, ownership, CEO role and firm characteristics on firm
performance. It is discovered that firm size, gearing and institutional shareholding significantly affect firm
performance.
In conclusion, the importance of ownership and board structure cannot be disputed, but the impact of it on the
performance of a company varies between countries and that gives a justification for more research to be carried
out in this area. While ownership, board structure and performance have been examined previously, our research
is one of the few studies that explicitly investigate the relationship between ownership and board structure on
three different areas of performance, i.e., profitability, liquidity and gearing. We thus believe that it will
contribute to the extant literature on the relevance of ownership and board structure of an emerging country on
the three key determinants of performance, and not just profitability per se.
Drawing substantially from the above literature, we are principally involved in analyzing two key issues, i.e., the
impact of ownership and board structure on the profitability, liquidity and gearing of Bursa Malaysia companies
for the period 2010-2012.
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3. Methodology
This research uses eight hundred and sixty four publicly listed companies in Malaysia for each period of study:
2010 to 2012. This study period is selected to minimize the effects of the Global Financial Crisis (2007-2010)
and to take into account the effects of Malaysian Corporate Governance Act 2007. To ensure reliability in the
database, companies with missing information are omitted. The variables used in this study are as shown in
Table 1.
Table 1. Board structure, profitability, liquidity and gearing indicators
Ownership/Board Structure

Profitability indicators

Liquidity indicators

Gearing indicators

Ownership Structure

Return of Equity (ROE)

Current Ratio

Leverage ratio

Board Size

Return on Assets (ROA)

Cash-flow to debt ratio

Executive Directors

Debt to equity
Long-term debt to equity

Independent Directors
Non-independent
non-executive directors

Structural Equation Modeling is applied as the data analysis tool by using Maximum Likelihood Estimation
(MLE). SEM is adopted as it is very flexible when dealt with single or multiple linear regressions and has a
systematic regression equation. Path diagrams and the calculation of direct, indirect and total effects can be more
visible through the application of SEM (Edwards & Bagozzi, 2000). As the model (Figure 1) is structured in
terms of path diagram, Structural Equation Models is applied to represent the relationship between the latent
variables of interest, and their manifest or observable indicators. The dependent variables used as proxies for
financial performance are; profitability, liquidity and gearing, whilst the independent variables are; ownership
retention (OR), board size (BS), percentage of executive directors (ED), the percentage of independent directors
(ID) and percentage of non-independent non-executive directors (NINED).
Ownership structure refers to the fraction of shares held by the original owners or corporate insiders. Board size
is measured by the number of directors on the board. As for the executive directors, it is measured as a
percentage of total directors. Similarly, the independent directors and the non-independent non-executive
directors are taken as a percentage to total directors respectively. The measure of profitability is return on equity
and return on assets whilst the liquidity positions of the companies are represented by current ratio and cash flow
to debt ratio. The gearing of the company is based on the leverage ratio, long-term debt to capital and the debt to
equity ratio. All these data/measurements are taken directly from Datastream.
The regression equation is as shown below;
Profitabilityit = β0 + β1ORit + β2BSit+ β3EDit + β5IDit + NINEDit + εit

(1)

Liquidityit = β0 + β1ORit + β2BSit+ β3EDit + β5IDit + NINEDit + εit

(2)

Gearingit = β0 + β1ORit + β2BSit+ β3EDit + β5IDit + NINEDit + εit

(3)

Where;
ORit = Ownership structure of company i at year t;
BSit = Board Size of company i at year t;
EDit = Executive Directors of company i at year t;
IDit = Independent Directors of company i at year t;
NINEDit = Non-independent non-executive Directors of company i at year t.
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Ownership

Board Size

% of Executive

% of Independent

% of non-independent

Structure (OR)

(BS)

Directors (ED)

Directors (ID)

non-executive directors
(NINED)

Profitability

Gearing

Liquidity

 Leverage ratio



 ROA

 Long-term debt to
capital

 ROE

 Debt to equity

Figure 1. The conceptual framework of board structure and their impact on firms’ financial performance
4. Data Analysis and Discussion
Table 2. Regression results on the relationship between ownership structure and the profitability, liquidity and
gearing ratio of Bursa Malaysia companies from 2010-2012
ROA

ROE

CR

CFD

LR

DE

LTDC

Ownership

0.089

0.665***

0.164**

-0.042

-0.954**

-0.964**

-0.951**

Structure

(0.223)

(0.000)

(0.025)

(0.573)

(0.000)

(0.000)

(0.000)

***significant at 1% level; figures in parenthesis are the p-value;
Profitability: ROA-Return on Equity; ROA-Return on Assets;
Liquidity: CR-Current Ratio; CFD-Cash flow to Debt;
Gearing: LR-Leverage Ratio; DE-Debt to Equity; LTDC-Long-term Debt to Capital.
In general, the empirical results indicate that the ownership structure of a company has a positive significant
impact (p-value = 0.000) on the profitability, whilst a negative significant impact is noted for liquidity and
gearing (p-value 0.025 for current ratio) and a p-value of 0.000 for all proxies of gearing. The results show that
ownership structure is able to exert significant influence over firm performance, from all perspectives. High
retention of ownership by the founder members or corporate ownership seems to increase the profitability of a
company in general. This could mainly be due to the vested financial interest of the founders. High corporate
ownership also seems to have a positive impact on Malaysian companies and it may be due to several factors
such as insider information, political connection etc.
Nevertheless, high ownership retention and corporate ownership indicates lower liquidity. As for gearing, the
results indicate that an increase in ownership by the founders or corporate retention reduces the gearing of a
company. Generally, this is considered good for a company because gearing is highly associated with risk and it
can be conjectured that companies with high founder and corporate retention are more risk averse, more so after
the Asian and global financial crisis.
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4.1 Board Size and Financial Performance
Table 3. Regression results on the relationship between board size and the profitability, liquidity and gearing
ratio of Bursa Malaysia companies from 2010-2012
Board Size

ROA

ROE

CR

CFD

LR

DE

LTDC

-0.019

-0.075

-0.057

-0.092

-0.045**

-0.049**

-0.012**

(0.800)

(0.169)

(0.438)

(0.217)

(0.032)

(0.023)

(0.518)

**significant at 5% level; figures in parenthesis are the p-value;
Profitability: ROA-Return on Equity; ROA-Return on Assets;
Liquidity: CR-Current Ratio; CFD-Cash flow to Debt;
Gearing: LR-Leverage Ratio; DE-Debt to Equity; LTDC-Long-term Debt to Capital.
Board size refers to the total number of directors in a company. The empirical results above show no significance
on the relationship among board size and companies’ profitability and liquidity. Nevertheless, a significantly
negative relationship at 5% level is documented between board size and the gearing of companies. It shows a
coefficient of -0.045, -0.049 and -0.012 respectively for the leverage, and debt to equity and long-term debt to
capital ratio. The capital structure of a company plays a pivotal role in the overall financial performance of any
company as it has an impact on the profitability and liquidity. Large boards with wider spectrum of expertise
have more room to effectively monitor the gearing to ensure an optimal debt-equity structure due to its nature of
importance on other financial performance.
4.2 Executive Directors and Financial Performance
Table 4. Regression results on the relationship between executive and the profitability, liquidity and gearing ratio
of Bursa Malaysia companies from 2010-2012
Executive Directors

ROA

ROE

CR

CFD

LR

DE

LTDC

0.162**

0.115**

0.102

-0.114

-0.120***

-0.122***

-0.097***

(0.026)

(0.034)

(0.162)

(0.126)

(0.000)

(0.000)

(0.000)

**significant at 5% level ***;
Significant at 1% level; figures in parenthesis are the p-value;
Profitability: ROA-Return on Equity; ROA-Return on Assets;
Liquidity: CR-Current Ratio; CFD-Cashflow to Debt;
Gearing: LR-Leverage Ratio; DE-Debt to Equity; LTDC-Long-term Debt to Capital.
Executive directors are directors who are actively involved in the running of the business. Executive directors
can be classified into independent executive directors and non-independent executive directors. The findings
above show the impact of executive directors (both independent executive directors and non-independent
executive directors) on the profitability, liquidity and gearing of companies. The results indicate a significantly
positive relationship between the percentage of executive directors’ representation in a board and the profitability
of companies, whilst a significantly negative relationship is denoted for the gearing of companies. No significant
relationship is denoted for liquidity. The coefficient for the relationship between executive directors and the
return on assets and return on equity are 0.162 and 0.115 respectively. As for the gearing, the coefficients are
-0.120, -0.122 and -0.097 respectively, for the leverage, debt to equity and long-term debt to capital ratio.
Boards with a higher percentage of executive directors are expected to provide more helpful advice and
know-how in evaluating new strategies. Based on the empirical findings, this study conjectures that executive
directors play a critical role in ensuring the profitability for companies and thus, maximize shareholders’ value.
Therefore, it is vital that shareholders are selective in identifying the most appropriate and talented executive
directors of a company as these executive directors act as a link between the shareholders and the operational
managers. Furthermore, the positive association could also be due to the financial interest the executive directors
have in a company.
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4.3 Independent Directors and Financial Performance
Table 5. Regression results on the relationship between independent directors and the profitability, liquidity and
gearing ratio of Bursa Malaysia companies from 2010-2012
Independent Directors

ROA

ROE

CR

CFD

LR

DE

LTDC

0.038

-0.045

-0.061

-0.066

-0.121***

-0.122***

-0.115***

(0.605)

(0.404)

(0.398)

(0.372)

(0.000)

(0.000)

(0.000)

***significant at 1% level; figures in parenthesis are the p-value;
Profitability: ROA-Return on Equity; ROA-Return on Assets;
Liquidity: CR-Current Ratio; CFD- Cashflow to Debt;
Gearing: LR-Leverage Ratio; DE-Debt to Equity; LTDC-Long-term Debt to Capital.
An independent director normally acts as an advisor for companies since he or she has many years of experience.
Their role predominantly includes improving corporate credibility and governance standards, function as
watchdog and play a vital role in risk management. They normally represent various committees to ensure good
governance. The findings of this study shows no relationship between the independent directors and profitability
and liquidity positions of companies but a significantly negative relationship exist between independent directors
and gearing of companies. The coefficients are -0.121, -0.122 and -0.115 respectively for the leverage, debt to
equity and long-term debt to capital ratio. Companies with a high percentage of independent directors seem to
have low gearing. As stated above, the independent directors are experienced individuals engaged by the main
shareholders of companies to act as watchdog. In that context, independent directors play a critical role in
ensuring the gearing of companies as it has a tremendous impact on the survival of companies. As for the
insignificance on the profitability, it could be due to the independent directors not having access to adequate
information about the firm and, because of their prime work obligations, having restricted time to commit to
their directorship demands. Baliga et al. (1996) and Bhagat and Black (1999) also discovered no clues that the
occurrence of non-executive independent directors contributes to better functioning or market performance, and
some research even concludes that a larger percentage of independent controllers is negatively associated with
firm performance (Klein, 1998; Yermack, 1996). Nevertheless, it is important to enhance the number of
independent directors on corporate boarsds to advance board independence.
4.4 Non-Independent Non-Executive Directors and Financial Performance
Table 6. Regression results on the relationship between non-independent non-executive directors and the
profitability, liquidity and gearing ratio of Bursa Malaysia companies from 2010-2012
Non-independent non-executive directors

ROA

ROE

CR

CFD

LR

DE

LTDC

0.12

0.068

0.062

0.033

0.022

0.021

0.025

(0.869)

(0.211)

(0.399)

(0.66)

(0.292)

(0.322)

(0.19)

Figures in parenthesis are the p-value;
Profitability: ROA-Return on Equity; ROA-Return on Assets;
Liquidity: CR-Current Ratio; CFD-Cashflow to Debt;
Gearing: LR-Leverage Ratio; DE-Debt to Equity; LTDC-Long-term Debt to Capital.
Non-executive directors indicate that the directors are not involved in the running of the company whilst
non-independently refers to the relationship between the ownership of the company and the directors. Therefore,
non-independent non-executive directors are directors who have family relationship with the original owners of
the companies, but they are not involved in the running of the business. The above results indicate that there is
no relationship between the role of non-independent non-executive directors with the profitability, liquidity and
gearing of the company.
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5. Conclusion
This study tests a conceptual framework to establish the significance of ownership and board structure on
Malaysian companies’ financial performance from three main perspectives, i.e., the profitability, liquidity and
gearing. Ownership structure refers to the retention of ownership by the original founders of the business or a
high percentage of corporate ownership. Board size, executive directors, independent directors and
non-independent non-executive directors are identified as representing board structure. Results indicate that
ownership structure and board size have an impact on the profitability and gearing, whilst executive directors
and independent directors have an impact only on the gearing of a company. Non-independent non-executive
directors do not seem to have any relationship with the performance indicators of this study.
Thus, our study contributes to the literature by offering additional evidence on whether intensified ownership
and governance attributes (in terms of board structure) are supportive or detrimental to firm performance in
terms of profitability, liquidity and gearing. The main contribution of this study will be the fact that there is
consistency across all components of ownership and board structure in terms of its relationship with the gearing
of companies. With the exception of non-independent non-executive directors, all other components of board
structure in this study seem to have an impact on the gearing of a company. In that respect, it can be conjectured
that a company’s ownership structure and board of directors who represent the shareholders have major concerns
on the gearing of the company compared to other financial indicators. This could be due to the contagion effect
gearing may have on profitability and liquidity, which is pivotal for the survival of a company and also for the
purpose of meeting the main objectives of shareholder maximization. Therefore, we conjecture that ownership
and board structure is generally important for the well-being of a company. In summary, this study not only
support to the existing literature, but also adds new perspectives and findings that are not discovered in previous
research on the influence of ownership and board structure on the gearing of businesses in an emerging market.
We conclude that our outcome should be of significance to policymakers and regulators who are steadfast in
articulating and advancing effective and practical guidelines, with the contention of operational implementation
of corporate governance. This will certainly enhance investor confidence and spiral a boost to firm performance.
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