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ABSTRACT

On 2 January 2007, the Indonesia Stock Exchange (IDX) implements a new tick size of Rp1 in addition to the extant Rp5, Rp10, Rp25 and Rp50 tick sizes. This research investigates the impact of tick size reduction on stock price efficiency and execution cost. The microstructure effect of the new tick size should only impact small caps traded at Rp200 or lower, for those shares were previously traded at Rp5 tick. Using OLS and quantile regressions, we find the new tick policy significantly improves small caps price efficiency and partially reduces execution cost. The new tick size moderately reduces the mean of execution cost but does not reduce the median.

Keywords: tick size, small caps, price efficiency, execution cost, Indonesia

INTRODUCTION

The Indonesia Stock Exchange (IDX), previously known as the Jakarta Stock Exchange, is a continuous auction order driven market. IDX implements an automated trading system known as Jakarta Automated Trading System (JATS) on 22 May 1995 to increase trading volume and liquidity. JATS is an electronic order book operating continuously in two trading sessions. First session is between 9:30 to 12:00 on Monday to Thursday and between 9:30 to 11:30 on Friday. Second session is between 13:30 to 16:00 on Monday to Thursday, and between 14:00 to 16:00 on Friday. To further improve liquidity, on 2 January 2007, IDX implements a new Rp1 (one Rupiah) tick size in addition to the existing Rp5, Rp10, Rp25 and Rp50 ticks. The new tick size affects small caps traded at Rp200 or lower. These stocks were previously traded at Rp5 tick.


The IDX has two categories of trading boards: The Regular Board and the Negotiated Boards. Orders in Regular Board must be in round lots of 500 shares, and they are matched continuously rendering to price and time priority. If not executed, orders may be amended or withdrawn, but only limit orders may be entered. If traders wish to trade immediately they can enter aggressive limit orders. It is possible to enter orders, which are only valid for one trading session, and all orders expire at the end of each trading day. This means that there is no order in JATS each morning at the opening of trading. During the lunchtime break, the order book remains unchanged as orders may not be amended or withdrawn until the market reopens for the second trading session.

Tick size reductions provide “natural experiments” environment, which most studies investigate their impact on liquidity measured with bid-ask spreads and quoted depths. U.S. studies generally find conflicting results since tick size reductions tend to reduce bid-ask spreads (transaction costs), but at the same time also lower quoted depths (Goldstein & Kavajecz, 2000; Harris, 1994). Moreover, Wu, Krehbiel and Brorsen (2011) find that 1997 NYSE tick reduction from $1/8s to $1/16ths increases instead of decreases effective bid-ask spreads of high-price low-volume shares.

In contrast with NYSE but similar to IDX, the Tokyo Stock Exchange is organised as a pure order driven automatic limit order market. It is also one of the largest limit order markets to apply multi tick sizes. In their study, Ahn, Cai, Chan and Hamao (2007) show that bid-ask spreads reductions are greater for stocks with larger tick size reductions and higher trading activity. Furthermore, Ascioglu, Commerton-Forde and McInish (2010) contend that tick size should be established based on trading activity and price, rather than price alone.

Similar to the U.S., studies in emerging order-driven markets also find conflicting results associated with tick reductions. Both bid-ask spreads and market depths decline after tick reductions (Pavabutr & Prangwattananon, 2009). Market depths decrease because quote-matchers tend to take advantage of large open orders by placing slightly better orders in front of the queued orders. To protect themselves, informed traders will divide their orders to smaller quantities and change from limit orders to market orders (Ekaputra & Ahmad, 2007). Furthermore, if the tick size is too small, market participants will be frustrated because of increasing negotiation time (Purwoto & Tandelilin, 2004).

Different from most studies, this research focuses the impact of tick size reduction on price efficiency and execution cost. Price efficiency is an important trait since capital needs to be allocated efficiently among economic participants. To measure price efficiency Hasbrouck and Schwartz (1988) introduce Market Efficiency Coefficient (MEC). They explicate that when price efficiency is high, execution cost tends to be low. They also show that stock price positively (negatively) affect price efficiency (execution cost).

A study of Porter and Weaver (1997) in the Toronto Stock Exchange finds that tick size reduction does not significantly improve price efficiency, but significantly reduces execution cost. Moreover, the study also finds that transaction volume negatively (positively) impact price efficiency (execution cost), and return variance positively affect both price efficiency and execution cost. Meanwhile, stock price level does not impact price efficiency, but negatively impact execution cost.

This study contributes to the tick size reduction domain at least in three ways. Firstly, this study is conducted in an emerging order-driven market which is structurally different from developed markets. Even if compared to five other largest Asia-Pacific exchanges, IDX has different market microstructures as documented in Commerton-Forde and Rydge (2006). Secondly, most tick size reduction studies focus its impact on bid-ask spreads and depths as liquidity measures (Goldstein & Kavajecz, 2000; Harris, 1994; Pavabutr & Prangwattananon, 2009). This study, however, focuses on price efficiency and execution cost as introduced in Hasbrouck and Schwartz (1988). Finally, this study emphasises on small caps stocks. Small caps are rarely traded and are mostly not covered by analysts. These circumstances make small caps prices less informational efficient. Hence, we can expect mispricing to occur quite frequently. The situation will be worsened if the tick size relative to stock price is high. This will force market participants to trade using coarse prices. Henceforth, traders who wish to trade immediately are compelled to trade with relatively high execution cost.

In summary, this study aims to investigate the impact of new tick size on price efficiency and execution cost of small caps. The stocks affected by the new policy are mostly thinly traded small caps stocks. The new policy is considered successful, if the price efficiency is improved and the execution cost is lower. Lower execution cost implies higher stock liquidity, and according to Chordia, Roll and Subrahmanyam (2008), higher stock liquidity will induce higher market efficiency.

DATA AND METHODOLOGY

Data, Sample Selection and Observation Period

This study utilises transaction data, daily closing price, and daily transaction volume. The data is acquired directly from IDX. The transaction data is time stamped until the nearest second, and we only use transaction prices from the Regular Board marked as “RG”. To select stocks to be included in the sample we proceed as follows:


	We select stocks that are always traded below Rp200 from 1 November 2006 until 28 February 2007. Based on this criterion, we find 98 eligible stocks.

	We exclude stock experiencing any corporate action during the selection period. Following this criterion, we eliminate one stock undergoing reverse-split (share consolidation).

	We sort the remaining 97 stocks based on total trading value.

	We purposely take the top 60 stocks to avoid severe non-trading problems.


The observation period is different from the stock selection period. We divide the observation period into old tick and new tick regimes, with 30 trading days in each regime. To minimise end-of-year effect, we exclude five trading days prior and five trading days after the new tick is implemented. So, the old tick period starts on 9 November 2006 and ends on 20 December 2006; while the new tick period starts from 9 January 2007 until 19 February 2007.

During our research, unfortunately two more stocks must be excluded from the sample. One stock is excluded since it was never traded during the old tick regime. The other stock is excluded because the price never changes during the old tick regime. The constant price causes the variance of return to be zero, which subsequently makes the MEC non-calculable. Due to high probability of encountering more severe non-trading problems, we do not replace the two stocks. Henceforth, we end up with 58 stocks as our sample.

Price Efficiency and Execution Cost

To measure price efficiency we resort to Market Efficiency Coefficient (MEC) concept (Hasbrouck & Schwartz, 1988). MEC is derived from the fact that if we have a series of prices P0,P1,P2, …, PT, we can calculate the return for T period using the following equation:
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Since we use log returns, we can generalise long period return as the sum of shorter period returns within that period, as presented in the following equation:
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Where RL is long term return and RS,t is short period returns within the long term period.

According to Hasbrouck and Schwartz (1988), if the stock price is informational efficient and assuming stock returns are identically and independently distributed, then variance of long term return should be equal to the sum of variance of its respective shorter period return. Therefore, the following equation should hold:

[image: art]

Var (RL) is long term return variance, Var (RS) is short term return variance, and T is the number of short term return within one day.

In this research, long term return is measured daily, while short term return is measured every 30 minutes. So, in this study T equals to ten since one IDX trading day consists of ten 30-minute intervals. MEC is then measured as the ratio of long term return variance relative to its short term return counterpart:
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If stock price is efficient (information is fully reflected in stock price), then MEC should equal to one. If MEC is less than one, it shows market over-reaction or overshooting of price discovery. On the contrary, if MEC is more than one, it indicates market under-reaction or undershooting of price discovery.

Once we find MEC value, we calculate execution cost using Equation (5) if MEC is less than one, or Equation (6) if MEC is greater than one.
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Negative execution cost occurs when MEC is greater than one. In economic context negative execution cost means another party in the market is subsidising the transaction. The party can be uninformed traders submitting a stale limit price, or traders selling at inefficient prices due to urgent liquidity needs. Basically, their trades dampen price discovery.

Besides investigating the impact of new tick on price efficiency, we also study the impact of the policy on price inefficiency. Price inefficiency (PINE) is the absolute deviation of MEC from unity as defined in Equation (7).
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We do this because the use of MEC as a measure of price efficiency may still yield ambiguity. For example, before the new tick MEC is 0.9 and after the new tick it becomes 1.2. If we only look at MEC, we immediately confirm the new tick does improves stock price efficiency because it increases MEC. Examining closer, actually the new tick only changes price discovery from overshoot to undershoot with the same magnitude. Based on this line of argument, we also employ price inefficiency (PINE) to study the effectiveness of the new tick size. The new tick size is expected to reduce PINE.

Empirical Tests

In this study, we test the impact of new tick policy on market efficiency coefficient (MEC), price inefficiency (PINE), and execution cost (COST). The new policy is expected to increase MEC, reduce PINE and also reduce COST. Firstly, we will use ordinary least square (OLS) regression to perceive the impact of the new policy on the mean of MEC, PINE and COST. Secondly, as suggested by Koenker and Hallock (2001), to make the empirical results more complete and due to relatively small sample size, we also utilise quantile regression to learn the impact of the new policy on the median of MEC, PINE and COST.

Following Hasbrouck and Schwartz (1988) and Porter and Weaver (1997), we deduce that stock price level, stock return variance and transaction volume will impact price efficiency and execution cost. Thus, we need to control their influence in order to investigate the impact of tick size on price efficiency and execution cost. Similar to Porter and Weaver (1997), we use average stock price, variance of daily return, and transaction volume as control variables. The empirical models tested are presented in Equations (8), (9) and (10).
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MECi is Market Efficiency Coefficient of stock-i as described in Equation (4). PINEi is price inefficiency of stock-i as depicted in Equation (7). COSTi is the execution cost as explained in Equations (5) and (6). PRICEi is the average closing price of stock-i. VARIANCEi is daily return variance of stock-i. VOLUMEi is natural log of total transaction volume of stock-i. NEWTICKi is a dummy variable equals to 1 for the new tick period and 0 for the old tick period.

Although Equations (8)–(10) use the same independent variables, the expectations of the coefficients are different. For Models (8) and (9), the expectations are completely contradictory. We deduce that higher stock price reflects higher attention of analysts and market participants. If this is true, then stocks with higher prices should exhibit higher MEC since they are more informationally efficient. Thus, as in Hasbrouck and Schwartz (1988), we expect β1 to be positive in (8) while δ1 to be negative in (9). Subsequently, we construe that stock variance reflects information revelations. If more information is revealed, stock price should be more efficient (higher MEC, lower PINE), which leads us to expect β2 to be positive in (8) and δ2 to be negative in (9). Meanwhile, volume measures the arrival of utilitarian traders, which are assumed non-information driven traders. Higher uninformed trading will reduce price efficiency (lower MEC, higher PINE). Thus, we expect β3 to be negative in (8) and δ3 to be positive in (9). Finally, if indeed the new tick policy does improve price efficiency (higher MEC, lower PINE), β4 should be positive in (8) and δ4 should be negative in (9).

For Equation (10) we expect λ1 to be negative because if minimum tick size is regulated, higher stock price tends to lower relative (percentage) execution cost. We expect λ2 to be positive because higher stock volatility usually widens relative bid-ask spread and increases execution cost. We expect λ3 to be positive for the same reason as δ3 in Model (9). If more utilitarian traders enter the market, price inefficiency is expected to increase which will then increase execution cost. Finally, we expect λ4 to be negative since we hope the new tick policy will decrease stock execution cost.


RESULTS AND DISCUSSIONS

From the descriptive statistics presented in Table 1, we learn that the average execution cost (COST) during the old tick regime is almost 125 basis points (bps) with a median of around 96 bps. Both mean and median of execution cost fall after the implementation of the new tick to around 79 bps and 51 bps. In both periods, there are still stocks with negative execution costs. This means some traders, for whatever reasons, still subsidise other traders by trading with stale prices. These trades dampen price discovery process and yield MEC value greater than one.


Table 1Descriptive statistics
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Negatively correlated to execution cost, we find that mean and median of price efficiency (MEC) increase after the implementation of the new tick policy. During the old policy, MEC mean and median are about 0.57 and 0.54 respectively. After the new tick implementation, the mean and median increase to 0.65 and 0.62. In line with MEC, price inefficiency (PINE) mean and median drop after the implementation of the new policy. Mean of PINE drops from 0.45 to around 0.41, while the median plummets from 0.46 to 0.40.

After the new tick size, the average and median of stock prices (PRICE) tend to increase. PRICE mean increases from about 85.65 to 95.52, while PRICE median increases from around 79.35 to 88.50. Natural log of total transaction volume (VOLUME) mean and median also increase after the new policy. The mean increases from 16.52 to 16.77, while the median increases from 16.36 to 16.74. On the contrary, mean and median of daily stock return variance (VARIANCE) decrease after the implementation of the new tick size. The mean falls from 0.010 to 0.002 while the median drops from 0.002 to 0.001.

From the descriptive statistics, we see some improvements in small caps trading conditions after the implementation of the new policy. Price efficiency tends to increase while execution cost tends to decrease after the implementation of the new tick size. Furthermore, stock prices and transaction volume tend to increase while stock volatility seems to decrease.


Table 2OLS regression and quantile regression (median) results of MEC on PRICE, VARIANCE, VOLUME and NEWTICK dummy



	
	Expected sign

	OLS coefficient

	Quant. reg. coefficient




	Intercept
	None

	  1.3766***
	  1.4677***



	PRICE
	+

	–0.0001
	–0.0002



	VARIANCE
	+

	  3.1348***
	  3.2434***



	VOLUME
	–

	–0.0499***
	–0.0556***



	NEWTICK
	+

	  0.1141**
	  0.1515***



	Adjusted-R2
	
	  0.1594
	  0.1378



	F Statistic
	
	  6.4533***
	



*significant at 10% level; **significant at 5% level; ***significant at 1% level

To examine whether the new tick size significantly improves price efficiency, we run OLS and quantile regressions based on Model (8). OLS regression will check whether independent variables affect the mean of MEC as the dependent variable. Quantile regression will investigate whether independent variables affect the median of MEC. The complete result is presented in Table 2. As expected, the coefficients of NEWTICK dummy variable are significant in both regressions. This finding proves that the new tick size convincingly improves price efficiency. In line with Porter and Weaver (1997) but contradictory to Hasbrouck and Schwartz (1988), stock price does not seem to impact price efficiency. Other control variables, daily stock return variance and transaction volume, seem to affect price efficiency as expected.

As explained, the use of MEC as a measure of price efficiency could still yield uncertainty, since it might only reflect price discovery from overshoot to undershoot with the same magnitude. For this reason, we also use price inefficiency (PINE) to study the effectiveness of the new tick size. If the new policy is effective, it should significantly reduce PINE.


Table 3OLS regression and quantile regression (median) results of PINE on PRICE, VARIANCE, VOLUME, and NEWTICK dummy.



	
	Expected sign

	OLS coefficient

	Quant. reg. coefficient




	Intercept
	none

	–0.3832**
	–0.4406***



	PRICE
	–

	  0.0004
	  0.0005



	VARIANCE
	–

	–3.1320***
	–3.1109***



	VOLUME
	+

	  0.0503***
	  0.0522***



	NEWTICK
	–

	–0.0851**
	–0.1441***



	Adjusted-R2
	
	  0.2530
	  0.2084



	F Statistic
	
	  10.7390***
	



*significant at 10% level; **significant at 5% level; ***significant at 1% level

To confirm whether the new tick size decreases price inefficiency, we run OLS and quintile regressions based on Model (15). The complete result is presented in Table 3. As expected, the coefficients of NEWTICK dummy variable are negative in both regressions. The finding supports the hypothesis that new tick size significantly reduces price inefficiency corroborating the notion that the new policy improves stock price efficiency. In line with our expectations, daily stock return variance negatively affects the mean and median of price efficiency, while transaction volume positively affects the mean and median of price inefficiency. Not different from previous result, stock price does not seem to impact price inefficiency.

The last part of the study is to investigate whether the tick size reduction reduces stock execution cost. To do this we also run OLS and quantile regressions based on Equation (10). The complete result is presented in Table 4. The coefficients of VARIANCE are both positive as expected but insignificant. Thus, daily return variance does not seem to impact the mean or median of execution cost. As expected, transaction volume positively affects the mean and median of execution cost, while stock price negatively affects only the mean of execution cost.


Looking at the NEWTICK dummy variable, we find that the OLS coefficient is negative and significant at 10% level. Meanwhile, the quantile regression coefficient is also negative but not significant. The result shows that the new tick size moderately reduces the mean of stock execution cost, but does not reduce the median. We deduce the moderate execution cost reduction may be caused by persistently high short-term return variance even after the implementation of the new policy. The high intraday volatility may be due to bid-ask spreads that are wider than the minimum tick. Hence, the cost of executing trades immediately is still relatively high due to relatively high bid-ask bounce.


Table 4OLS regression and quantile regression (median) results of COST on PRICE, VARIANCE, VOLUME, and NEW TICK dummy.



	
	Expected sign

	OLS coefficient

	Quant. reg. coefficient




	Intercept
	none

	–0.0111*
	–0.0052



	PRICE
	–

	–0.0001***
	–4.77E-05



	VARIANCE
	+

	  0.1168
	  0.1871



	VOLUME
	+

	  0.0019***
	  0.0011***



	NEW TICK
	–

	–0.0031*
	–0.0029



	Adjusted-R2
	
	  0.2045
	  0.1378



	F Statistic
	
	  8.3899***
	



*significant at 10% level; **significant at 5% level; ***significant at 1% level

CONCLUDING REMARKS

After the implementation of the new Rp1 tick policy, in general we find some improvements in IDX small caps trading conditions. The descriptive statistics show that price efficiency tends to improve while execution cost tends to decrease under the new tick regime. Furthermore, stock prices and transaction volume tend to increase while daily stock return volatility seems to decrease.

To further investigate the impact of the new tick size on stock price efficiency and execution cost, we run OLS and quantile regression analyses. In these analyses we also control the influence of stock price, daily return variance, and transaction volume on stock price efficiency and execution cost. From the regressions, we find that the new policy significantly increases (reduces) stock price efficiency (inefficiency). Meanwhile, we only find weak support that the new policy reduces small caps execution cost. The new policy seems to moderately reduce the mean but fail to significantly reduce the median of execution cost. We think further research to investigate small caps execution cost is warranted.
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ABSTRACT

The study investigates the inter-relationship between executive compensation, earnings management and over investment. Using a sample of 196 Malaysian public listed firms, the findings show a positive endogenous relationship between executive compensation and over investment. Measuring equity compensation in incentive ratio, for each percent of over investment, one percent improvement in share prices will increase 23% of executive directors’ equity value. Over investment, however, leads to a decline in executive directors’ equity value in large shareholders controlled firms. In addition, one percent of over investment can explain 12% of earnings management. Nevertheless, earnings management does not explain executive directors’ compensation. In summary, aligning over-investment with executive compensation schemes has implied that the existing compensation is insufficient for executive directors to align their interest with the objective to maximise shareholders’ value.

Keywords: executive compensation, earnings management, investment, large shareholders, Malaysia

INTRODUCTION

In finance literature, issues of private investment in a country are closely linked to managerial objectives and asymmetric information of that market. Theoretically, executive compensation and perquisite of managers increase in accordance with firms’ investments to reflect managerial abilities. Nonetheless, the existing literature supports that executive compensation is inefficient and executives tend to increase their pay packages and extract windfall and expropriate shareholders through firms expansion and investment especially in the environment of weak corporate governance (Rose & Shepard, 1997; Bebchuk & Fried, 2003; Goergen & Renneboog, 2011). Instead of the board of directors acting on behalf of shareholders’ interest, Bebchuk and Fried (2004) highlight that executive directors set their own compensation, which benefits them. Moreover, this process can be escalated through the effects of earnings management as inflated earnings accelerate investments (Julio & Yook, 2010) and executive compensation (Chakraborty, Kazarosian, & Trahan, 1999; Kang, Kumar, & Lee, 2006; Carter, Lynch, & Zechman, 2009) in the environment where the issues of information asymmetry is severe.1

Various studies in finance document that executive compensation’s packages are a result of discretionary accruals, which inflate earnings and stock prices (eg., Bergstresser & Philippon, 2006; Meek, Rao, & Skousen, 2007), and investment (Rajgopal, Shivakumar, & Simpson, 2007). Kuhnen and Zwiebel (2008) state that the use of executive compensation as one of managerial entrenchment mechanisms is prevalent in firms with separation of owner and control. Pertaining to this, East Asian economies postulate a high ownership concentration of founders and family members who are executive directors in the companies. Moreover, firms in East Asian economies have a higher degree of information asymmetry and misallocation of capital investment (Claessens, Djankov, Fan, & Lang, 2003). Fan and Wong (2002) show that controlling owners manage income opportunities and create distortions in the reported earnings in East Asian countries. However, the studies on using executive compensation to expropriate shareholders’ value via mechanisms such as executive packages, earnings management and investment in East Asian economies are limited.

Pertaining to the above issues, Malaysia provides a unique setting to examine the applicability of extracting rent through managerial compensation, earnings management and investment. Malaysia’s private investments recorded a 1% growth in 2008 and a -17.2% decline in 2009 and a double-digit growth of 13.8% in 2010 (Bank Negara Malaysia, 2010)2. Apparently, the uncertainty in global economy has truly tested firms’ managerial discretion in investment decision. A survey by Business Times showed that total directors payout in top 20 companies increased 22% in 2009 (Hamsawi, 2011). This leads to an interesting question of whether executive compensation is indeed inducing managerial risk taking, and therefore are to exert firms’ in investments. There is also a debate whether compensation schemes are insufficient for managers to align their interest with maximisation of shareholders’ objective (Jensen & Murphy, 1990). Moreover, there is evidence that earnings management can often lead to the decision of inefficient investments in Malaysia where the problem of information asymmetry is severe (Chu & Song, 2010).3 Therefore, there are questions on whether firms inflate earnings, and increase executive compensation and investments, especially in Malaysia where there is a prevalent problem of information asymmetry.


The methods of executive payment overwhelm the amount of payment executives received in affecting a firm’s performance (Mehran, 1995). Empirically, Chakraborty et al. (1999) argue that knowing how investment is tied to the CEO’s earnings uncertainty helps in building the correct compensation package. The fundamental question in this study is therefore grounded on whether executive compensation structures are sufficient incentives for managers to act to the best interest of shareholders. Hence, a part of assessing executive directors’ short-term salary and bonus, this study follows Bergstresser and Philippon’s (2006) executives’ incentive ratio to capture the implications of the value of equity compensation when there is a one-percentage point increase in the company share price. This is essential because the majority of directors in Malaysia own a certain extent of shareholdings either directly, options or through deemed interest of their family members and companies. The effectiveness of independent directors and duality as corporate governance mechanisms on compensation schemes is also assessed.

Thus far, studies on Malaysia’s executive compensation are limited to pay-for-performance. For instance, Abdullah (2006) studied 86 distressed firms in 2001, and proved an insignificant relationship between pay and performance. Tee and Hoey (2009) found a positive relationship of performance ratios and compensation for 21 government linked companies from 2001 to 2006. Dogan and Smyth (2002) show that remuneration is associated with firms’ size and future growth but not for performance for a sample of 223 firms from 1989 to 2000.

This paper uses 196 sample firms’ data (industry classification benchmark 2000 level) from Bursa Malaysia. Our objective is to examine the inter-relationship between executive compensation, earnings management and over investment. This study documents empirical regularities between executive compensation and corporate investments, executive compensation and earnings management, respectively. The findings are useful in determining corporate financing policies in Malaysia. The paper provides a new perspective on influences of capital market, executive compensation and investment.

LITERATURE AND HYPOTHESES DEVELOPMENT

Executive Compensation and Investment

Goergen and Renneboog (2011) conclude that basic salary and bonus are short-term compensation which relate to firms’ size and complexities of responsibility, whilst equity compensation emphasises long term duration which aim to address the problem of risk aversion behaviour. Therefore, equity compensation emphasises pay for performance and incentivises them to invest for long-term value because an increase in the equity value will increase dollar per dollar payout of executives’ ownership. Despite the above definition, there have been debates of whether executive compensation reflects ability or for entrenchment purposes.4 The entrenchment hypothesis suggests that executive directors will align their strategies to achieve short term objectives but at the expense of long term value when their compensations do not align with shareholders’ interest.

Under firms’ ability hypothesis, the ideal executive compensation is to attract CEOs and incentivise them to exert efforts, develop growth opportunities, and minimise inefficient investments. Pertaining to this, Rose and Shepard’s (1997) provide evidence that executive compensation scheme positively explains executives’ ability rather than entrenchment purposes for a sample of 416 firms from 1985 to 1990. It is shown that in an investment that creates the marginal return, an executive with higher ability will be rewarded with a higher compensation.

However, due to entrenchment effects, an optimal executive compensation package is in fact inefficient to align principals and agents problems in firms (Bebchuk & Fried, 2003). In this regard, studies show that agency conflicts lead to problems of over investment or under investment. Firms under-invest if executives align with adverse selection behaviour (Myers & Majluf, 1984) and with limited compensation horizons (Smith & Watts, 1992). In contrast, proponents of over investment link investments to private benefits that executive received from additional investments (Jensen, 1986). On a similar note, Stulz’s (1990) model proves that managers could maximise their perquisites despite investing in negative NPV’s (Net Present Value) projects. Chakraborty et al.’s (1999) state that over investments are linked to greater compensation, perquisites and executives’ promotions. Similarly, Kang, Kumar and Lee (2006) conclude a long-term business investment is positively related to the weight placed on equity-based incentive compensation from 1992 to 2000.

Aggrawal and Samwick (2003) further confirm that insiders pursue investments in response to changes in private benefits rather than to reduce their exposures to business risks. Hence, a study on Malaysia firms’ compensation is interesting as founders and family members who have controlling rights may intend to expropriate private benefits from firms (Claessens et al., 2003). Moreover, Jensen and Murphy (1990) conclude that equity compensation is more sensitive than cash incentive to motivate shareholders’ value.

To this point, it is ambiguous to argue that a positive relationship between executive compensation and investment is due to entrenchment effects. This is because an increment in executive compensation can also align with executives’ abilities to increase investments in firms (Rose & Shepard, 1997). Nonetheless, following Jensen’s (1986) notion, executives have incentives to apply firms’ free cash flow and invest in negative net present value investment. Similarly, Pindado and de la Torre (2009) prove that firms with a lower free cash flow will under-invest vis-à-vis firms with higher cash flow. Accordingly, it is proposed that:


H1:    There is a positive relationship between executive compensation and over investment.



Executive Compensation and Earnings Management

In an efficient market, capital market mechanisms affect the value and managerial compensation directly. In contrast, the positive relationship between managerial compensation and performance are not directly observed if the market is inefficient. This is because executives may apply earnings management to signal to the market, to increase executive compensation and investment (Edmans & Gabaix, 2009). In an environment where information asymmetry is severe, executives may use earnings management to boost short-run share prices, which is closely linked to their compensation packages. However, earnings management can lead external shareholders to believe in manipulated earnings and therefore appetite for positive surprises. Consequently, shareholders suffer losses in the long run when shares’ prices dissipate and adjust accordingly to actual conditions. Carter et al. (2009) prove that income-increasing discretionary accruals rather than executives’ ability explain higher bonus payments prior to the introduction of Sarbanes-Oxley Act in 2002. Similarly, Bergstresser and Philippon (2006) prove that executive directors engage in opportunistic earnings management to improve earnings and stock prices, which eventually lead to improvement in their compensation packages.

Leuz, Nanda and Wysocki (2003) prove that earnings management is profound in economies with a high concentrated ownership and weak investor protection. Fan and Wong (2002) argue that large controlling owners in East Asian economies protect their private interest via incredible reporting of accounting information. They also prove that investments accelerate less informative earnings and lower cumulative market returns. However, the study does not address the issue of executive compensation.

In summary, literature generally concludes that using discretionary accruals is to signal their improved short-term profit so that the market will not reduce optimal compensation contracts. In view that earnings management is closely related to information asymmetry in this economy (Chu & Song, 2010), and there is an increasing trend in executive compensation, Malaysia therefore provides a platform to further explore the above issues. It is proposed that:


H2:    There is a positive relationship between executive compensation and earnings management



Earnings Management and Investment

Investment is one of the strategies to insulate firms from external monitoring. For instance, intra-firms’ investment can improve self-financing among divisions and reduce their dependence on external debtors. Lack of monitoring from external debtors can increase opportunities for executives to pursue over investment strategy to enhance their positions. In contrast, firms, which rely on external equity financing, will engage in investments that are especially sensitive to the non-fundamental components of stock prices (Stein, 1996). This notion corroborates with Demsetz and Lehn (1985) that investment allows controlling shareholders to derive superior insider information that allow them to realise pecuniary and non-pecuniary returns as compensation for bearing greater form of specific risk. As such, firms are inclined to enhance information asymmetry and earnings management that drive them to involve in inefficient investment.

Pertaining to the above, firms with large positive discretionary accruals have a lower stock returns in the future. This suggests that a lower cost of capital will help firms to raise external capital for investment purposes. For instance, DeFond and Park (2001) show that firms with large positive discretionary accruals have a lower stock return which in turn pressure the cost of capital to become lower and thus accelerate firms to over invest. In a similar note, Polk and Sapienza (2009) document that earnings management leads to mispricing strategy and can yield a 2% changes in investment. Rajgopal et al. (2007) and Lim, Thong and Ding (2008) prove that managers pursue earnings management strategy by altering discretionary accruals to gain the rights issues and raise stock prices to increase investment in firms.

Aggrawal and Samwick (2003) report the issue of expropriation of shareholders’ interest through over investment. They conclude that investment is to serve executives’ interest rather than to reduce their exposure to business risks. Executives tend to capitalise this over investment through earnings management. Moreover, Li and Tang (2008) argue that firms with large positive discretionary accruals misallocate resources on fixed assets. McNichols and Stubben (2008) also conclude that a large sample of public companies during the 1978–2002 period over-invest during the misreporting period. Chu and Song (2010) prove that negative stock returns and discretionary accruals explain inefficient investments in Malaysia. Hence, it is proposed that:


H3:    There is a positive relationship between earnings management and over investment.



Apparently, the above literature does not address the issues of executives’ immediate benefits such as executive compensation that links earnings management and investments. McNichols and Stubben (2008) confirm that firms that need external equity financing for business expansion are inclined to involve in earnings management. On the other hand, Chakraborty et al.’s (1999) study shows that earnings uncertainty explains investment rather than permanent earnings (such as salary and bonuses). Both studies, however, exclude executives’ equity compensation from their analysis.

The relationship between executive compensation and earnings management, and investment cannot be directly observed. Liang (2004) proves that earnings management is an equilibrium outcome from the various self-interested economic agents such as shareholders, managers, competitors and regulators in a perfect market. Similarly, earnings management can be explained by executive compensation, as executives who receive high incentives may manipulate earnings management so that market has confidence on their investments and performances which correspond to their compensations. In a similar note, a higher incentive in equity portion of executives can motivate them to manipulate firms’ resources and push stock prices upwards (Peng & Roell, 2008).

Hermalin and Weisbach (2003) further suggest that many empirical results can be interpreted as equilibrium nature and endogenous effects should be considered when study the issues involved corporate governance. In this perspective, Graham, Campbell and Shiva’s (2005) survey shows that managers are willing to delay their investment in order to meet earnings target as stipulated in their compensation contract in post Sarbanes-Oxley era. Similarly, McNichols and Stubben (2008) argue that firms that engage in over-investment activities are likely to manipulate earnings to recapture their returns on inefficient investment. Thus, it is essential to address the endogenous relationships between executive compensation and earnings management, and investment respectively.

METHODOLOGY

Three main variables, executive compensation (EXECi), earnings management (DACi) and investment (INVi) and their endogenous relationship are examined in this study. In the view that the majority of Malaysia’s executives have equity interest in firms, Bergstresser and Philippon’s (2006) executive incentives ratios (INTRATi) is followed to capture executives’ equity compensation.5 The dollar change in the value of executives’ directors’ share is measured when there is one percentage point increases in the company’s share price, ONEPCTi = 0.01 × Pricei × (Sharesi), where Price is the company’s share price, and Shares is the total number of shares held by the directors. Incentive ratio is then computed as:
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In addition, natural logarithm of salary and bonus (LNSALARYi) is applied to measure executive compensation (EXECi) for the short-term compensation package.

We apply discretionary accruals (DACi) as cited in Subramanyam (1996), Polk and Sapienza (2009) as the measurement for earnings management. Total accruals (ACCRi) are the difference between net income and operating cash flows. We apply absolute discretionary accruals (DACi), the residual (ej,t) of the Equation 2, as managerial discretions in our empirical model. Hence, this variable could focus on entrenchment effects, as the residual of ACCRi is defined as the managerial discretionary issues that are controllable by executives.
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Where TAj,t refers to total assets, ΔRevj,t is the change in net revenue, and PPEj,t refers to property, plant and equipment. All variables are deflated by total assets at the beginning of the period.

The third main variable is to measure over investment. Investment (INVi) is defined as capital expenditure on fixed assets other than those associated with acquisitions. It is deflated by total assets at the beginning of the period t – 1. Pindado and de la Torre (2009) prove that firms with high cash flow are inclined to over invest. Hence, this effect is captured by using dummy (Di,ncf) equals 1, when the firm cash flow (CFi) is larger than its’ respective industrial cash flow (CFind), i.e. CFi- CFind.

The empirical models are defined as below:
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Equation 3 also includes a variable as proxy for executives’ ability as highlighted by Kuhnen and Zwiebel (2008). Executives’ ability is inferred as the product of respective industry’s standard deviation and the difference between firms’ ROA and the respective industry’s ROA. This is labelled as αind(ROAi–ROAind).

Following McNichols and Stubben (2008), Tobin’s Q and cash flows are applied as the proxies for firms’ investment opportunity set, which may affect executive compensation, earnings management and investment. Companies with high growth potential are able to pay executives with higher compensations, increase investments and manipulate for a higher share price. Tobins’s Q (TBQ) is defined as:
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where


MarCap = market value of equity;

B.TDebt = book value of total debt;

B.TAssets = book value of total assets.



Amount of cash flows may affect firms’ executive compensation and firms’ intention to invest (Jensen, 1986). However, cash flows may have a negative relationship with earnings management because an accruals earning is deemed to have a better reflection of firms’ performance than cash flows (Subramanyam, 1996). Likewise, earnings management may be applied in a potential high growth company in firms which need higher external equity financing rather than internal cash financing (Cornett, Marcus, & Tehranian, 2008). The cash flow is normalised using total sales.

Bebchuk and Fried (2004) criticise that CEOs are able to influence the nomination process of directors so that to safeguard their interest through compensation packages. The existence of CEO cum Chairman (DUALITY) attenuates the effectiveness of board nomination and may hinder board governance on firms’ investments and executive compensation policies. A dummy for 1 is applied when there is a duality status in the firm. In addition, fraction of independent non-executive directors (IND) is also applied as a governance mechanism in the study.

Two other firms’ characteristics, total amount of leverage (LNDEBT, logarithm of debt) and firms’ total assets (LNTA, logarithm of total assets) are used as controlled variables. Total debt affects firms financing capability towards investment and earnings compensation. Debt can also reduce information asymmetry and chances of earnings management and improve efficient investment (Chakraborty et al., 1999). Firms’ size is to control firms’ riskiness in the market. A bigger company has a higher capability to pay higher compensation and invest heavily as compared to a smaller firm. Table 1 shows the summary of the variables described above.

Lastly, Dahya, Dimitrov and McConnell (2008) find that the presence of a dominant shareholder could influence the board structure and firms’ value, especially in countries with weak shareholders’ protection. In another study, Fan and Wong (2002) prove that the dominant of large shareholders adversely affect information earnings and effectiveness of investment. To capture the issue of agency conflicts, we rerun Equation 3 for firms with large shareholders’ controlling more than 33%, so that we are certain of any differences of executive compensation in large shareholders’ controlling firms (Equation 3.1). Other independent variables are as in Equation 3. Similarly, we retest on earnings management (DAC) for large shareholders controlling more than 33% (Equation 4.1) in our sample firms.

A positive relationship between EXECi and INVi + INVi × Di,ncf in Equation 3 confirms H1, for the entrenchment effect. A positive relationship for EXEC and DAC in Equation 3 confirms that managerial discretional accruals are applied to increase executive compensation (H2), and a positive relationship between earnings management and over investment will further confirm entrenchment effect in firms and thus addresses H3. Lastly, 2-stage least square method is used to address the issue of endogenous effects.

Data and Sample

Firms listed on Bursa Malaysia at Industrial Classification Benchmark (ICB) subsector 2000 level are used as our sample. Based on the availability of hand-collected executive directors’ compensation data from annual reports in 2009, 196 firms have sufficient data for computing incentive ratio and executive salary. Executive share options are ignored as there are limited firms, which report their outstanding options.

 
Table 1Description of variables



	Variables
	Definitions



	Exec
	Executive Compensation



	Incentive Ratio (INTRATi)
	INTRATi, = ONEPCTi,/(ONEPCTi +SALARYi +BONUSi,)ONEPCTi = 0.01 × Pricei × (Sharesi)



	LNSALARY
	Logarithm of executive directors’ Salary and Bonus



	Earnings management (DAC)
	Discretionary accruals as proxy for earnings management. It is the residual value (ej,t) from[image: art]where ACCR equals the difference between net income and operating cash flows; TA refers to total assets; ΔRev is the change in net revenue; PPE refers to property, plant and equipment.



	Investment (INV)

INV × Di,ncf
	Capital expenditure on fixed assets which represents the funds used to acquire fixed assets other than those associated with acquisitions. Total asset at t – 1 is applied to normalise investment of the firmsDncf equals 1, when the firm cash flow (CFi) is larger than its respective industrial cash flow (CFind), CFi- CFind.



	Abilityαind(ROAi–ROAind)
	The excess ROA of the company relative to the industry average ROA in that year, This is labeled as αind (ROAi–ROA ind). αi refers to respective industry’s standard deviation



	Tobin’s Q (TBQ)
	Firms’ market value plus total debt divided by book assets



	Cash flows (CF)
	Cash flows over sales



	DUALITY
	Dummy = 1 when chief executive director is also the chairman for firms.



	Independent Director (IND)
	Fraction of number of independent director over total director



	LARGE
	Percentage shares held by largest shareholders



	LNDEBT
	Natural logarithm of total debt



	LNTA
	Natural logarithm of total assets



The sample firms are building materials (48 firms), heavy construction (35 firms), containers and packaging (15 firms), diversified industries (16 firms), electrical components and equipment (9 firms), electronic equipment (6 firms), commercial vehicles and truck (5 firms), industrial machinery (40 firms), transportation services (7 firms), trucking (4 firms) and business support services (11 firms). Corporate governance related data, duality and fraction of independent directors were gathered from 2009 annual reports. Other financial data were obtained from Thomson Financial Database.


FINDINGS

Table 2 presents descriptive statistics. The sample mean of the total executive directors’ salary and bonus were RM1.9 million in 2009. It however shows a high variance to the maximum value of RM15 million. Compensation packages for the sample concentrate on equity owned by directors. When it is converted to incentive ratio, the average is a 0.0926, which indicates the value for the executives increase by 9 cents for each 1% increase in share price. The highest value is 0.7922. On the average, investment had increased from 0.03 million in 2009 to 0.04 million in 2010. The inferred executives’ ability shows a negative value of −0.001 implying firms in our sample has on average performed below industry’s average in their respective industries. On average large shareholders has controlled 32.67% in the sample. Of which, 40.8% or 80 firms control more than 33% of the threshold where large shareholders have effective control in firms. Lastly, on the average, board of directors in our sample consists more than 1/3 of independent directors, meeting the requirements as stipulated in the Malaysian Code of Corporate Governance.


Table 2Descriptive statistics



	Variables
	Mean

	Median

	Maximum

	Minimum

	Std. Dev.




	SALARY
	1,879,622

	1,248,624

	14,886,000

	na

	2,004,222




	LNSALARY
	6.03

	6.07

	7.17

	0

	0.61




	DIRECTORS’ SHARE
	25,835,986

	10,353,046

	502,000,000

	0

	49312404




	INTRAT
	0.0926

	0.0374

	0.7992

	0

	0.13482




	DAC
	0.0599

	0.04

	0.35

	0.00

	0.0606




	INV’ 09 (million)
	0.0339

	0.0169

	0.3539

	0.0001

	0.0513




	INV’ 10 (million)
	0.0402

	0.0217

	0.4949

	0.0001

	0.0610




	ABILITY
	–0.00103

	0.0100

	0.16

	–0.2900

	0.0692




	TBQ
	0.6393

	0.5579

	3.3118

	0.1109

	0.3515




	IND
	0.4570

	0.4300

	0.8300

	0.1400

	0.1526




	Cash Flows over Sales
	9.1695

	7.5400

	80.6200

	–61.1800

	16.4433




	LARGE
	32.6736

	29.9900

	78.7200

	4.5100

	15.8493




	DEBT (millions)
	459.1755

	66.43

	21243.06

	0.11

	1925.63




	TA (millions)
	1480.051

	299.5

	36752.93

	31.56

	4886.017



 
Table 3Correlations
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Table 3 gives the Pearson correlation matrices of the variables in our sample. None of the variables shows significant high correlations among each others. The above correlations show a positive correlation for incentive ratio, earnings management and investment, respectively, which align with our hypotheses. Contradicting to Dahya et al.’s (2008), the largest shareholder however shows an inverse relationship with SALARY and INTRAT, implying that large shareholders do not put pressure on compensation. This may be due to the fact that large shareholders themselves are the family member or owners of firms. The governance effects of independent directors on compensation are observed from a negative correlation between SALARY and INTRAT, consistent with our expectations.

Table 4 reports the findings for Equation 3. Incentive ratio (INTRATi), which captures equity ownership, is applied as dependent variable in Models 1 to 4. Apparently, investment (INVi) continuously explains the incentive ratio throughout all the models. In Model 3, the coefficient of 0.3353 indicates that when each percent of investment leads to one percent of share prices, the value of executives’ equity increases 33.5%. This value becomes 75% when we control for the largest shareholder who owns more than 33% in firms is put under control.

 
Table 4Incentive ratio



	Dependent Indepedent
	INTRATi 1

	INTRATi 2

	INTRATi 3

	INTRATi 4 LARGE > 33%




	C
	0.0252

	0.0268

	0.0317

	0.0250




	
	(8.9593)***

	(3.2555)***

	(4.3247)***

	(1.1668)




	DACi
	–0.1012

	–0.0751

	–0.1245

	–0.1340




	
	(–4.5637)***

	(–1.9451)**

	(–3.5027)***

	(–2.3991)**




	INVi
	0.2232

	0.3381

	0.3353

	0.7597




	
	(3.3346)***

	(5.3914)***

	(7.2935)***

	(3.0389)***




	INVi x Di,ncf
	0.3100

	0.4484

	0.2318

	–0.5726




	
	(2.3316)**

	(4.9958)***

	(2.3132)**

	(–2.2771)**




	ABILITYi
	–0.0232

	0.0937

	0.0426

	–0.0418




	
	(–0.7439)

	(2.9639)**

	(2.3680)**

	(–0.5926)




	TBQi
	0.0822

	0.0949

	0.1095

	0.0371




	
	(21.5804)***

	(11.2253)***

	(9.3728)***

	(2.2446)**




	CFi
	–0.0395

	–0.0343

	–0.0334

	0.0008




	
	(–6.2478)***

	(–6.3169)***

	(–6.4944)***

	(3.1097)***




	DUALITYi
	
	–0.0378

	–0.0324

	0.0196




	
	
	(–10.5098)***

	(–10.6843)***

	(2.2906)**




	INDi
	
	0.0054

	0.0171

	–0.0433




	
	
	(0.4551)

	(1.8932)**

	(–2.0847)**




	LNDEBTi
	
	
	–0.04

	0.06




	
	
	
	(–5.5768)***

	(2.0743)**




	LNTAi
	
	
	–0.0004

	–0.0003




	
	
	
	(–8.6054)***

	(–5.5264)***




	
	Weighted

	Weighted

	Weighted

	Weighted




	R2
	0.8507

	0.8387

	0.9230

	0.7817




	Adj.R2
	0.8459

	0.8317

	0.9188

	0.7471




	Std.Error
	0.1193

	0.1176

	0.1189

	0.0918




	F–stat
	178.5288

	120.2539

	219.2569

	22.5614




	Prob
	0.0000

	0.0000

	0.0000

	0.0000




*    Significant at the 10% level. **Significant at the 5% level. ***Significant at the 1% level. t-statistics are in parentheses.

To examine our first hypothesis, the third model illustrates that there is an entrenchment effects as over investment (INVi × Di,ncf) leads to 23% increase in their compensation value for every 1% increment in share prices, hence support our first hypothesis. The finding lends support to Chakraborty et al.’s (1999). Moreover, align with Dahya et al. (2008) that the presence of a dominant large shareholder can adversely affect firms’ value, our findings in Model 4 shows that firms with a dominant large ownership (>33%) exert a negative reduction in incentive ratio for 57%. This finding also implies that firms over-invest for other benefits other than to enhance equity value. A negative incentive ratio also indicates that external shareholders are exploited due to executives misalign their equity interests with over investment activities. The above findings are consistent when corporate governance related variables, DUALITYi and INDi and firms’ characteristics such as debt and total assets are added in Model 3 and Model 4.

The link between ability (αind (ROAi – ROA ind)) and incentive ratio is an insignificant negative sign in Model 1. However, when the effects of corporate governance- DUALITYi and INDi are included, the coefficients become positively significant in Model 2 and Model 3. In Model 3, when there is 1% of additional ability, for each 1% of share price upwards movement, the value of executives’ equity will increase by 4%. In Model 4, the variable ability (αind(ROAi – ROA ind)) is negative but insignificant to enhance incentive ratio of executive directors when large shareholders are prevalent. DUALITYi shows a negative relationship with INTRATi implying that a separate function of CEO from chairperson increases directors’ compensation. Similarly, the presence of independent directors (INDi) further enhances INTRAT to the executive directors.

The issue that executive directors manipulate earnings to enhance INTRATi is however inconclusive. Earnings management (DACi) shows a negative relationship in explaining incentive ratio throughout the four models. These findings are against H2. Hence, there is no evidence that earnings management has been applied to increase incentive ratio. A negative coefficient value of DACi indicates a higher cost of equity (Xie, 2001), a lower DACi is not be able to increase share prices which subsequently decline in a longer term and lead to a lower cost of equity. Hence, the cost of equity will remain high in non-discretionary accrual firms. The finding contradicts with Bergstresser and Philippon’s (2006) that executives may engage in opportunistic earnings management to improve earnings and stock prices, and to increase their compensation packages.

Other variables that explain investment opportunity, Cash flow (CFi) and Tobin’s Q (TBQi) are found to coherently explain INTRAT. TBQ is positively linked to INTRAT, explaining that firms with high growth potential are able to enhance executives’ equity value by 11% (Model 3). Similarly, firms with a lower cash flow have a significant higher INTRAT (negative relationship) in Table 4 while firms with higher cash flows prefer salary as compensation (positive relationship) as shown in Table 5. In Table 5, it is clear that executives’ ability is positively linked to short-term salary and bonus. In Model 3, when executives’ ability (αind(ROAi – ROAind))) improves by 0.01, taking an exponent of 0.026, the salary and bonus improve by 2.6%. The salary compensation in large shareholder dominant firms is higher with 4.6% increase in salary when we take an exponent of 0.0447 for each 0.01 improvement in firms’ ability.

By virtue that incentive ratio is to serve long term objective vis-à-vis salary and bonus which is short term based (Goergen & Renneboog, 2011), we observe that investments do not explain salary compensations in firms. This is confirmed in Model 3 and Model 4 in Table 5, when corporate governance variables and firms’ characteristics are included. There is no significant relationship between INV and LNSALARY. Similarly, to examine H1, INVi × Di,ncf, it is found that that there is no significant evidence of over investment to explain short-term salary and bonus.

Table 5 also shows a negative relationship between discretional accruals (DACi) and LNSALARYi throughout all the models. This suggests that the finding is against H2, which expects a positive relationship between earnings management and executive compensation. This further confirms our findings in Table 4.

Investment opportunities, TBQ is negatively associated with salary compensation, implying that long-term opportunities are not associated with short-term salary. Firms with a higher cash flow are also found to pay a higher salary and bonus package. The role of governance mechanism, CEOs’ with duality tasks will enhance salary compensation. Lastly, independent directors (IND) show their effectiveness in monitoring salary compensation with a negative coefficient value.

In contrast to Liang (2004) that executives with high incentives may manipulate earnings management so that markets gain confidence on executives’ capabilities, the findings show that compensation does not seem to explain earnings management in Table 6. INTRAT and LNSALARY consistently show a negative significant relationship towards DAC in our models. This finding is consistent with our earlier findings in Tables 4 and 5.

 
Table 5Salary



	Dependent Independent
	LNSALARYi 1

	LNSALARYi 2

	LNSALARYi 3

	LNSALARYi 4 LARGE>33%




	C
	0.2380

	0.5489

	0.6845

	1.3008




	
	(26.0195)***

	(10.7175)***

	(11.2320)***

	(9.9428)***




	DACi
	–2.0090

	–1.4979

	–1.2115

	–3.5340




	
	(–14.3359)***

	(–5.8854)***

	(–4.9002)***

	(–5.2635)***




	INVi
	3.9432

	2.6984

	0.8413

	1.7346




	
	(19.2044)***

	(3.4908)***

	(0.9873)

	(1.5248)




	INVi × Di,ncf
	–1.3838

	–0.7007

	1.1262

	0.5599




	
	(–5.2209)***

	(–1.0492)

	(1.4391)

	(0.3333)




	ABILITYi
	2.9171

	2.9469

	2.6002

	4.4787




	
	(36.6312)***

	(14.8491)***

	(10.1032)***

	(3.6031)***




	TBQi
	–0.0030

	0.0925

	–0.1881

	–0.6159




	
	(–0.2837)

	(1.2654)

	(–2.5381)***

	(–3.2461)***




	CFi
	0.1354

	0.2259

	0.2306

	–0.0112




	
	(3.0395)***

	(10.2738)***

	(3.7920)***

	(–2.6549)***




	DUALITYi
	
	0.2335

	0.1806

	0.0121




	
	
	(14.0064)***

	(7.5595)***

	(0.1447)




	INDi
	
	–0.9842

	–1.1056

	–1.3911




	
	
	(–11.9343)***

	(–11.2207)***

	(–4.8125)***




	LNDEBTi
	
	
	0.17

	–0.04




	
	
	
	(1.8820)*

	(–0.1411)




	LNTAi
	
	
	0.0052

	0.0054




	
	
	
	(13.0192)***

	(10.0254)***




	
	Weighted

	Weighted

	Weighted

	Weighted




	R2
	0.9368

	0.8531

	0.8282

	0.8656




	Adj.R2
	0.9348

	0.8468

	0.8188

	0.8442




	Std.Error
	0.9803

	0.9649

	0.9488

	0.8978




	F-stat
	464.2581

	134.3055

	88.2316

	40.5691




	Prob
	0.0000

	0.0000

	0.0000

	0.0000




*    Significant at the 10% level. **Significant at the 5% level. ***Significant at the 1% level.

t-statistics are in parentheses.

Table 6 proves that investment per se does not increase earnings management. Throughout the four models, investment is found to be negatively explaining earnings management in Malaysia and becomes insignificant when there are dominant shareholders in firms (Model 4). Nevertheless, firms which over-invest (INVi × Di,ncf) are inclined to engage in earnings management. In Model 3, 1% increases in over-investment explains 12% of earnings management, which lends support to H3.

It is a negative but non-significant relationship in Model 4 when there is a dominant large shareholder in firms. This finding is consistent with Chu and Song’s (2010) findings that although large shareholders engage in earnings management, they do not involve in inefficient investment after the crisis. Lastly, firms with high growth opportunity may inflate earning to gain lower cost of capital as shown in the positive relationship between TBQi and DACi.

In summary, there is a positive relationship between executive compensations and over investments (H1) and earnings management and investment (H3), respectively. However, the significant and negative relationship between earnings management and executive compensation, which is against H2 of positive relationship, can be due to the endogenous effect. This issue is examined in Table 7.

Essentially, an endogenous problem hinders decision-making process as the causes and consequences of the problem are interdependent with different degrees. In Table 7, Model 1 and Model 2, using 2-stage least square, whether intensive ratio and earnings management are endogenously affecting each other is examined.

In Model 1 and Model 2, a simple set of instrument variable for INTRATi and DACi as dependent variables, respectively to examine the effects of endogeinity is created. There is no evidence of endogenous effects as DACi shows an insignificant negative coefficient towards INTRATi, while INTRATi as independent variable in Model 2 is found to be negatively enhancing earnings management. This finding is consistent with our findings in Table 4 and Table 6 after considering the endogenous effects. The negative coefficients further confirm that earnings management is not applied to enhance executive compensation as proposed in H2. On the other hand, there is an endogenous between over investment (INVi × Di,ncf) and incentive ratio in Model 3 and Model 4. One percent of over investment explains 75% of executive incentive ratio, and simultaneously each percent of intensive ratio motivates executives to over invest by 3%. This finding further confirms H1 that, there is a positive relationship between executive compensation and over investment.

 
Table 6Earnings management



	Dependent Independent
	DACi 1

	DACi 2

	DACi 3

	DACi 4 LARGE>33%




	C
	0.0486

	0.0374

	0.0438

	0.0138




	
	(29.1102)***

	(14.9667)***

	(12.2795)***

	(1.5636)




	INTRATi
	–0.0299

	–0.0231

	–0.0145

	–0.0567




	
	(–4.9914)***

	(–2.9243)***

	(–2.5481)***

	(–2.4321)***




	LNSALARYi
	–0.0092

	–0.0082

	–0.0041

	–0.0075




	
	(–10.3288)***

	(–8.5207)***

	(–4.8465)***

	(–3.5189)***




	INVi
	–0.0246

	–0.0353

	–0.0613

	0.1142




	
	(–1.1835)

	(–2.6513)***

	(–2.5754)***

	(1.1977)




	INVi x Di,ncf
	0.0914

	0.0988

	0.1212

	–0.0969




	
	(1.6036)

	(1.8382)*

	(1.9973)**

	(–0.8074)




	ABILITYi
	–0.0507

	–0.0530

	–0.0821

	–0.0123




	
	(–2.8933)***

	(–2.8894)***

	(–4.2301)***

	(–0.2645)




	TBQi
	0.0227

	0.0263

	0.0288

	0.0593




	
	(11.0808)***

	(16.5094)***

	(5.6443)***

	(5.8525)***




	CFi
	–0.0002

	–0.0002

	–0.0001

	–0.0002




	
	(–2.5729)***

	″(–2.5024)***

	(–0.5601)

	(–1.0961)




	DUALITYi
	
	–0.0017

	–0.0057

	0.0183




	
	
	(–1.5211)

	(–3.2368)***

	(4.9639)***




	INDi
	
	0.0177

	0.0227

	0.0389




	
	
	(6.1857)***

	(4.6323)***

	(2.2646)**




	LNDEBTi
	
	
	–0.0228

	–0.0021




	
	
	
	(–5.4197)***

	(–0.1284)




	LNTAi
	
	
	–0.0011

	–0.0017




	
	
	
	(–6.1261)***

	(–6.1165)***




	
	Weighted

	Weighted

	Weighted

	Weighted




	R2
	0.9051

	0.9345

	0.9404

	0.8317




	Adj. R2
	0.9015

	0.9313

	0.9366

	0.7987




	Std.Error
	0.0569

	0.0562

	0.0562

	0.0491




	F-stat
	253.4641

	290.1877

	245.3431

	25.1655




	Prob
	0

	0

	0

	0




*    Significant at the 10% level. **Significant at the 5% level. ***Significant at the 1% level. T-statistics are in parentheses.


Lastly, H3 is re-examined to determine the relationship between earnings management (DACi) and over-investment (INVi × Di,ncf) in Model 5 and Model 6. Apparently, an endogenous effect is observed. Both dependent variables enter into regression in Model 5 and Model 6 with the expected significant coefficient sign, which is consistent with our findings in Table 6. The finding is consistent with DeFond and Park’s (2001) that firms pursue large positive discretionary accruals to gain the benefit of lower cost of capital when share price wanes, hence accelerating firms to over invest.

In summary, there is no endogenous relationship between DACi and INTRATi.(H2) However, the study observes the effects of endogeinity for executive compensation and over investment (H1), over investment and earnings management (H3), respectively. Nonetheless, the coefficient signs remain similar and it does not render our OLS regression to be invalid.

CONCLUSIONS

This study explains whether over investment is related to the inter-relationship between executive compensations and earnings management. The contributions from this paper are as follows.

First, the ideal of maximisation of shareholders value in this economy is still vague. Although there is no evidence that executive directors entrench shareholders by way of increasing executive compensation and earnings management, there are evidences that executives’ directors apply over investment strategy, which leads to 23% increase in their compensation value with one percent increase in share prices. This finding is however vague to shareholders’ value as shareholders can also share the benefits of increasing equity value which is associated with higher risk of over investment. On the same note, the ability of executive directors is reflected well into incentive ratio, but not for firms with the presence of large shareholder. Nonetheless, executive directors’ short-term salary and bonus reflect their abilities by performing better than others in their respective industry.

 
Table 7Endogenous effects (2-stage least square)
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Second, firms with normal investment are negatively indulged in earnings management. In contrast, over-invest firms are inclined to engage in earnings management and the relationship shows the endogenous effect. Although this finding lends support to Li and Tang (2008) and McNichols and Stubben (2008), it is uncertain of the objective of earnings management whether to achieve lower cost of capital or other purposes. Taking the above findings and endogenous relationship between executive compensation and over investment together, it is concluded that the endogenous relationship between over-invest firms which pursue earnings management can eventually lead to a higher executives’ compensation.

Third, with the exception of firms controlled by large shareholders, over investment in fact enhances executives’ equity interest in our study. In the short term, it certainly benefits shareholders as they share the benefits when share prices improve. Nonetheless, it is uncertain in the long term as over-investment is associated with a higher risk. While the short-term salary compensation reflects the ability of the executive directors well, more studies need to be conducted on long-term equity compensation by virtue that increase of over-investment increases directors’ equity value at a higher risk.

In summary, it is proven that over-investment is one of the instruments to enhance equity compensation. Apparently, this has reflected poor governance on executive compensations. Aligning over investment with executive compensation schemes has implied that the existing compensation is insufficient for executive directors to align their interest with the objective of maximisation of shareholders value. Firms’ policy makers should be more cautious when firms invest extensively especially with a large surplus of cash. The role of independent directors should be further enhanced especially on prudent investment decisions.

Lastly, there are some clear limitations in this study. The study ignores the role of option shares, which is more sensitive towards firms and market performance. Identity of large owner should also be used to control the effects on executive directors, as family owners generally emphasise on lower compensation. Finally, a panel study that observes changes in salary and executive compensation will further enhance knowledge in this area.

NOTES

1.     Literatures mostly refer their studies on executive compensation to CEO’s compensation packages. However, in Malaysia compensations to CEOs are not reported in the annual reports. Hence, the study is constrained to executive directors’compensation. Nonetheless, executive compensation stated in this paper is largely referring to CEO’s compensation as mentioned in respective journals.

2.     Park, Shin and Jongwanich (2009) argue that the investments rate in Malaysia and other East Asian countries are actually at appropriate levels in the post crisis period vis-a-vis over investment during pre-crisis period. The government of Malaysia is however works intensively to encourage private investment in this country.

3.     In this paper, we use earnings management to reflect the problem of information asymmetry in this economy. The link of earnings management and information asymmetry was evident in Chu and Song (2010).

4.     Other related literature about executive compensation examine whether it is related to luck (Edmans & Gabaix, 2009). This is however not our interest of study here.

5.     In fact, it is vague to define directors’ equity compensation in Malaysian firms. Firms’ annual report do not differentiate portion of shares’ option which directors already exercised and portion which directors bought from the open market, as well as the total equity’s interest directors have when the companies were first public listed. To facilitate this study, we use directors’ total equity interest as the compensation for our incentive ratio’s variable.
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ABSTRACT

Prior studies testing the relationship between initial public offering (IPO) returns and liquidity are mostly for the developed markets. The disperse ownership in the corporation and more well informed investors in the developed markets support their findings. On the other hand, the nature and behaviour of emerging stock markets such as Malaysia differ from the developed markets. The concentrated ownership in the corporations partly due to government ownership to a certain extent could provide different views on the relationship between liquidity and return. Using 283 samples of IPO stocks listed on Main Board and Second Board of Bursa Malaysia from 1998 to 2008, the study examines the relationship between liquidity and IPO long-term return and the moderating effect of government shareholdings on the relationship between the two variables. The results showed one proxy of liquidity that is average monthly turnover as able to explain the market-adjusted long-term return of IPO stocks when equally weighted returns are calculated. Further, the government shareholdings in the IPO stocks positively moderate the relation between liquidity and long-term return.
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INTRODUCTION

In response to the growth strategies outlined in the Malaysian capital market master plan in needing to expand the role of the capital market, Bursa Malaysia took the task to position Malaysia as “the preferred listing destination”. Despite efforts to enhance the trading environment through upgrading market infrastructure and widening participation, liquidity in the secondary market in Malaysia remained persistently low throughout the last decade. As a result, turnover velocity has lagged the other Asian stock market. The annualised standard deviation of return for Malaysia’s stock market index, FBMKLCI, was around an average value of 13.1% over the past decade, far below the average of 22.8% recorded by other markets (Securities Commision, 2011).

Bursa Malaysia attributes the low liquidity in the market partially to the concentrated ownership of Malaysian listed firms by major shareholders, government or government-link corporations (GLCs), which hold significant amount of shares in some companies. They constitute 36% of market capitalisation in 2005 (Putrajaya Committee for GLC High Performance [PCG], 2005). In addition, the concentration of ownership is also due to a large set of family owned listed companies. This reduces shares available for public trading and curtails trading activity. The inflexibility of moving in and out of the market is an impediment to investors. For issuing firms or investors, liquidity and return are equally important for the decision to list or invest in a particular market, especially when the global capital market landscape is undergoing radical transformation where over the decade there has been intensifying competition among exchanges to attract players.

In the initial public offering (IPO) market, the theory of liquidity as proposed by Booth and Chua (1996) argued that underpricing can be used as a tool to create liquidity in the secondary market as initial return drives the broadness of shareholder base through participation of retail and uninformed investors. The dispersed ownership by retail investors in turn drives liquidity in the secondary market. In line with this argument, Pritsker (2006) shows that the allocation and concentration of IPO shares in handful of institutional investors with market power results in pronounced aftermarket illiquidity. This would lead to poor long run performance. Eckbo and Norli (2005) and Roychoudhury (2006) investigate the liquidity effect on long-run returns of IPO stocks for the U.S. market. Their findings justify the underperformance of high liquid IPO stocks as being due to lower financial risk and liquidity risk for the firm’s shareholders.

In the context of the Malaysian stock market, most information on the state of return and liquidity currently is based on the practitioner’s point of view. Prior academic studies testing the relationship between IPO returns and liquidity are mostly for the developed markets. The disperse ownership in the corporation and more well informed investors in the developed markets support their findings. On the other hand, the nature and behaviour of emerging stock markets such as Malaysia differ from the developed markets. The concentrated ownership in the Malaysian firms, the behaviour of market participants and some policies to a certain extent could provide different views on the relationship between liquidity and return. Thus, driven by lack of academic research and the differences in market environment, it is the objective of this study to reduce the existing gap by examining the relationship between IPO returns and liquidity from an emerging market perspective as well as the moderating effect of government ownership on the relation between these two variables.

Using a sample of 283 IPO stocks listed on Main Board and Second Board of Bursa Malaysia from 1998 to 2008, the study examines the relationship between liquidity and IPO long-term return and the moderating effect of government shareholdings on the relationship between the two variables. The results show only one proxy of liquidity that is average monthly turnover as able to explain the long-term return of IPO stocks when equally weighted returns are calculated. Further, the government shareholdings in the IPO stocks positively moderate the relation between liquidity and long-term return. The specific contributions of the paper are twofold. First, it provides evidence on IPO returns and liquidity within a developing market (Malaysia) to complement earlier studies which focus on developed markets. Second, it is expected that substantial government shareholding in a corporation would be able to provide potential explanation on the relationship between liquidity and return.

LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT

Liquidity and Asset Pricing Theory

From the finance perspective, liquidity is simply defined as the ability to buy and sell assets easily (O’Hara, 1995) or to convert assets into cash quickly preferably without any price discount. More comprehensively it is described as the ability to trade large quantities quickly at a low cost with little price impact (Liu, 2006). The definition generally classifies four scopes of liquidity, namely trading quantity, trading speed, trading cost (transaction cost) and price impact. On the other hand, illiquidity is defined as the absence of continuous trading which is illustrated by the degree of mismatch between available buyers and sellers at a given point in time (Demsetz, 1968).

Liquidity has become a key consideration in determining asset prices (Amihud & Mendelson, 1986; Datar, Naik, & Radcliffe, 1998; Acharya & Pederson, 2005). Fouse (1977) points out that in addition to market risk premium; liquidity is a second, completely independent pricing factor of a financial asset. He suggests that risk premiums and liquidity preference premium play an integral role in explaining variations in the discount rate or expected return. Amihud and Mendelson (1986, 1989) pioneer the study in finding the link between liquidity and asset pricing and propose that more liquid firms have lower expected returns than other firms. Though investors can eventually trade the stock, they have to do so by discounting the value of the stocks according to its illiquidity. It seems reasonable that many investors would only be willing to purchase an illiquid stock if there is an incentive to buying the stock. Likewise, investors pay a liquidity premium when purchasing a highly liquid stock to ensure the ability to liquidate a position immediately. The liquidity premium theory proposes that holders of lower liquidity assets demand higher expected returns as a compensation of bearing more liquidity risk.

Subsequently, extensive studies have been published that comprehensively investigate the influence of liquidity on stock returns. Majority of studies in developed markets find evidence supporting the liquidity premium theory of a negative relation between stock liquidity and its returns. Though this cannot be accepted as unanimous, Datar et al. (1998), Chordia, Subrahmanyam, and Anshuman (2001), Amihud (2002), and Pastor and Stambaugh (2003), all find evidence that liquidity is a significant determinant of stock return in the U.S. market. This negative relationship is also found in other developed stock markets. For example, Chan and Faff (2003) and Marshall and Young (2003) find a significant negative relation for Australian stock market. Martinez, Nieto, Rubio and Tapia (2005) and Marcello and Quiros (2006) provide evidence from the Spanish stock market. Meanwhile, using data from Tokyo Stock Exchange Chang, Faff and Hwang (2010) found a significant negative relationship between liquidity proxies and stock returns in Japanese market. Liquidity as a determinant of stock returns is further confirmed by Li, Sun and Wang (2011) which reported both liquidity level and liquidity risk are priced in Japanese stock market during the period 1975 to 2006. With regards to Hong Kong stock market, Lam and Tam (2011) study indicate that liquidity is an important factor for pricing returns after taking into account well-documented asset pricing factors.

However, the same studies conducted across emerging markets produce opposite results. In contrary to the findings in developed markets, majority of the studies find the relation between liquidity and stock returns is positively related. These findings are somewhat perplexing given the perception that emerging markets have more acute liquidity problems than in developed markets. The evidence can be seen in Jun, Marathe and Shawky (2003), Dey (2005) and Bekaert, Harvey and Lundblad (2007). However, Rouwenhorst (1999) and Lischewski and Voronkova (2012) find liquidity is not priced. Among the justifications for the inconsistency in findings are the relative inefficiency, the liberalisation process associated with emerging equity markets, the approach of the study (Engku-Chik, 2006) and lower degree of integration between emerging equity markets with the world economy (Bekaert & Harvey, 1997). Besides, the methodology and data adopted in the study also contributes to the inconsistency. Some studies use data at the aggregate level (Jun, Marathe, & Shawky, 2003), or by pooled data across countries (Bekaert, Harvey, & Lundblad, 2007; Rouwenhorst, 1999).


There are very limited studies undertaken on the Malaysian market. Among others, Engku-Chik (2006) and Abdul Rahim and Mohd Nor (2006) also provide evidence of positive relation between liquidity and average stock returns. In general over the sample period from January 1994 to December 2003, Engku-Chik (2006) shows that liquidity, as proxied by turnover ratio and turnover liquidity ratio are positively related to stock returns after controlling for other well-known firm characteristics (beta, size, book-to-market and momentum). Consistent with Engku-Chik (2006) and Abdul Rahim and Mohd Nor (2006, 2008), this study finds negative liquidity premium which demonstrates higher liquidity assets are compensated by higher returns. These results are in line with other findings in the emerging markets. However, Ali Ahmed (2009) finds that level of liquidity does contribute in explaining the expected stock return in Malaysia capital market. In contrary to other findings in the Malaysia market, the results are found to be consistent with the study done by Amihud and Mendelson (1986, 1989).

IPO Stock Long-Term Return and Liquidity

IPO long-term return is the cumulative returns over one year or beyond after the listing date. Alternatively, it is the return realised by investors in taking a buy and hold position on the IPO stock issued for a minimum of one year. The empirical evidences on long-term returns of IPO stocks are still inconclusive; with the majority of developed stock markets reporting underperformance (Ritter, 1991; Loughran & Ritter, 1995; Ritter & Welch, 2002) whilst their developing counterparts showing over-performance (Kiymaz, 2000; Chen, Hung, & Wu, 2002; Chan, Wang, & Wei, 2004). For the Malaysian IPO, based on the study by Corhay, Teo and Tourani-Rad (2002) using 258 IPOs listed on both the Main Board and Second Board of Bursa Malaysia for the period of 1992 to 1996, found that Malaysian IPOs have outperformed the market with a mean cumulative abnormal return (CAR) of 41.7% and average buy-and-hold return (BAHR) of 39.6% over a three year period after listing. In addition, Ahmad-Zaluki, Campbell and Goodacre (2007) also report a positive buy and hold returns of 17.86% for IPOs listed on Bursa Malaysia Main Board over the period of 1990 to 2000. Meanwhile Chong (2009) reports a meagre positive equal weighted market adjusted buy-and-hold-return of 0.66% for 132 Main Board samples from 1991 to 2003.

The privatisation literature on long-term stock performance exhibits mixed results. In contrast to private companies’ IPOs, many multi-country studies generally find privatisation IPOs outperform in the long-run (Megginson & Netter, 2001). However, a significant long-term underperformance is found in Aggarwal, Leal and Fernandez (1993) and Comstock, Kish and Vasconcellos (2003). Foerster and Karolyi (2000) however, do not find significant abnormal long-term performance when they examine long-run returns for 333 non-U.S. firms that list stock on U.S. markets. Individual-country studies also show mixed results since Levis (1993) and Menyah, Paudyal and Inyangete (1995) find significant over-performance for U.K. PIPOs, but Paudyal, Saadouni and Briston (1998) and Ahmad-Zaluki et al. (2007) in Malaysia and Jelic and Briston (1999) in Hungary do not find significant abnormal long-term performance.

The existing studies related to liquidity and long-term returns of IPO stocks are very limited. In contrary to majority of findings in developed markets, Eckbo and Norli (2005) show that IPO stocks underperformance disappeared when they control the sample for the differences in liquidity by including liquidity factor in the standard multifactor Fama-French framework and Carhart’s (1997) momentum factor. They assert that IPOs are more liquid than their style matched peer firms. Hence, the expected returns are lower for IPOs and should not under perform if correctly taking into account the liquidity risk. In another study, Roychowdhury (2006) find high liquidity IPO portfolios have more tendencies to underperform as compared to low liquidity portfolios within one or two years after the initial post IPO portfolio formation period. He attributes this finding to the liquidity profile of the IPO market. In particular, the bigger the number of IPO firms in high liquidity portfolios in a given year, then the subsequent future returns could show underperformance. Burrowes, Feldman, Feldman and MacDonald (2004) indicate that the greater liquidity in the initial period would eventually lead to greater returns and trading one year later.

Hypotheses Development

In the Malaysia stock market, Engku-Chik, (2006) and Abdul Rahim and Mohd Nor (2006) findings imply that more liquid stocks in general generates higher return. Therefore, to further explore and observe whether the positive relation between liquidity and returns is extended to IPO stocks long-term return, the following hypothesis is presented:


H1:    There is a positive relation between post-listing liquidity and the long term return of the Malaysian IPO stocks.



As the liquidity issue in Malaysian stock market is partly contributed by the concentrated ownership due to government shareholdings in some corporations, thus, it is expected that the concentrated ownership in IPO companies with government ownership can cause lower liquidity and weaken the relationship between liquidity and long-term return. However, as also argued, the perception of credibility of government back-up provides assurance that companies do not fail thus would boosts confidence among investors to trade government owned stocks. As such it is expected that the positive effect of government credibility will outweigh the negative effect of concentrated ownership by substantial government shareholding. Based on the argument, we examine the moderating effect of government ownership and present H2 as below:


H2:    The government ownership positively moderate the relation between post-listing liquidity and long-term return of the Malaysian IPO stocks



RESEARCH MEASURES AND DESIGN

Measure for Long-Term Return

The study uses Market Adjusted Buy-and-Hold Return (MABAHR) to measure for long-term return. The formula used to calculate MABAHR for company i over the period of N is as follow.
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We calculate MABAHR over the period of 12, 24 and 36 months, where the averaging is done across all IPO firms. MABAHR is calculated using both equally weighted and value-weighted approaches. The value-weighted approach assigns weight to each IPO firms in accordance with the size of the firm while equally-weighted approach assigns the same weight to each firm involved in the sample. The returns of value-weighted calculation are biased towards the largest constituent while the returns of equal-weighted are not biased to the large capitalised firms. However, in the event when the majority of firms are small, then it might be disputed that the returns are biased towards small firms. In the context of new listing companies, long-run underperformance is more profound among smaller rather than bigger firms (Brav & Gompers, 1997). Therefore, value-weighted approach would generally report less severe underperformance compared to equally-weighted approach. The weight ωt is 1/Nt where, Nt is the number of IPOs in the sample. For the value-weighted return the weight ωt is MVi/MVNt where MVi is the market capitalisation of the ith stock upon listing and MVNt is the total market capitalisation of all the IPO stocks in the sample.

The first return period is month 1, the monthly return Rit refers to the difference between the beginning of the month closing price and the closing price on the last trading day of the month on which the stock is traded. However, in order to avoid the potential bias throughout the long-term return analysis, and avoid the effect of flipping; this study excludes the first four days of trading for the first month. Thus, for month 1, the 5th day closing price will be used as its beginning of the month closing. Rmt is the monthly return on KLCI index and is used to adjust the return for each month.

Proxies for Liquidity

The study uses the monthly turnover (MTURN) and turnover volatility ratio (TV) to proxy for liquidity in examining the relation between long-term return and liquidity. Turnover is a widely used proxy for long-term liquidity (Dey, 2005; Eckbo & Norli, 2005) as the data is easily available and consistently produce significant results (Datar et al., 1998; Chordia et al., 2001; Abdul Rahim & Mohd. Nor, 2008; Sapian, Yong, Mohd. Nor, & Abdul Rahim, 2011). In addition, Abdul Rahim and Mohd Nor (2007) show volume based variables are sufficient representation of liquidity and lend a strong support for the theoretical prediction regarding the role of liquidity as an important drivers of expected returns. Here, liquidity proxies are calculated over the period of 12, 24 and 36 months, where the averaging is done across all IPO firms.

The monthly turnover MTURN for the ith stock is computed as:
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Where TVOi,d,t is the share turnover for stock i on day d in month t, and Di,t, is the number of trading days for stock i in month t. Turnover, gives a direct measure of the asset trading frequency. Datar et al. (1998) find that cross section stock returns decline in turnover.


The Turnover Volatility Ratio (TV) is calculated as monthly turnover divided by the standard deviation of stock market returns:
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TVi,N is the turnover-volatility ratio for stock i for N months. MTURNi,N is the average monthly turnover for stock i for N months. STDRMN is the standard deviation of stock market return for N months. N is calculated for 12 months, 24 months and 36 months. The turnover-volatility ratio measure is essentially a volatility-adjusted measure of the turnover ratio. In the context of emerging markets with relatively high levels of market volatility, this measure may be more appropriate to use in estimating the fundamental relation between liquidity and stock returns (Jun et al., 2003; Engku-Chik, 2006). The notion behind this measure is that more liquid markets should be capable of handling higher volumes of trading without large price swings.

Proxy for Government Ownership

Government ownership is represented by dummy GOVT. With respect to this study, an IPO company is considered as having government ownership if it is a government privatisation company (PIPO), a company that is categorised as GLCs and a private company that has substantial shareholding by government agencies (e.g., Khazanah Nasional, Ministry of Finance Inc., Employee Provident Fund and Bank Negara Malaysia) and/or government link investment companies (GLICs – e.g., Lembaga Tabung Angkatan Tentera, Lembaga Tabung Haji, and Permodalan Nasional Berhad) and/or the subsidiary of the above two categories. The list of PIPOs and GLCs are obtained from Economic Planning Unit (EPU) of the Prime Minister Department of Malaysia. As for the private company IPOs, we manually checked the Annual Report of the sample and identify private companies that report the government agencies and GLICs are their substantial shareholders. A dummy GOVT equals to ‘1’ for IPOs having government shareholdings or ownership and ‘0’ otherwise.

Research Design: Model Specification

Model 1
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Model 2
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To capture the effect of liquidity on long-term return of the Malaysian IPO stocks in H1; we regress MABAHR against long-term liquidity variables (MTURN and TV) and the controlling variables using Model 1. Positive sign is expected as Engku-Chik (2006) and other studies on emerging markets reported more liquid stock generally generate higher returns. The study controls for the widely documented offer and firm characteristics such as market adjusted initial return (MAIR5), firm size (SIZE), and market-to book value ratio (MB). In addition BOARD of listing is also included to control the model. Finally, the moderating effect of government ownership on the relation between liquidity and long-term return (H2) is examined using Model 2 with additional test variables of GOVT dummy and the interaction between liquidity proxies and GOVT dummy.

Table 1 presents the elaboration of independent and control variables with regards to IPO literature and their expected sign. The control variables differ in its relationship from prior documentation as in the developed market.


Table 1Definition and expected sign for dependent, independent and control variables



	Variables
	
	Definition and Elaboration

	Expected Sign




	MTURNi,N
	=
	It is monthly turnover and is measured by the monthly turnover for the ith stock.
	Positive (+)



	TVi,N
	=
	The turnover-volatility ratio measure. It is essentially a volatility-adjusted measure of the turnover ratio.
	Positive (+)



	MAIR5
	=
	Market adjusted initial return. It is measured as the difference between the IPO offer price and the closing price of the 5st day of listing adjusted to KLCI index. Negative relation between MAIR and MABAHR is reported by Ritter (1991) for US market; and Tay (1993), Wong and Uddin (2000) and Chong (2009) for the Malaysian IPO.
	Negative (–)



	SIZE
	=
	Size is measured by natural logarithm of the firm market capitalization immediately after listing. Jelic et al. (2001), Corhay et al. (2002) and Ahmad-Zaluki et al., (2007) report that smaller Malaysian company IPOs perform better than larger IPOs. A negative relation between size and MABAHR is expected.
	Negative (–)



	MB
	=
	The natural logarithm of market-to-book value ratio which proxies for the IPO company’s growth potential. Higher growth companies (represented by lower book-to-market or higher market-to-book) are associated with lower return (Loughran & Ritter, 1995) for the US market and Corhay, Teo and Rad (2002) for the Malaysian market.
	Negative (–)



	GOVT*TV
	=
	The interaction effect of government ownership and turnover volatility. Similar to interaction between GOVT*MTURN, a positive sign is also expected for this variable.
	Positive (+)



	BOARD
	=
	A dummy for board of listing. Value ‘1’ is assigned to firms listed on the Main Board and ‘0’ for the Second Board. Ahmad-Zaluki et al. (2007) find no evidence of significant differences between the long run benchmark-adjusted performance of the Main Board and the Second Board IPOs. The Main Board companies are always associated with bigger, more reputable and more profitable companies. Thus, a positive relation with return is expected.
	Positive (+)



	GOVT
	=
	A dummy to represent government ownership in the IPOs firms. Government related or privatisation IPOs (PIPOs) have been found to generate positive long run returns in many countries (Megginson & Netter, 2001). However, in Malaysian studies, Paudyal et al. (1998) and Ahmad-Zaluki et al. (2007) find no evidence of significant differences in the long run performance of private sector and privatisation IPOs. Here a positive relation is expected.
	Positive (+)



	GOVT*MTURN
	=
	The interaction effect of government ownership and monthly turnover. Since government owned companies are claimed to have more concentrated ownership, it is expected that it can lead to lower liquidity and weaken the relationship between liquidity and long-term return. However, the credibility of government back-up in ensuring the companies do not fail would boosts confidence among investors to trade the stocks with government shareholdings. As such the positive relation between liquidity and LT returns are expected to be stronger for IPO stocks with government ownership.
	Positive (+)



Sample Selection

The sample consists of 283 IPO firms listed on both Main Board and Second Board of Bursa Malaysia starting from 1998 to 2008. The number of sample firms is 283 with 53 firms fulfilled the criteria of government ownership and 230 are non-government or private ownership. The ending data for 2008 sample is October 2011 to allow for long-term performance measure. The data is drawn from Securities Commission, Bursa Malaysia Research and Data Centre and Thompson and Learning DataStream.


DATA DESCRIPTION AND EMPIRICAL RESULTS

Descriptive Statistics

Tables 2, 3 and 4 report the descriptive statistics of the sample used in this study. The mean market-adjusted-buy-and-hold-return (MABAHR) is calculated for 12, 24 and 36-month period. Table 2 shows the mean of market-adjusted-buy-and-hold-return (MABAHR) for the whole sample from 1998 to 2008 increasingly underperformed over the 3 year period of analysis, starting with −0.821% for 12-month period to −0.967% for 24-month and falls further to −1.100% for 36-month period. The highest MABAHR for 12-month period from listing (MABAHR12) is 11.89% and the lowest is −9.59%. Meanwhile the highest MABAHR24 is 6.31% and the lowest is −7.90%. Finally MABAHR36 has the highest value of 5.39% and the lowest value of −6.73%. The data also shows that MABAHRS for both IPO with government ownership and private company IPOs underperformed and there is no significance difference between the mean of MABAHR for these two groups for all period of analysis (Refer to Table 3). This finding is not consistent with Ahmad-Zaluki et al. (2007) who reported insignificant overperformance of privatisation IPOs and insignificant underperformance of private company IPOs for 36-month period of analysis.

The analysis of MABAHR by cohort years reveals almost similar pattern with mean returns declining over time (Refer to Table 4). However, the equally-weighted MABAHR (EWMABAHR) for year 2006 and 2008 are positive or outperformed the market for the first 12 and 24 months. The EWMABAHR for 36-month period are all negative except in 1999 with the mean value of 0.105%. The highest negative returns are reported in year 2004 where the mean values are −2.068%, −2.268% and −2.138% for EWMABAHR12, EWMABAHR24 and EWMABAHR36 respectively.

Meanwhile, Table 4 also shows that the value-weighted MABAHR (VWMABAHR) means are found to be −1.431%, −0.560% and −0.490% respectively for the 12-month, 24-month and 36-month period with a minimum of −5.085% for samples listed in 2008 (VWMABAHR12) and a maximum of 2.503% for samples listed in 2006 (VWMABAHR12). On the contrary to EWMABAHR, the overall mean of VWMABAHR shows the opposite pattern. Although the values for VWMABAHR for 12, 24 and 36 months are still negative or underperformed, the percentage is declining. High negative return or underperformance for 2008 was due to a high loss by AXIATA which has the biggest market value for the companies listed in 2008. With 85% proportion of the total market value of IPO companies in that year it inevitably pulled down the overall value-weighted return.

 
Table 2Descriptive statistics for long-term return-liquidity analysis (All sample 1998–2008)

Our samples include 283 IPO stocks listed on Bursa Malaysia from 1998 to 2008. MABAHR12, MABAHR24 and MABAHR36 are market-adjusted-buy-and-hold-return calculated for 12, 24 and 36-month respectively. MTURN12, MTURN24 and MTURN36 are monthly turnover for 12, 24 and 36-month from the listing date respectively, calculated as percentage of monthly trading volume divided by the number of shares outstanding. TV12, TV24 and TV36 are monthly turnover-volatility ratio calculated as turnover ratio divided by the standard deviation of stock market return for the period of 12, 24 and 36-month respectively. MAIR5 is the difference between the closing price of 5th days after the IPO and the IPO offer price, and adjusted for KLCI. The market-to-book ratio (MB) is measured by the market value of equity after listing divided by common shareholders’ equity.



	N = 283
	Mean

	Minimum

	Maximum

	Std. Deviation

	Skewness




	MABAHR12 (%)
	–0.821

	–9.59

	11.89

	3.19

	0.412




	MABAHR24 (%)
	–0.967

	–7.90

	6.31

	2.30

	0.267




	MABAHR36 (%)
	–1.100

	–6.73

	5.39

	1.94

	0.204




	MTURN12 (%)
	11.54

	0.22

	61.01

	11.51

	1.643




	MTURN24 (%)
	9.06

	0.21

	48.23

	8.87

	1.717




	MTURN36 (%)
	7.85

	0.17

	39.18

	7.53

	1.608




	TV12
	120.64

	1.88

	966.74

	136.82

	2.682




	TV24
	86.78

	1.50

	509.29

	92.05

	2.302




	TV36
	70.49

	1.25

	382.37

	68.33

	2.011




	MAIR5 (%)
	23.353

	–44.01

	287.06

	44.35

	2.360




	SIZE (RM)
	151m

	2.71m

	12.62b

	1.05

	1.649




	MB
	1.6533

	0.00

	7.84

	0.87

	2.747




	OFFERSIZE (UNIT)
	74.342m

	1.702m

	3.75b

	283.337m

	10.109




The average means for both EWMABAHR and VWMABAHR show underperformance and are not consistent with the over-performance reported in some studies. Among others, Corhay Teo and Tourani-Rad (2002) report an average three-year buy-and-hold return of 39.6% for 258 IPO stocks listed on both Main Board and Second Board of Bursa Malaysia for the period of 1992 to 1996 while Ahmad-Zaluki, Campbell and Goodacre (2007) report an EWBAHR of 17.86% and VWBAHR of −14.23% for 454 samples listed on both Main and Second Board during 1990 to 2000 period. The differences in the findings could have been due to different period of study.

 
Table 3Government ownership vs. non-government ownership IPOs
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Table 4Long–term return and liquidity analysis by cohort year
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The average monthly turnover (MTURN) also is calculated for the period of 12, 24 and 36 months after listing. Refer to table 2 the IPO sample report the mean turnover of 11.54%, 9.06% and 7.85% respectively for three period of analysis (MTURN12, MTURN24 and MTURN36). The trend shows that the average monthly turnover declines over time with the highest turnover reported in the first 12 months after listing. Subsequently, trading turnover continues to fall. The highest trading turnover for MTURN12 is 61.01% and the lowest is 0.22%. Meanwhile, as for MTURN36 the statistic shows the highest value of 39.18% and the lowest value of 0.17%. Table 3 also reveals that mean monthly turnover for non-Government ownership IPOs are slightly greater than Government ownership IPOs for all three period of analysis. However, the independent sample t-test shows no significant difference in monthly trading turnover between the two groups. Analysis by cohort year in Table 4 reports the highest turnover in 1999 for 12-month average (MTURN12 of 21.15%) and the lowest turnover in year 2007 and 2008 for 36-month average (4% and 4.44%). Lower turnover in year 2007 and 2008 was probably due to the effect of economic slow-down indirectly brought by the U.S. subprime crisis.

The sample also reports the mean turnover-volatility ratio of 120.64, 86.78 and 70.49 respectively for three period of analysis TV12, TV24 and TV36. The monthly turnover-volatility decline over time with the highest volatility reported in the first 12 months after listing (Refer to Tables 2 and 4). Table 3 indicates that the mean turnover volatility ratios for non-government ownership IPOs are significantly greater than government owned IPOs for all three period of analysis with the difference being significant. The result demonstrates that the non-government IPOs have a greater liquidity and are capable of handling higher volumes of trading without large price swings.

Pearson Correlation Coefficient Analysis

The results for Pearson correlation analysis are presented in Table 5. The positive relationship between monthly turnover and turnover volatility supports the idea that both variables are proxies for liquidity. However, a strong significant correlations of 0.717 (MTURN12 and TV12), 0.721 (MTURN24 and TV24) and 0.715 (MTURN36 and TV36) suggest the possibility of multicollinearity. However, the validity of the two measurements is questionable if the correlation is 0.75 and above (Cavana, Delahaye, & Sekaran, 2001). In addition, no multicollinearity assumption is satisfied as the Variance Inflation Factor (VIF) between independent variables for all models is below 10. Most of the factor is below 2.5 except a high multicollinearity detected for dummy interaction variables which are regarded as a model-inherent collinearity (Gatignon & Vosgerau, 2006). The positive relation between monthly turnover (MTURN) and turnover volatility (TV) as well as MABAHR suggests that more liquid stocks have higher long-term return. This relationship is inconsistent with liquidity premium theory (Amihud & Mendelson, 1986) but consistent with empirical evidence of emerging market sample. So, this positive relationship is supported but insignificant.


Table 5Pearson correlations coefficient analysis for independent, dependent and control variables
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For the control variables, market adjusted initial return (MAIR5) is negatively related to EWMABAHR. The relation is significant for EWMABAHR12 and EWMABAHR24. On the other hand, MAIR5 is positively related to VWMABAHR but the relationship is not significant for all period of analysis. SIZE, BOARD of listing and GOVT are negatively related to VWMABAHR for all period of analysis. However, they are positively related to EWMABAHR (with the exception of SIZE and EWMABAHR12). It indicates that bigger size IPO firms in main board and GOVT IPO firms have on average lower value weighted long-term return but greater equal-weighted market adjusted returns. These negative relationships with VWMABAHR are significant for SIZE and GOVT dummy. Additionally, market book value (MB) is positively related to MABAHR but the relationship is only significant for VWMABAHR. Nevertheless, since all the correlations among control variables are below 0.75; therefore, multicollinearity problem is not a concern in this context.

Empirical Results

Relation between liquidity and long-term return

Tables 6(a) and 6(b) report the cross-sectional regression results of the liquidity measures against MABAHR. For robustness of the results, the independent variables are regressed against both the equally-weighted and value-weighted MABAHR under Model 1. As shown in table 6(a) for EWMABAHR the multivariate hierarchical regression analysis which utilises the 12-month, 24-month and 36-month EWMABAHR as the dependent variables against the proxy of long-term liquidity, i.e. monthly turnover (MTURN) and turnover volatility ratio (TV) as primary explanatory variables, show a significant relationship between these variables for MTURN only; i.e. MTURN12, MTURN24 and MTURN36. Table 6(b) shows the same analysis with VWMABAHR as the dependent variables whereby the result shows no significant relationship between the variables, except for the relation between VWMABAHR24 and TV24.

The significant positive relation between liquidity and IPO stock returns on Bursa Malaysia is inconsistent with prior findings in developed markets and the liquidity premium theory of Amihud and Mendelson (1986, 1989), which present the concept that more liquid stocks have lower expected return than other firms. This liquidity premium theory proposes that holders of less liquid stock will demand higher expected return as a result of bearing more liquidity risk. However, this study is in line with Abdul Rahim and Mohd Nor (2006, 2008) who found negative liquidity premium in the Malaysian stock market as well as Rowenhorts (1991) and Dey (2005) for other emerging market data. This finding demonstrates higher liquidity assets are compensated by higher return. Thus, the negative liquidity premium found in the Malaysian stock market also affects the return of IPO stocks. This is justifiable as IPO stocks have bigger negative liquidity premium since the stocks are found to be more liquid than non-IPO firms stocks (Eckbo & Norli, 2005). Furthermore, this contradictory finding is not an unusual trend in emerging market because Pastor and Stambaugh (2003) clarify that the value of portfolio that is more susceptible to liquidity drops dramatically owing to macroeconomic shocks that threatens market liquidity, forcing the affected investors to liquidate their stocks. In the same line of argument, a possible explanation for this finding could be due to the behaviour of investors as explained by Sapian, Yong, Mohd Nor and Abdul Rahim (2011). If the investors feel the level of liquidity is high, they would expect to yield a higher return on the IPOs. As a result, the Malaysian investors are willing to purchase shares at a higher price for higher liquidity IPO shares. The more frequent IPOs are traded after listing, the more likely it will attract attention and be more demanded by investors which subsequently create pressure on IPO prices and therefore their returns.


Table 6(a)Cross sectional regression of proxies of liquidity with EWMABAHR

Our samples include 283 IPO stocks listed on Bursa Malaysia from 1998 to 2008. EWMABAHR12, EWMABAHR24 and EWMABAHR36 are equal weighted market-adjusted-buy-and-hold-return calculated for 12, 24 and 36-month respectively. MTURN12, MTURN24 and MTURN36 are monthly turnover for 12, 24 and 36-month from the listing date respectively, calculated as percentage of monthly trading volume divided by the number of shares outstanding. TV12, TV24 and TV36 are monthly turnover-volatility ratio calculated as turnover ratio divided by the standard deviation of stock market return for the period of 12, 24 and 36-month respectively. MAIR5 is the difference between the closing price of 5th days after the IPO and the IPO offer price, and adjusted for KLCI. SIZE is the natural logarithm of firm size, measured by the market capitalisation after listing. BOARD is a dummy for board of listing on Bursa Malaysia, value ‘1’ is assigned for IPO firms listed on main board and ‘0’ for second board. The market-to-book ratio (MB) is measured by the market value of equity after listing divided by common shareholders’ equity.
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As for the control variables, market adjusted initial return (MAIR5) is found to be a significant predictor for EWMABAHR12 and EWMABAHR24, but not a significant predictor for all VWMABAHR regressions and EWMABAHR36. As documented in the literature, findings on the relationship between MAIR5 and MABAHR are inconclusive. However, the insignificant relationship between MAIR5 and EWMABAHR36 is consistent with that of Yong, Yatim and Sepian (1999) and Chong (2009) as their three-year MABAHR is equivalent to 36-month period. Furthermore, the market-to-book value has no significant relation with EWMABAHR and VWMABAHR for all period of analysis. In addition, SIZE is found to be a significant predictor for 36-month EWMABAHR. The positive sign of the coefficient indicate bigger IPO firms perform relatively well in long-term. This is inconsistent with evidence of superior performance for small IPO firms found by Ahmad Zaluki et al. (2007) and Jelic et al. (2001). Although insignificant, the findings in VWMABAHR supported the superior performance of small IPO firm in all period of analysis. Meanwhile BOARD of listing positively influence return in all period of analysis but the relationship is only significant for 12-month EWMABAHR. This indicates IPO listed on main board have greater long-term performance only after the first year of listing. Thereafter, consistent with Ahmad-Zaluki et al. (2007) there is no difference between the performances of IPOs listed on Main Board and Second Board of Bursa Malaysia.


Table 6(b)Cross sectional regression of proxies of liquidity with VWMABAHR

Our samples include 283 IPO stocks listed on Bursa Malaysia from 1998 to 2008. EWMABAHR12, EWMABAHR24 and EWMABAHR36 are equal weighted market-adjusted-buy-and-hold-return calculated for 12, 24 and 36-month respectively. MTURN12, MTURN24 and MTURN36 are monthly turnover for 12, 24 and 36-month from the listing date respectively, calculated as percentage of monthly trading volume divided by the number of shares outstanding. TV12, TV24 and TV36 are monthly turnover-volatility ratio calculated as turnover ratio divided by the standard deviation of stock market return for the period of 12, 24 and 36-month respectively. MAIR5 is the difference between the closing price of 5th days after the IPO and the IPO offer price, and adjusted for KLCI. SIZE is the natural logarithm of firm size, measured by the market capitalization after listing. BOARD is a dummy for board of listing on Bursa Malaysia, value ‘1’ is assigned for IPO firms listed on main board and ‘0’ for second board. The market-to-book ratio (MB) is measured by the market value of equity after listing divided by common shareholders’ equity.
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Overall, all the regression results for H1 exhibit lower degree of explanatory power, with the strongest model shown in regression VWMABAHR12 accounted for 8.6% adjusted R2. However, despite poor explanatory power the expected signs of monthly turnover are as predicted and are consistent with the earlier results in the Pearson correlation analysis for all EWMABAHR regressions. Meanwhile, the expected signs of MTURN for VWMABAHR regressions are only consistent with Pearson correlation for VWMABAH12. The expected signs of turnover volatility ratio (TV) on the other hand are mixed. It is consistent with prediction of positive relation for EWMABAHR36, VWMABAHR24 and VWMABAHR36. Based on the results discussed above, H1 is substantiated with regards to equal-weighted market-adjusted-buy-and-hold-returns when monthly turnover is the proxy for liquidity. There is insufficient evidence to validate the same relationship for VWMABAHR as there is only a weak link found between TV24 and VWMABAHR24. Besides, the regression model of this study has a satisfactory goodness of fit with significant F-values (ρ < 0.001). Collectively, this model is able to provide a significant predictive power in explaining the relation between liquidity and long-term IPO returns.

The effect of government ownership on the relation between liquidity and return

Subsequently, to answer H2 using Model 2, we examine the moderating effect of government ownership on the relationship between liquidity and long-term return. The results of regression are reported in Table 7(a) for EWMABAHR and 7(b) for VWMABAHR. Despite the significant F-values, step 1 of the model found that GOVT alone has no significance influence on the long-term return of both EWMABAHR and VWMABAHR for all period of analysis. This finding is consistent with Paudyal et al. (1998) and Ahmad-Zaluki et al. (2007) that there is no evidence of significant differences in the long run performance between government related or privatisation IPOs and private IPOs. However, with regards to interaction between GOVT dummy and liquidity proxies (step 2), the results indicate that monthly turnover of GOVT has a significant positive influence on EWMABAHR12 but negative influence on EWMABAHR24 and 36. Although the negative sign of relationship is not as predicted, the negative influence of government ownership IPOs monthly turnover is significant for EWMABAHR36. Turnover volatility ratio of government ownership IPOs on the other hand significantly and positively influences EWMABAHR24 and EWMABAR36 as predicted. Moreover, based on Table 7(b) monthly turnover of government ownership IPOs has no significant influence on VWMABAHR for all period of analysis. Nonetheless, turnover-volatility ratio of government ownership IPOs significantly and positively predicts VWMABAHR24. From the finding we can summarise that government ownership positively and significantly moderate the relation between liquidity and long-term return mostly through turnover volatility ratio. On the other hand, the government ownership positively and significantly moderate monthly turnover proxy of liquidity and return only for 12-month after listing but negatively moderate the relationship after 24 and 36 month of listing.

The results show that the positive effect of government ownership outweighs the negative effect of concentrated ownership. The government reputation seems to have a significance influence to boost confidence among investors to trade the stocks which eventually enhance the long-term performance of the firms. This result refutes the view of the former Chief Executive officer of Bursa, Malaysia Dato’ Yusli Bin Mohamed Yusoff that substantial shareholding by government in top-tier companies partially contributes to the liquidity issue in the Malaysian capital market. The explanation to this finding might be due to positive perception of investors on the liquidity and return of government owned IPO shares. The investors are willing to purchase government owned shares at a higher price for higher liquidity. As argued earlier, greater demand for the stocks will creates pressure on IPO prices and therefore their returns. Even though the price goes down, the loss-averse investors will keep the stock hoping that over time they can sell for a profit and realise a gain. At the same time, investors will continue buying the stocks at the lower price. This favourable treatment frequently happens to stocks with government shareholding because the investors believe sooner or later there will be good news from the company and the price will go up for them to realise the profit.

Overall the regression results for Model 2 exhibit better degree of explanatory power than regression results for Model 1. It has significant F-values for all period of analysis. As such the study found evidence that government ownership has a significant influence on the relation between liquidity and long-term return. The influence of government ownership on the positive relation between liquidity and long-term return is found mostly significant for EW analysis. In short, H2 is substantiated for EWMABAHR as the evidence indicates IPO stocks with government ownership have a stronger influence on the positive relation between liquidity and long-term return. Nevertheless, there is insufficient evidence to validate the case for VWMABAHR. The only significant effect is found between government IPOs turnover volatility and VWMABAHR24.

 
Table 7(a)Cross sectional regression of proxies of liquidity with EWMABAHR: The effect of government ownership

Our samples include 283 IPO stocks listed on Bursa Malaysia from 1998 to 2008. EWMABAHR12, EWMABAHR24 and EWMABAHR36 are equal weighted market-adjusted-buy-and-hold-return calculated for 12, 24 and 36-month respectively. MTURN12, MTURN24 and MTURN36 are monthly turnover for 12, 24 and 36-month from the listing date respectively, calculated as percentage of monthly trading volume divided by the number of shares outstanding. TV12, TV24 and TV36 are monthly turnover-volatility ratio calculated as turnover ratio divided by the standard deviation of stock market return for the period of 12, 24 and 36-month respectively. MAIR5 is the difference between the closing price of 5th days after the IPO and the IPO offer price, and adjusted for KLCI. SIZE is the natural logarithm of firm size, measured by the market capitalisation after listing. BOARD is a dummy for board of listing on Bursa Malaysia, value ‘1’ is assigned for IPO firms listed on main board and ‘0’ for second board. The market-to-book ratio (MB) is measured by the market value of equity after listing divided by common shareholders’ equity. GOVT are derived from government privatisation companies, companies that have shareholding by government link investment corporations (GILCs) and also the subsidiary of the above two categories. Value ‘1’ is assigned to GOVT IPOs and ‘0’ otherwise. GOVT*MTURN is the interaction between GOVT dummy and monthly turnover and *GOVT*TV is the interaction between GOVT dummy and turnover volatility.
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Table 7(b)Cross sectional regression of proxies of liquidity with VWMABAHR: The effect of government

Our samples include 283 IPO stocks listed on Bursa Malaysia from 1998 to 2008. EWMABAHR12, EWMABAHR24 and EWMABAHR36 are equal weighted market-adjusted-buy-and-hold-return calculated for 12, 24 and 36-month respectively. MTURN12, MTURN24 and MTURN36 are monthly turnover for 12, 24 and 36-month from the listing date respectively, calculated as percentage of monthly trading volume divided by the number of shares outstanding. TV12, TV24 and TV36 are monthly turnover-volatility ratio calculated as turnover ratio divided by the standard deviation of stock market return for the period of 12, 24 and 36-month respectively. MAIR5 is the difference between the closing price of 5th days after the IPO and the IPO offer price, and adjusted for KLCI. SIZE is the natural logarithm of firm size, measured by the market capitalisation after listing. BOARD is a dummy for board of listing on Bursa Malaysia, value ‘1’ is assigned for IPO firms listed on main board and ‘0’ for second board. The market-to-book ratio (MB) is measured by the market value of equity after listing divided by common shareholders’ equity. GOVT are derived from government privatisation companies, companies that have shareholding by government link investment corporations (GILCs) and also the subsidiary of the above two categories. Value ‘1’ is assigned to GOVT IPOs and ‘0’ otherwise. GOVT*MTURN is the interaction between GOVT dummy and monthly turnover and *GOVT*TV is the interaction between GOVT dummy and turnover volatility.
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CONCLUSION

The results for the cross-sectional relation between liquidity and IPO stock returns is consistent with the findings of Engku-Chik (2006) and Abdul Rahim and Mohd Nor (2006) for long term performance on season stocks and Jun et al. (2003) findings for emerging market of positive and significant relation. This finding is inconsistent with prior findings in developed markets and the liquidity premium theory of Amihud and Mendelson, (1986, 1989) that holders of less liquid stock will demand higher expected return as a result of bearing more liquidity risk. This study agrees with Abdul Rahim and Mohd Nor (2006) who found negative liquidity premium in the Malaysian stock market. The finding demonstrates that higher liquidity stocks are compensated with higher return. However, the negative liquidity premium found in the Malaysian stock market affects the return of IPO stocks as well. This is justifiable as IPO stocks have bigger negative liquidity premium since the stocks are found to be more liquid than non-IPO firms stocks (Eckbo & Norli, 2005). The result of this study is also akin to Burrowes et al. (2004) who reveal the fact that the more active the trading of IPO stocks in the initial period, the greater the returns and trading one year later.

Finally, the moderating effect of government shareholding on the relationship between liquidity and long-term return is found to be significant for equally weighted return. Although the concentrated ownership found in the Malaysian companies especially within government owned companies are expected to have a negative effect and weaken the relationship between liquidity and return as claimed, the credibility of government support in ensuring the companies do not fail either financially or other means of support boosts confidence among investors or traders to trade the government owned stocks. As such, based on the findings we can ascertain that the positive effect outweighs the negative effect of the government shareholding in the Malaysian IPO firms.
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ABSTRACT

This research investigates the effect of internal corporate governance mechanisms (e.g. board characteristics and ownership structure) on corporate value. The paper extends the previous literature in this area and provides evidence to this effect using a sample of listed companies on the Bahrain Stock Exchange (BSE). In addition to Pearson correlation, this paper employs the Ordinary Least Square (OLS) regression analysis to test the association between board characteristics and ownership structure as independent variables and corporate value (the dependent variable) measured by three different measures namely Tobin’s Q; return on assets (ROA); and earnings per share (EPS). Statistical analysis, three models of OLS regression, revealed that board characteristics and ownership structure variables have a statistically significant effect on corporate value especially when measured by EPS. The scope of this study is limited to relatively listed companies on BSE. Finally, it would be interesting to duplicate this study in other countries, which have many similarities to the Bahraini environment.
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INTRODUCTION

The literature on the topic of corporate governance (CG) has grown quite large because the CG concept is a wide term which encompasses different aspects. Awareness of CG increased significantly due to various financial scandals. A number of studies (e.g., Byrne, 2002; Deakin & Konzelmann, 2004) argue that financial scandals have long been one of the main drivers of CG because corporate failures such as Enron and WorldCom are often attributed to inadequate CG practices. The failure of corporations appears to have been a case of mismanagement of corporate risk and conflicts of interest between the board and shareholders. Du and Dai (2005) provide evidence on the importance of CG from nine of East Asian economies that are Hong Kong, Indonesia, Japan, Malaysia, the Philippines, Singapore, South Korea, Taiwan and Thailand. They revealed that weak CG contributes to the severity of corporate value losses during the Asian financial crisis. The main objective of the current research is to examine the effect of CG mechanisms, especially issues related to board characteristics and ownership structure, as well as firm attributes on corporate value. It is argued that CG can be seen as the set of internal and external mechanisms which attempt to align incentives of managers with those of shareholders, and hence motivate managers to work harder toward maximising corporate value (Omran, 2009).

The board is considered one of a central institution in the internal CG mechanisms of a company to monitor managers (Fama, 1980) which is responsible for the company’s major business decisions. The board can be a good monitoring device for shareholders if its structure is such as to ensure its independence from management. Board characteristics, such as the distinction between the chief executive officer (CEO) and the chairman, and the percentage of non-executive (outside directors) in the board can be seen as among the internal mechanisms of CG. Booth, Cornett and Tehranian (2002) identify two measures of independence on the board: the percentage of outside directors on the board and whether the CEO also serves as the board chairperson. Furthermore, appointing outside directors to the board appears to be an effective CG mechanism to reduce the agency problem and increase earnings quality (Peasnell, Pope, & Young, 2000; Klein, 2002). Therefore, the structure of the board has received much attention from regulators. However, there are also grounds for expecting that the board of directors is complementary to some aspects of ownership structure (O’Higgins, 2002; Higgs, 2003; Donnelly & Kelly, 2005). For example, a number of studies have documented the impact of outside directors on corporate value. Black, Jang and Kim (2006) confirmed that the increase in the number of outside directors leads to a rise in the market value of companies. In Japan, the same results reported by Kaplan and Minton (1994) who provided evidence that, outside directors improves corporate value.

Moreover, the effect of ownership structure on corporate value has received considerable attention in the literature. A number of studies were conducted to examine this relation. The centre of this investigation lies on the agency theory (Jensen & Meckling, 1976). Chi and Wang (2009) identified two common agency problems: first arising from the separation of ownership and management, when the owners do not manage the firm by themselves. The second problem arises as a result of the different interests of managers, owners and outside shareholders as well as those between controlling and minority shareholders (Berle & Means, 1932; Jensen & Meckling, 1976; Shleifer & Vishny, 1986).


A number of studies have suggested ways to manage these problems and reduce agency costs. For example, Jensen and Meckling (1976) proposed that managerial ownership could help to control agency problems and increase corporate value by reducing private perquisite consumption. Kaplan and Minton (1994) suggested ownership concentration as another control mechanism that helps control these problems. Shleifer and Vishny (1986) argued that concentrated ownership might improve performance by increasing monitoring and alleviating some agency problems. On the other hand, Earle, Kucsera and Telegdy (2005) suggested that large shareholders might exercise their control rights to create private benefits, sometimes expropriating smaller investors. Studies on the area of ownership structure could be classified into two main aspects according to approaches used: the first considers the concentration of shares owned by main shareholders or ownership concentration (e.g.: Maher & Anderson, 1999; Leech & Leahy, 1991), while the second considers the type of investors or ownership identity (e.g.: Denis & McConnell, 2003; Claessens, Djankov, Fan, & Lang, 1998). The present study is more related to the first aspect and examines the role played by ownership concentration (e.g. the fraction of shares owned by the three largest shareholding interests).

The Kingdom of Bahrain, which is a member of the Gulf Co-operation Council (GCC), is the focus of the current study, as an example for emerging markets. It is one of the most open economies in the Middle East and North Africa region and has been experiencing solid economic performance in recent years. Moreover, it is one of the world’s leading international finance centers. The Bahrain Stock Exchange (BSE), which officially commenced operations in 1989, has grown significantly in the number of listed securities with currently 49 companies. Emerging markets are some of the fastest growing economies in the world and represent countries that are experiencing a substantial economic transformation. Such economies are home to approximately 80% of the world’s population and constitute the primary destinations not only for exports but also for direct investment (Baena, 2011).

The current study is justified on the following grounds: (1) it extends the prior research on corporate value and investigates empirically the relationship between internal CG mechanisms and the corporate value of Bahraini listed companies (2) The study could help in providing benefits to investors and regulators, especially because the Bahraini government is starting to apply its CG code. (3) It may help in studying other capital markets in the area especially the Gulf Co–operation Council countries which may also contribute to the accounting literature on emerging markets (EM).


THE PROFILE IN THE CONTEXT OF BAHRAIN

The Kingdom of Bahrain is the financial capital of the Middle East, enjoying a geographical and time-zone location mid-way between the Asian and European markets. It has launched a wide range of economic initiatives aimed at diversifying the economy and stimulating growth and economic stability. Bahrain aims to create the right climate to attract more foreign investment in order to ensure sustainable growth and to create increased employment opportunities. This leads to a growing concern for a high profile regarding CG in Bahrain. Such critical interest attracts a great deal of attention from practitioners and communities such as managers, shareholders, investors and regulatory agencies.

A Corporate Governance Code (CGC) in Bahrain, which has been effective since the beginning of 2011, aims to make the CG system transparent and understandable for both national and international investors in a well-liberalised and transparent economic system. All companies to which this code applies should be in full compliance by the end of 2011. At every company’s annual shareholder meeting held after 1 January 2011, CG should be an item on the agenda for information regarding the company’s governance. The role of directors in companies is defined also in the Commercial Companies Law 2001 and its Executive Regulations. The law specifies the requirement for a board of directors, its overall responsibilities, the composition of the board of directors and voting rights. Amendments to the law were generally directed towards CG issues such as the annual meeting, communication with third party, relationships with shareholders and disclosure requirements (Hussain & Mallin, 2003).

According to Bahrain Bourse (2010) Report, the year 2010 witnessed several considerable achievements, not only on the Bahrain Stock Exchange (BSE) level, but also on the Bahraini capital markets level in general. Royal Decree No. 60 was issued regarding the establishment of Bahrain Bourse Company as a Bahraini Shareholding Closed Company B.S.C. to replace BSE. This step has been taken to go in line with the bourse’s capability to meet the modern administrative requirements of international exchanges, as well as the commercial standards that are deemed necessary to meet the rapid developments witnessed in modern stock exchanges. This is also supporting the bourse’s capability to play a greater role in the economic development of the Kingdom of Bahrain and enhance its capability to attract and maintain local and foreign investments. During 2010, Bahrain Bourse joined the Association of National Numbering Agencies (ANNA). Further, the number of public shareholding companies listed on the bourse rose to 49, of which 5 are non-Bahraini, bringing up the market capitalisation of the Bahraini companies to around BD 7.56 billion (BD, a Bahraini Dina, equals US$ 2.65) (Bahrain Bourse, 2010).


LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT

In the light of the objective of the current study, the relevant literature can be classified into two groups of research. The first examines the relationship between board characteristics and corporate value; while the second examines the association between ownership structure and corporate value, the literature related to these areas is considered as follows.

Board Characteristics and Corporate Value

The board of directors is considered pivotal in CG literature. However, the board is just one of several CG mechanisms (Donnelly & Kelly, 2005). The board provides a key monitoring function in dealing with agency problems in the firm (Lefort & Urzú, 2008). The structure of the board has received much attention from regulators as one part of the internal CG mechanism. The board of directors of any firm plays an essential role in setting the firm’s strategic goals and in selecting the strategies and general policies that govern the work flow inside the firm. The board has the obligation to determine the firm’s overall strategy, and to ensure that adequate controls are in place to protect shareholder value (Keenan, 2004). In Egypt, Samaha, Dahawy, Hussainey and Stapleton (2012) assessed the extent of CG voluntary disclosure and the impact of a comprehensive set of CG attributes (board composition, board size, CEO duality, director ownership, blockholder ownership and the existence of audit committee) on the extent of CG voluntary disclosure. The findings indicate that the extent of CG disclosure is lower for companies with duality in position and higher ownership concentration and increases with the proportion of independent directors on the board and firm size. The results of the study support theoretical arguments that companies disclose CG information in order to reduce information asymmetry and agency costs and to improve investor confidence in the reported accounting information.

In practice, corporate boards delegate most of their duties to the management team but retain the power to hire, compensate and, if necessary, replace the top executives (Fama & Jensen, 1983). The ultimate responsibility for corporate decisions, however, remains with the board. Several board characteristics (e.g.: board size, board composition, role duality) have been examined in the literature (John & Senbet, 1998; Kiel & Nicholson, 2003; Pye, 2000; Yarmack, 1996). Following Jensen (1993) who argued that three board characteristics are affecting the monitoring potential of a board namely board size, board composition and CEO/Chair duality. They are discussed in the current study as follows:


Board size

The number of directors on the firm’s board can play a critical role in monitoring the board and in taking strategic decisions. Board size affects the efficiency of the board’s control function. Previous studies showed that a board’s ability to monitor and make important corporate decisions increases with its size (Dalton, Daily, Ellstrand, & Johnson, 1998; John & Senbet, 1998; Kiel & Nicholson, 2003). For instance, Dalton et al. (1998) argued that large boards are valuable for the variety of experiences the members bring to the board decision making. They suggest that a larger board is more effective in preventing corporate failure. However, other studies argued that firms with large boards are less effective than firms with a small board. For example, Jensen (1993) and Pye (2000) pointed out that a limited number of board members is important to make effective CG mechanisms. Yermack (1996) found that firms with small boards have increased quality of monitoring and decision making by the board of directors. According to this argument, firms with small boards have higher market values and provide stronger CEO performance incentives from compensation and threat of dismissal than firms with larger boards. Hermalin and Weisbach (2003) reported that board size is negatively related to corporate value and the quality of decision-making. In the light of the above discussion, it can be concluded that empirical research examining the relationship between board size and corporate value has provided inconclusive results. Accordingly, the first hypothesis is formulated as follow:


H1:    Board size has a significant effect on corporate value.



Board composition (percentage of outside directors)

The CG literature emphasises the role of outside directors in resolving agency problems through the design of incentive contracts for executives and the monitoring of management behaviour (Fama & Jensen, 1983; Firth, Fung, & Rui, 2007). Outside directors are motivated to work in the best interests of the minority shareholders as they bear considerable reputation costs if they fail in their duties (Srinivasan, 2005). Fama and Jensen (1983) argued that non-executive directors act as a reliable mechanism to diffuse agency conflicts between managers and owners. They are viewed as providing the necessary checks and balances needed to enhance board effectiveness. Moreover, it was argued that outside directors seem to be more influential in terms of board decision-making (Pye, 2000). Boards dominated by outsiders are in a better position for monitoring and controlling managers (Dunn, 1987). Fama and Jensen (1983) declared that outside directors have incentives to act as monitors of management because they want to protect their reputations as effective and independent decision makers.


A number of empirical studies were carried out to investigate the relationship between the board composition and corporate value. For instance, Lefort and Urzúa (2008) investigated the effect of outside directors as an internal CG mechanism in companies with high ownership concentration by using a sample of 160 Chilean companies for a period of four years. They reported that an increase in the proportion of outside directors affects company value. Also companies that present more exacerbated agency conflicts tend to incorporate professional directors to the boards, in an effort to improve CG and ameliorate the agency problem. Using a sample of 52 newly privatised Egyptian listed companies in the period from 1995 to 2005, Omran (2009) provided evidence that outside directors are an effective CG mechanism and argued that the higher proportion of outside directors has a positive effect on corporate value.

Furthermore, Choi, Park and Yoo (2007) reported that the increase in the percentage of outside directors is positively associated with an increase in corporate value as measured by Tobin’s Q. Peng (2004) provided evidence on the positive effect of outside directors on corporate value from a sample of Chinese listed firms when performance was measured in terms of sales growth. In the same line, Booth et al. (2002) reported the same results by using the market value and net income to measure the corporate value. Also, Black, Jang and Kim (2006) who explored the factors affecting board composition in Korea found that the percentage of outside directors in Korean firms has a positive correlation with Tobin’s Q.

In contrast, a negative relationship between outside directors and corporate value was reported. For example, Klein (2002) found a significant negative association between the magnitude of abnormal accruals and the percentage of outside directors on the board. Furthermore, in the U.K., Peasnell, Pope and Young (2000) provided evidence of a significant negative association between income-increasing accruals and the proportion of outside board members.

On the other hand, a number of studies (Hermalin & Weisbach, 1988; Anderson & Reeb, 2003) concluded that there is no relationship between the percentage of outside directors and corporate value. For example, Chen, Cheung, Stouraitis and Wong (2005) examined the effect of CG on corporate value using a sample of 412 publicly listed companies in Hong Kong during 1995–1998. They concluded that the composition of the board of directors as one of CG mechanism has little impact on corporate value. Similarly, in the U.S., Hermalin and Weisbach (2003) pointed out that firms with a higher proportion of outside directors are not significantly associated with superior corporate value.


In the light of the above, it appears that the literature provided mixed findings regarding the relationship between board composition and corporate value. Accordingly, the following hypothesis can be formed:


H2:    the percentage of outside directors has a significant effect on corporate value.



CEO/Chair duality

One of the essential concerns in CG is the board’s leadership structure or CEO/Chair duality (means the same person holding the positions of company CEO and chairman of the board of directors). Literature on CG has argued that the separation between CEO and chairperson positions can improve the efficiency and effectiveness of internal control systems in companies, consequently, corporate value will be affected. When the chairman of the board of directors also takes the role of the CEO, the effectiveness of the board to monitor top management is decreased (Firth et al., 2007). Jensen (1993) argued that when the CEO also holds the position of chairman of the board, internal control systems fail as the board cannot effectively perform its key control functions. In contrast, Brickley, Coles and Jarrell (1997) argued that the separation of duties incurs costs and they found that these costs outweigh the benefits in large U.S. companies.

Empirical studies have reported different results. For instance, Chen et al. (2005) confirmed a negative relationship between CEO/Chair duality and corporate value when measured by return on assets, return on equity, and the market-to-book ratio. However, other studies reported that the separation between the two positions, chairperson and CEO has no significant impact on corporate value (Brickley et al., 1997; Vafeas and Theodorou, 1998). In the same line, Omran (2009), in Egypt, reported that corporate value is not affected by a separation between CEO and chairperson positions. In the light of the above, the following hypothesis can be suggested:


H3:    The separation between CEO and chairperson positions has a significant effect on corporate value.



Ownership Structure and Corporate Value

The literature in the area of the current research provides conflicting results regarding the effect of ownership concentration on corporate value. It is argued that large shareholders have the capability of monitoring and controlling managerial activities. Therefore, they are liable to contribute to the corporate value (Shliefer & Vishny, 1986). Further, La Porta, Lopez-de-Silanes, Shleifer and Vishny (2002) pointed out that ownership concentration is more likely to have a positive effect on corporate value, especially in situations where control by large equity holders may act as a substitute for legal protection in countries with weak investor protection and less developed capital markets. Ownership concentration can increase the possibility of exerting control over professional managers and obtaining a better performance for the company. In the U.S.A, Shleifer and Vishny (1986), McConnell and Servaes (1990) and also Boubakri, Cosset and Guedhami (2005) reported a strong positive relation between ownership concentration and corporate value.

Similarly, using panel data for 64 publicly listed companies on the Saudi Stock Exchange (SSE), Soliman (2010) reported that firm financial performance, when measured by return on assets (ROA) and return on equity (ROE), is improved as ownership concentration increases of listed companies in the Kingdom of Saudi Arabia. In Turkey, Gürsoy and Aydoğan (1998) examined the impact of ownership structure of the Turkish nonfinancial firms listed on the Istanbul Stock Exchange (ISE) on corporate value by using a sample of 106 firms in 1992, and 194 of firms in 1998. They reported that there is a significant effect of ownership concentration on corporate value and higher concentration leads to better market performance. Earle et al. (2005) examined the impact of ownership concentration on corporate value using panel data for 168 firms listed on the Budapest Stock Exchange (BSE) in 1996 and 2000. The findings showed that only when concentration is measured by the largest shareholder there is a significant positive statistic effect on corporate value. In the same study, other shareholders have coefficients that are negative and statistically insignificant. The authors found that when concentration increased in the hands of a single large shareholder, corporate value is improved, whilst increased ownership by other shareholders does not improve performance and may even decrease it.

In Jordan, Jaafar and El-Shawa (2009) employed the two-stage least square (2SLS) regression on a sample of 103 firms listed on the Ammam Stock Exchange for the financial years 2002–2005 to examine the effects of ownership concentration and board characteristics on corporate value. In addition to the accounting and market measurers, ROA and Tobin’s Q, which was used to measure firm performance, the study used three control variables namely firm size; gearing; and industry type to control their expected influence on firm value. Jaafar and El-Shawa (2009) reported that ownership concentration has a positive and significant effect on corporate value.

Moreover, Kim (2006) examined the impact of concentrated family ownership on firm productivity performance by using the data on Korean manufacturing firms from 1991 to 1998. The results showed that family ownership concentration is associated positively with firm-level productivity performance. Claessens and Djankov (1999) investigated the relationship between ownership concentration and corporate value by using 706 Czech firms over the period 1992 through 1997. They reported that the more concentrated the ownership, the higher the firm profitability and labor productivity. The authors estimated an inverse U-shaped relationship in the Czech Republic. In the same line, Drakos and Bekiris (2010) found a positive relation between the largest shareholder and corporate value of companies listed in the Athens stock exchange.

In contrast, Demsetz and Villalonga (2001) examined the roles played by two aspects of ownership structure, first ownership concentration (by the five largest shareholding interests) and second the fraction of shares owned by management in the 223 U.S. firms. For ownership concentration, they reported a negative insignificant relation. Leech and Leahy (1991) reported a negative relationship between ownership concentration and corporate performance when performance is measured as profitability.

On the other hand, other studies have reported different results. Cole and Mehran (1998) investigated the relationship between ownership concentration and corporate value, using a sample of 94 thrift institutions that converted from mutual to stock ownership between 1983 and 1987. The authors did not find a link between corporate value and ownership by the largest institutional or non-institutional outside blockholders. Demsetz and Lehn (1985) reported that concentrated ownership is not associated with better operating performance or higher firm valuation. The same result is declared by Chen et al. (2005) who analysed a sample of 412 publicly listed companies in Hong Kong during 1995–1998 to examine the effect of concentrated family ownership on firm operating performance. Moreover, Chang and Shin (2007) examined whether firms with high concentrated ownership and lower outside investor participation impact on corporate value using a sample of 255 controlling family ownership (165 are private and 90 public firms) listed on the Korea Stock Exchange. The results revealed no relation between concentrated family ownership and corporate value. Correspondingly, Omran et al. (2008) investigated the ownership concentration and its implications for CG, and its effects on corporate value using a sample of 304 firms from different sectors of the economy from several Arab countries including Egypt, Jordan, Oman and Tunisia. The results indicated that ownership concentration does not seem to have a significant impact on Arab firms’ profitability and performance measures. The same result was declared by Karathanassis and Drakos (2004) who investigated whether ownership concentration affects corporate value in the Greek stock market by using a sample of 59 listed firms in the Athens Stock Exchange for the period 1996–1998. They failed to find any relation between ownership concentration and corporate value in the Greek Capital market.


In the light of the above results, the following hypothesis can be formulated:


H4:    There is a significant relationship between ownership concentration and corporate value.



The above main hypothesis can be broken into the following sub-hypotheses as follows:


H4a:  There is a significant relationship between the first largest shareholder and corporate value.

H4b:  There is a significant relationship between the second largest shareholder and corporate value.

H4c:  There is a significant relationship between the third largest shareholder and corporate value.



RESEARCH METHOD

This section is devoted to explaining the methodology that was adopted in the study, where the researcher obtained the data and how the dependent and independents variables are identified. Also the form of data analysis being undertaken to test the hypotheses developed earlier in this research.

The Sample

In selecting the sample for the study, the following criteria are used:


	Stocks of the firms must have been listed on the BSE for at least three continuous years from (2008–2010) as of the end of 2010.

	The identity of the chairman and CEO (or equivalent position such as managing director, general manager, or president) should be reported in the annual reports or on the firm’s web site.

	Closed firms are excluded from the selected companies.


By applying the above criteria, a number of firms were excluded, some because of being de-listed and suspended as an international investment group and others because of being a new listing such as Aluminum Bahrain (Alba). Other firms were excluded because of insufficient data available. Complete data, three continuous years from 2008 to 2010, for all variables in the current study were available for only 43 out of 49 listed firms at the end of 2010 with total observations of 135 firms. Detailed information on variables of board characteristics and ownership structure was collected from the firms’ annual reports of the years 2008, 2009 and 2010. A variety of sources, such as the BSE’s web site and other related web sites (e.g., www.mubasher.net) which include data bases of BSE, were used in the current study. Additionally, the web site of each firm was visited and examined in detail to gather the information required.

Definition and Measurement of Dependent and Independent Variables

Dependent variables

As the main aim of the present study is to investigate the effect of internal CG mechanisms (board characteristics and ownership structure) on corporate value, three measures for corporate value have been employed in this study as dependent variables. In addition to the market measure of Tobin’s Q, two accounting measures of performance, namely return on assets (ROA) and earning per share (EPS), are used as dependent variables. Following a number of previous studies (e.g., Omran, 2009; Soliman, 2010), the current study considers ROA measured as the ratio of the net profit to total assets and EPS is net income divided by total shares. For the market measure of corporate value, Tobin’s Q is used in a number of studies (Demsetz & Lehn, 1985; McConnell & Servaes, 1990; Demsetz & Villalonga, 2001) to examine the relationship between ownership structure and corporate value. Moreover, following previous studies (e.g. Lefort & Urzúa, 2008; Himmelberg, Hubbard, & Palia, 1999), Tobin’s Q is defined as the sum of market value of ordinary shares issued, the total book value of debt and the book value of preference shares, divided by the book value of total assets. Tobin’s Q is interpreted as proxies for corporate value, in general, well–managed firms should have ratios larger than one, indicating that the current allocation of the firms’ assets is value-increasing.

Independent variables

In addition to the above dependent variables, there are six independent variables which were categorised into two groups. The first group includes three variables related to board characteristics. Board size (BSIZE) measured as the total number of board members; percentage of outside directors (OUTSID) measured as the fraction of outside or non-executive directors on the board to the total number of board members; and last CEO/Chairman duality (CCDUAL) which is equal to 1 when the CEO also serves as Chairman of the board of directors and 0 otherwise. The second group of independent variables includes another three variables related to ownership concentration as follows: First is the largest ownership (FIRSTSH) measured as a fraction of total company shares outstanding held by the first largest stockholder; second is the second largest stockholder (SECONDSH) measured as a fraction of total company shares outstanding held by the second stockholder; third is the third largest stockholder (THIRDSH) measured as a fraction of total company shares outstanding held by the third largest stockholder.

Control variables

A number of control variables (such as firm size, gearing, industry type, profitability, advertising intensity, cash flow, investment rate, advertising-to-sales ratio, research and development expenditures-to-sales ratio, fixed assets-to-sales ratio and market risk) were used in the regression models by several studies in this area of research to control for potential influences on corporate value (e.g., Ng, 2005; Demsetz & Lehn, 1985; Jaafar & El-Shawa, 2009). For example, Omran et al. (2008) have been controlled for debt ratio because of the possibility that creditors might be able to minimise managerial agency costs and in the process affect ownership concentration. Jang and Park (2011) also expected a positive relationship between leverage and corporate value therefore they used leverage as a control variable to control the expected positive relationship on corporate value. Other studies (e.g., Ramaswamy, 2001; Frank & Goyal, 2003) have suggested that firm size might influence corporate value. Fama and French (1995) concluded that smaller firms, on average, have lower return on equity than larger firms. Accordingly, firm size has been used extensively as a control variable in the empirical analysis of corporate value. The current study used four variables namely firm size (FSIZE) measured by book value of assets; leverage (FLEVR) measured by total debts to total assets; listing period (FLISTG) is the length of time that the firm’s common stock has been traded on the BSE; and firm age (FAGE) is identified by the number of years from the date of establishment of the firm so far. Definitions of all variables (dependent, independent and control variables) used in the current analysis are presented in Table 1.


Table 1Definitions of the variables used in the empirical analysis



	Variables
	Definitions



	Dependent variables (corporate value):
	



	1.    Tobin’s Q (TOBINQ)
	1.    (market value of common stock + the book value of preferred stock + total book value of debt) / book value of total assets.



	2.    Return on Assets (ROA)
	2.    Net income to total assets.



	3.    Earnings per share (EPS)
	3.    Net income divided by total shares.



	Independent variables (board characteristics):
	



	1.    Board size (BSIZE)
	1.    Number of board members.



	2.    Non–executive directors (OUTSID)
	2.    Fraction of outside directors to total number of board members.



	3.    CEO/Chair duality (CCDUAL)
	3.    Dummy variable takes one if the chief executive officer and the chairman of the board are the same person, and zero otherwise.



	Independent variables (ownership concentration):
	



	4.    First Shareholder (FIRSTSH)
	4.    % of shares owned by the first largest shareholder.



	5.    Second Shareholder (SECONSH)
	5.    % of shares owned by the second largest shareholder.



	6.    Third Shareholder (THIRDSH)
	6.    % of shares owned by the third largest shareholder.



	Control variables:
	



	1.    Firm size (FSIZE) (BD’ 000)
	1.    Firm total assets.



	2.    Leverage (FLEVER)
	2.    Firm total liabilities/total assets



	3.    Firm listing (FLISTG)
	3.    Number of years a firm’s stock has been traded on the BSE.



	4.    Firm age (FAGE)
	4.    Number of years from the date of establishment of the firm.



DATA ANALYSIS

Besides the descriptive statistics which mainly depend on minimum and maximum, the mean, and the standard deviation, a statistical analysis (Pearson correlation and regression analysis) was carried out using the Statistical Package for Social Sciences (SPSS). Pearson correlation was used to explore the strength of the relationship between dependent and independent variables. The ordinary least square (OLS) regression analysis was performed for the three measures of corporate value (one model for each measure) as dependent variables and six independent variables related to board characteristics (BSIZE, OUTSID and CCDUAL) and ownership concentration (FIRSTSH, SECONSH and THIRDSH). In addition, four control variables (FSIZE, FLEVER, FLISTG and FAGE) were included in the models. Therefore, the regression models of OLS were estimated in the current study as follows:

The Regression Equations for Corporate Value

Models -1, OLS of Tobin’s Q
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Models -2, OLS of ROA
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Models -3, OLS of EPS
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where Y = corporate value; β0 is a constant; βi, i =1, …, 10, is parameters; and ε is error term.

EMPIRICAL RESULTS AND ANALYSIS

Descriptive Statistics

Table 2 shows the descriptive statistics for all dependent and independent variables used in this study. Concerning dependent variables, Table 2 shows information on the three variables which used to measure corporate value across total observations of 135 firms for 43 listed Bahraini companies. For Tobin’s Q (the market measure), the mean percentage is 0.9895% with a standard deviation of 0.3841%. The minimum value is 0.20% while the maximum value is 2.33%. Regarding ROA (the second measure), the mean percentage is 2.8960% with a standard deviation of 9.2902%. The minimum value is −34.26% and the maximum value is 17.24%. For EPS (the third measure), the mean percentage is 0.5525% with a standard deviation of 3.56833%. Concerning independent variables, Table 2 shows information on the three board characteristics variables. It reveals that the minimum board size (BSIZE) of listed companies is 5, while 14 members was the maximum number of board of directors. The mean percentage of the outside directors (OUTSID) is 0.68% (with a standard deviation of 0.15%). This result indicates that the majority of board members for listed companies on BSE are non-executive directors. One possible reason for this high percentage is that according to Bahraini CG code, the board should comprise a majority of non-executive directors with the technical or analytical skills to benefit the board and the company.

Concerning ownership concentration variables, the mean of percentage of shares held by the first largest shareholder (FIRSTSH) is 46.85%, the second largest shareholder (SECONSH) is 13.77 and the third largest shareholder (THIRDSH) is 9.58% with a standard deviation of 19.90%, 6.78% and 4.66% respectively. Furthermore, 94% is the maximum ownership percentage held by the first largest shareholder, while only 3% is the minimum ownership percentage held by the third shareholder. Finally the table presents information on control variables. For instance, the minimum total assets representing firm size (FSIZE) is BD 5.03 million, while BD 10,595.59 million is maximum firm size with a mean of 1,089.03 and a standard deviation of 2,371.89. Also, the mean of leverage (FLEVER) for the total sample was 43.92% with a standard deviation of 29.54%, while the minimum was 3.81% and the maximum was 90%. The minimum number of years for listing on BSE is 3 years, while maximum is 22 years.

Correlation Analysis

Pearson correlation coefficients matrix (refer Table 3) shows to present the correlations between internal CG mechanism variables and corporate value variables. It shows a number of significant and non-significant associations among dependent variables (Tobin’s Q, ROA and EPS) from one side and six independent variables in addition to four control variables from the other. For instance, Table 3 reveals that there are negative associations between ownership concentration variables, (FIRSTSH, SECONSH and THIRDSH), and corporate value when measured by Tobin’s Q (–0.197, −0.249 and −0.133) respectively. These associations are significant with FIRSTSH and SECONSH. Also, Tobin’s Q has significant positive associations with all control variables. However, Tobin’s Q has weak positive and non-significant associations with BSIZE and OUTSID (0.079 and 0.099). Concerning ROA, there are weak and non-significant associations (0.018, −0.035 and 0.043) between ROA, the dependent variable, and other board characteristics (BSIZE, OUTSID and CCDUAL). Further, FIRSTSH, the first largest shareholder, is the only dependent variable, which significantly correlated with ROA (–0.282). Other dependent variables of ownership concentration, SECONSH and THIRDSH, are weakly and non-significantly correlated with ROA. The length of time that the firm’s stock has been traded in BSE (FLISTG) and the age of the firms (FAGE) have positive and significant correlations with Tobin’s Q and ROA, indicating that they are associated with corporate value.


Table 2Descriptive statistics for variables used in this study



	Variables

	N

	Minimum

	Maximum

	Mean

	Std. Deviation




	Tobin’s Q
	135

	0.20

	2.33

	0.9895

	0.38408




	ROA
	135

	–34.26

	17.24

	2.8960

	9.29015




	EPS
	135

	–.29

	24.13

	0.5525

	3.56833




	BSIZE
	135

	5

	14

	8.7556

	2.00918




	OUTSID
	135

	0.33

	1.00

	0.6796

	0.14468




	CCDUAL
	135

	0

	1

	0.0222

	0.14795




	FIRSTSH
	135

	11.94

	94.00

	46.8456

	19.89644




	SECONSH
	135

	5.35

	32.15

	13.7670

	6.78269




	THIRDSH
	135

	3.00

	23.00

	9.5815

	4.65723




	FSIZE
	135

	5.03

	10,595.59

	1,089.03

	2,371.89




	FLEVER
	135

	3.81

	90.00

	43.9180

	29.53894




	FLISTG
	135

	3

	22

	15.8667

	6.86197




	FAGE
	135

	5

	54

	26.0000

	12.34758






Table 3Correlation between corporate value measures (dependent variables) and independent variables (board characteristics, ownership concentration, and control variables)
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Concerning EPS, Table 3 reveals that BSIZE is the only dependent variable which is significantly correlated with EPS (0.394). This correlation is positive and nearly moderate indicating that a larger board size is associated with corporate value. Similar findings were reported by Dalton, Daily, Ellstrand and Johnson (1998) who found a positive and significant relationship between board size and corporate value. However, contradictory results were reported by previous studies in this area of research. For example, Yermack (1996) and Hermalin and Weisbach (2003) concluded that board size is negatively related to corporate value and the quality of decision-making. Other independent and control variables are weakly and non-significantly associated with corporate value when measured by EPS. It should be noted that Table 3 reveals significant correlation within dependent variables of corporate value, but this correlation is weak. For instance, positive significant correlation of 0.175 was found between Tobins’ Q and ROA. Similar findings were reported by Demsetz and Villalonga (2001) who reported a significant correlation between the same two measures of corporate value, Tobins’ Q and ROA.

Regression Analysis

Tables 4 shows estimates of the regression models which were run using three OLS regression models which were employed using two accounting measures of corporate value, ROA and EPS, and Tobin’s Q, the market measure of corporate value as dependent variables. This will help to know which of the independent variables (BSIZE, OUTSID, CCDUAL, FIRSTSH, SECONSH and THIRDSH), included in each of the three models, contribute to the prediction of the dependent variables (Tobin’s Q, ROA and EPS).

Model 1 (Tobin’s Q) is statistically significant (p value is 0.005) in explaining the dependent variable, when measured by Tobin’s Q, with F-value of 5.278 and an adjusted R2 of 0.260 which moderately explains 26% of the variance in corporate value. Significant results are found in this model for only two independent variables namely BSIZE and THIRDSH. The above results indicate that board characteristics, only BSIZE and ownership concentration, only THIRDSH, are affecting corporate value when measured by the market measure, Tobin’s Q. This is partially in line with some previous studies (e.g., Jensen, 1993; Yermack, 1996; Dalton et al., 1998; Pye, 2000), which reported significant effect of board characteristics and ownership concentration on corporate value. This finding supports hypotheses H1 and H4c developed earlier in this study. Other variables of board characteristics and ownership concentration are not affecting corporate value when measured by Tobins’ Q which is not supporting other hypotheses H2, H3, H4a and H4b. Results on ownership concentration, FIRSTSH and SECONSH, are consistent with those which were reported by Chen et al. (2005) and Demsetz and Lehn (1985) who reported that concentrated ownership is not associated with better operating performance or higher firm performance. Furthermore, Omran et al. (2008) found no effect of ownership concentration on corporate value. Regarding control variables, only FAGE and FLEVER have positive and significant associations with Tobin’s Q.

Model 2, ROA, is statistically significant (p value is 0.000) in explaining the dependent variable with F-value of 7.432 and the highest, among the three models, adjusted R2 of 0.324 which explains 32.4% of the variance in corporate value. Of three board characteristics variables, only CCDUAL has a significant effect on corporate value when measured by ROA. The above result is similar to what was reported by Chen et al. (2005) who found a negative relationship between CEO/Chair duality and corporate value (measured by ROA). However, Brickley et al. (1997) and Vafeas and Theodorou (1998) reported that the separation between the two positions, chairperson and CEO has no significant impact on corporate value. This finding supports H3, which predicts that separate individuals in the posts of CEO and board chairman has a significant effect on corporate value. All ownership concentration variables (FIRSTSH; SECONSH and THIRDSH) have a non-significant relationship with ROA. Consequently, these findings do not support the research hypothesis (H4) and its sub-hypotheses (H4a, H4b and H4c). In the same line, Demsetz and Villalonga (2001) and Leech and Leahy (1991) reported an insignificant effect of ownership concentration on corporate value. In contrast, Drakos and Bekiris (2010) found a positive relation between the largest shareholder and corporate value. Control variables, FLEVER and FLISTG, have a significant association with ROA.

Regarding Model 3, EPS is statistically significant (p-value is 0.000) in explaining the dependent variable, when measured by EPS with F-value of 5.616 and an adjusted R2 of 0.275 which explains 27.5 % of the variance in corporate value. EPS, dependent variable, has significant associations with all the board’s characteristics variables. These results support H1, H2 and H3 which predict that the three board characteristics variables have a significant effect on corporate value.

BSIZE has a positive and significant effect (0.728) with corporate value when measured by EPS. This result is similar to what was reported by Dalton et al. (1998) and contrary to Hermalin and Weisbach (2003) who reported that board size is negatively related to corporate value. Nevertheless, OUTSID is negatively associated (0.280) with EPS. This finding is similar to Peasnell et al. (2000) who reported a significant negative association between firm value and the proportion of outside board members. However, other studies (e.g., Lefort & Urzúa, 2008; Omran, 2009; Choi et al., 2007) reported that the increase in the percentage of outside directors is positively associated with the increase in corporate value. On the other hand, only one variable of ownership concentration, FIRSTSH has a positive and significant relationship (0.192) with EPS. Consequently, the finding is supporting H4a. In consistent with this result, Drakos and Bekiris (2010) and Claessens and Djankov (1999) found a positive relation between the largest shareholder and corporate value. Also, Earle et al. (2005) showed that only when ownership concentration is measured by the largest shareholder, there is a significant positive statistic effect on corporate value. This indicates that the more the increase in ownership concentration in the hands of a single large shareholder, the more improvement on corporate value. On the other hand, other studies (Cole & Mehran, 1998; Omran et al., 2008; Karathanassis & Drakos, 2004) showed that ownership concentration does not seem to have a significant effect on corporate value.

SUMMARY AND CONCLUSIONS

Although the issue of the current research has been examined in most developed markets such as the U.S. and the U.K., understanding such issue in emerging markets such as Bahrain is particularly important due to differences that exist in the structure of business in different markets. This study extends the literature in this area through the Bahrain context. The study has important implications for investigating corporate value in different sectors. The regulatory body may be interested to find out whether a minimum requirement of ownership by all directors (executive and non executive) on public companies is necessary or not. This study helps researchers and practitioners to understand the relationship between some internal CG mechanisms and corporate value in the Bahraini environment and could make several contributions to the existing literature on CG. The findings of this study also imply that policy makers should consider the characteristics of firms as well as the institutional environment before they implement additional CG reforms.

The study employs the OLS regression analysis to test the effect of board characteristics and ownership structure as independent variables on corporate value measured by three different measures namely Tobin’s Q, ROA and EPS as dependent variables. Statistical analysis, three models of OLS regression, reported that board characteristics and ownership structure variables have a statistically significant effect on corporate value. Tobin’s Q model showed significant association only with BSIZE while, non-significant associations are reported with other board characteristics variables (OUTSID and CCDUAL). Further, only THIRDSH has a significant effect on corporate value when measured by Tobin’s Q. Regarding the ROA model, only one variable, CCDUAL has a significant relationship with ROA. In the EPS model, all variable of board characteristics affect significantly on corporate value, while, only one variable of ownership concentration, FIRSTSH, has a positive and significant effect on corporate value, EPS.


Table 4Regression models

[image: art]

This study is not free from limitations. It uses a sample of 43 listed companies in Bahrain with a total of 135 observations. Although the study can contribute to the understanding of the relationship between internal CG mechanisms and corporate value, it may not be able to be generalised to other countries. Such relationships could be different from country to country due to industrial composition, economic status and CG rules and regulations. Therefore, there is a need to investigate these relationships and corporate value among different countries. A number of ownership structure aspects such as the types of shareholders and the ownership of board members are not included in the current study.

The study suggests possible avenues for future research. One possibility is to replicate the present study by studying the impact of other factors such as managerial ownership and ownership identity on corporate value. The study addresses only two aspects of CG including board characteristics and ownership concentration. Therefore, other attributes of CG need to be considered in future research. Other interesting related issues that can be explored are the extent to which differences in legal environments, protection of minority stockholders’ rights, and restrictions on takeovers in different countries would affect corporate value.

Implications for Managers

This paper develops and tests an explanatory model that can be useful not only to academics wishing to enhance their knowledge about internal corporate governance mechanisms, but also to managers wishing to establish new policies in emerging markets. Thus, managers may use the results of this study as a starting point for identifying modes of entry whose characteristics best meet the needs of investors from information. We believe it is important that managers start focusing on emerging markets and consider the empirical evidence from this study enhances the understanding of internal corporate governance mechanisms in Bahrain environment as one of the member of the GCC.
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ABSTRACT

This paper aims to explore the dynamic interaction between the real sector and the financial sector in Malaysia during the period 1986:1 to 2011:4, a period in which the global crisis have been felt. The parsimonious error-correction model (PECM) is used to examine the significant role of financial variables on real output in the long-run as well as in the short-run. The findings suggest the existence of a long-term relationship between the real output and the financial sector. The causality tests reveal that the real output has strong relationships with the real estate and banking sector. From the PECM, the contribution of the banking sector is higher than that from other financial indices. The Kuala Lumpur stock exchange and the real estate contribute the same percentage to the output growth. Meanwhile, financial services accounted a small percentage to the output growth. This finding concludes that the better development in the banking sector stimulates GDP growth in Malaysia. Therefore, for sustainability of output growth, strengthening and establishing a well-developed banking sector is essential.

Keywords: real sector, financial sector, the global crisis, vector error correction model (VECM)

INTRODUCTION

Studies have shown that banks play an important role in promoting the creation of new industries as well as in generating spillover effects on other sectors of the economy (UNDP, 2009, p. 60). Although Malaysia has avoided a financial meltdown during the 2008–2009 Global Financial Crisis (GFC), the contraction in export demand has driven the economy into a recession. Stability in the Malaysian financial sector has been preserved over the period of the GFC. Ample liquidity in the financial system also reduced the risk of systemic spread, allowing the financial sector to continue to provide financial intermediation and services to the economy as a whole. As a highly open economy, Malaysia, however, is not insulated from global economic downturn. Deterioration in the global economy in the second half of 2008 saw the gross domestic product (GDP) growth of Malaysia moderate to 0.1% in the last quarter of 2008. The domestic economy was experiencing the full impact of the global economic recession in the first quarter 2009, with a decrease of 6.2% in growth. The integrated measures taken by Bank Negara Malaysia (BNM) through the implementation of fiscal stimulus, followed by the easing monetary policy has led to a strong growth of 10.1% in the first quarter of 2010 (Muhammad, 2010).

The aim of this study is to identify the effects of the financial indices namely Kuala Lumpur Stock Exchange, banks, financial services and real estate on the real output in Malaysia. The study focuses on the financial sector because this sector is most affected during the financial crisis (Stiglitz, 1999; Williams & Nguyen, 2005; Kutan, Muradoglu, & Sudjana, 2012). Moreover, the real sector also affected if the significant changes happen in the financial sector. Therefore, assessing both of these sectors is very important. The study raises two questions. First, did the financial sector contribute to the changes in output growth in Malaysia. Second, what is the implication of this relationship to economic growth in Malaysia. The study attempts to shed some lights on the relationship of the sectors and thus contributes new knowledge to the existing literature.

LITERATURE REVIEW

The belief that the price of the stock market is related to economic growth has induced research on this link. However, according to Fama (1990), 59% of the variance of annual returns on the value-weighted portfolio of NYSE stocks cannot explain a good or bad news about rationality of stock prices. He also claimed that it is unlikely that a single macro-variable (production) captures all variation in returns due to information about future cash flows. He claimed that a large fraction of the variation of stock returns can be explained, primarily by time variance in expected returns and forecasts of real activity. Although the finding by Fama (1990) is compatible with the study of Lee (1992), where stock return can be used to explain real activity, inflation explains little variation in real activity and the results show a negative correlation between stock returns and inflation. Nevertheless, previous studies showed that inflation contained information on future real activity (Bodie, 1976; Jaffe & Mandelker, 1976; Nelson, 1976; Fama & Schwert, 1977).

In another study concerning the linkages between stock returns and economic activities of six Asian-Pacific countries, no relationship was found between stock returns and economic variables in the short-term for all the countries under study. However, further study is needed to investigate and identify the potential real variables determining stock returns, particularly in ASEAN countries (Mahmood & Dinniah, 2007). Motivated by the work of Bilson, Brailsford and Hooper (2001), Samitas and Kenourgios (2007) compared the role of current and future macroeconomic variables in explaining the long-run and short-run stock returns in the ‘new’ European countries. They used three models to test the validity of the present value model and the relationship between economic variables and stock markets in the European Union. These models incorporate both global and local factors to test whether domestic or foreign factors have greater influence on domestic share prices. Using 1990–2004 quarterly data, the Johansen cointegration test rejects cointegration for all the models in their studies. Furthermore, the long-run structural modeling for domestic and external factors indicates the domestic economy had significant influence on the share prices as compared to external factors. Domestic interest rates were found to have a significant positive influence, which is consistent with the findings of Fama (1990) that the short-term interest rates track economic activity. This implies that an increase in economic activity may cause an increase in stock prices, or in the other words, the shock in the real sector may influence the performance of the financial sector.

Understanding the channels that exist between the financial sector and the real sector in the economy is critically important when assessing financial stability and determining economic performance (Johnston & Pazarbasioglu, 1995). Since the emergence of endogenous growth theory, the importance of financial development has been widely studied (King & Levine, 1993; Demetriades & Luintel, 1996; Denizer, Iyigun, & Owen, 2002). Motivated by the work of King and Levine (1993), Johnston and Pazarbasioglu (1995) tried to examine the importance of the financial sector in determining economic performance. Their study demonstrates that reforms in financial sector have important structural implications in the way financial sector variables affect the real economy. Although some researchers attempted to examine the causality between financial and real sector (Bashir & Hassan, 2002; Denizer et al., 2002; Ang & McKibbin, 2007; Jaafar & Ismail, 2009; Nidhiprabha, 2011), but still, there is no clear consensus regarding the effect of the financial sector on the real sector or vice versa.

A growing body of literature has developed studying the feedback between the real economy and the financial sector in times of economic shocks. Dovern, Meier and Vilsmeier (2010) noted that the well being of the banking sector can be affected by macroeconomic shocks, but bank lending plays no role in transmitting financial shock to the real sector (Mansor, 2006). In the context of the GFC, Nidhiprabha (2011) asserts that although the real and financial sectors in Thailand are susceptible to adverse impacts of external shock, it had little impact on the financial sector. It can be argued that the result of this finding shows an ambiguity of empirical findings in explaining the impact of external shocks on the real sector and the financial sector in Thailand. Even though the research on financial sector and economic growth have been well documented by previous studies, however, there are no conclusive evidence exist in examining the linkages of the financial sector on the real sector or vice versa. This study attempts to redress this gap by investigating the dynamic interaction between the real sector and the financial sector in Malaysia over the period 1986 to 2011.

METHODOLOGY AND MODEL SPECIFICATION

Data and Model

This study used quarterly data covering the period 1986:1 to 2011:4. The analysis involved four indices and five macroeconomic variables. All the indices of Kuala Lumpur stock exchange (klse), banks (bnk), financial services (fin), real estate (res) and macroeconomic variables of money supply (m), interest rate (r), inflation (p), and exchange rate (e) are exogenous variables while GDP (y) is the endogenous variable. The quarterly data of macroeconomic variables are from the International Financial Statistics compiled by the International Monetary Fund (IMF) and all the indices are obtained from the Datastream database.

To investigate the dynamic linkages between the real sector and the financial sector in Malaysia, the following models are used:



	Model A:
	f = (y, klse, m, r, p, e)



	Model B:
	f = (y, bnk, m, r, p, e)



	Model C:
	f = (y, fin, m, r, p, e)



	Model D:
	f = (y, res, m, r, p, e)



The above group of models can be represented as a vector error-correction model (VECM), as follows:
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where sp are price indices of Kuala Lumpur Stock Exchange, banks, financial services and real estate. Whereas y, m, r, p, e, crisis08, and ECT are gross domestic product, money supply, interest rate, inflation, exchange rate, dummy variable of crisis 2008, and error-correction term. The ECT is obtained from the cointegration equation using the Johansen maximum likelihood procedure. All the series are in logarithmic form except for the interest rate and the exchange rate.

Econometric Methodology

The most commonly approaches to test for stationarity of time-series data are Augmented Dickey and Fuller (ADF) test, proposed by Dickey and Fuller (1979), and the Phillips Perron (PP) test, proposed by Phillips and Perron (1988). These tests are performed based on the model with a drift and trend (τμ), and, with a drift and without trend (ττ). The purpose of this test is to ensure that all the series should be non-stationary in the levels and stationary after the first difference. For example they should all contain a single unit root. It’s also implied that it would be worthwhile to conduct tests of the null hypothesis of mean stationarity in order to determine whether variables are stationary or integrated. Thus, testing for the presence of a unit root is the first step in the empirical investigation before proceed for cointegration.

The number of lag in the vector autoregression (VAR) is used to estimate the cointegrating relationship. It is an important issue because the number of lag shows the number of cointegrating vectors detected. Besides, the long-run and short-run relationships in this study are modeled by using the Johansen and Juselius (1990) and Granger causality framework. The Johansen and Juselius procedure specifies two likelihood ratio test statistics to test the number of cointegrating vectors. These statistics is referred to as λtrace and λmax. The first statistic tests the null hypothesis that the number of distinct cointegrating vectors is less than or equal to r against a general alternative (λtrace equals zero when all i = 0). For the second statistic tests, the null hypothesis that the number of cointegrating vectors is r against the alternative of r + 1 cointegrating vectors. Critical values of the λtrace and λmax statistics are obtained using the Johansen and Juselius approach. The number of lag in the cointegration tests is based on the information provided by the selection of lag length information criteria. Finally, vector error-correction modeling (VECM) is employed to analyse the long-term equilibrium and short-term dynamics of the real sector and the financial sector.

Unit Root Test

To test for a unit root (or the difference stationary process), this study employ both the augmented Dickey–Fuller (ADF) and the Phillips–Perron (PP) tests.

(a)     Augmented Dickey–Fuller regression:
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(b)     Phillips–Perron regression:
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The difference between the two unit root tests lies in their treatment of any ‘nuisance’ serial correlation. The PP test tends to be more robust to a wide range of serial correlations and time-dependent heteroskedasticity. In these tests the null hypothesis is non-stationary. The rejection of the unit root hypothesis is necessary to support stationarity. If the null hypothesis that the first log differences in all series is not rejected, the results imply that the series contain a unit root and thus, should be first differenced to achieve stationarity. The lag length in the ADF regression is chosen by AIC. The lag length in the PP test is chosen to match that in the autocovariances of residuals under the null of α = 1.

Vector Autoregression (VAR) Analysis

The vector autoregression (VAR) is commonly used for forecasting systems of interrelated time series and for analysing the dynamic impact of random disturbances on the system of variables. The VAR approach avoids structural modeling by treating every endogenous variable in the system as a function of the lagged values of all of the endogenous variables in the system.The mathematical representation of a VAR is:
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where yt is a k vector of endogenous variables, xt is a d vector of exogenous variables, A1,…,Ap and B are matrices of coefficients to be estimated, and εt is a vector of innovations that may be contemporaneously correlated but are uncorrelated with their own lagged values and uncorrelated with all of the right-hand side variables.

Equation (4) can be reparametrised with the error correction form:

[image: art]

where [image: art] which captures the short-run dynamics and the K × K matrix [image: art] which contains information about the long-run relationships between variables. The number of cointegtrating vectors is indicated by the ranks of Π. If Π has rank r, 0 < r < K, there exists a cointegrating vector β, such that β’Yt is stationary. The existence of cointegration can be factored as Π ≈ αβ’ where α and β are (Kxr) matrices. The values of α represent the speed of adjustment in ΔYt.

To test for the number of cointegrating vectors (β), Johansen and Juselius provide two likelihood ratio (LR) test statistics, namely, the λtrace statistic and the λmax statistic:
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Where λ□i is the estimated value of characteristic roots obtained from the estimated Π matrix, K is the number of characteristic root of Π, and T is the number of observations. The former tests the null hypothesis that there are at most r distinct cointegrating vectors, while the latter tests the null hypothesis of r cointegrating vectors against the alternative hypothesis of r + 1 cointegrating vectors. These statistics have non-standard distributions. Both LR statistics are compared to the critical values tabulated and presented in Johansen and Juselius (1990).

Testing for the absence of a constant in the model requires the estimation of two models, the restricted model (Ho: without an intercept in cointegrating vector) and the unrestricted model (H1: with an intercept), and use of the test statistic:

[image: art]

Where T is the number of usable observation, K is the number of characteristic roots of Π, r is the number of non-zero characteristic roots in the unrestricted model, and λ□io and λ□i are the ordered characteristic roots of the restricted and unrestricted model, respectively. Thus, if the test statistic is sufficiently large, it is possible to reject the null hypothesis concluding that there is an intercept in the cointegrating vector.

Vector Error Correction Model (VECM)

Testing causality in the VECM framework is presently at the very forefront of econometric research. The underpinnings of this approach demonstrated that once a number of variables (say, xt and yt) are found to be cointegrated, there always exists a corresponding error-correction representation, which implies that changes in the dependent variable are a function of the level of disequilibrium in the cointegrating relationship (captured by the error-correction term, ECT) as well as changes in other explanatory variables. The Granger representation theorem may hypothesise the following testing relationship, which constitutes the VECM given by the equation below:
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Where Xt is an n × 1 vector of variables cointegrated of order r; the A’s are estimable parameters, Ө contains the r individual ECTs derived from the r long-run cointegrating vectors via the Johansen-Juselius (JJ) maximum likelihood procedure (Johansen & Juselius, 1990); Δ is a difference operator, εi is a vector of impulses, which represent the unanticipated movements in Xt.

In addition to indicating the direction of causality amongst variables, the VECM approach allows us to distinguish between ‘short-run’ and ‘long-run’ forms of Granger causality. When the variables are cointegrated, in the short-term, deviations from this long-run equilibrium will feed back on the changes in the dependent variable in order to force the movement towards the long-run equilibrium.

EMPIRICAL FINDINGS

Unit Root Test

The stationarity of the series was investigated by employing the unit root tests developed by Dickey and Fuller (1979), and Phillips and Perron (1988). The joint use of both tests tries to overcome the common criticism that unit root tests have limited power in finite samples to reject the null hypothesis of nonstationarity. Table 1 reports the augmented ADF and PP test statistics for the log levels and first differences. The results of the ADF and PP tests in Table 1 show that all variables contain a unit root, implying that the null hypothesis of the presence of a unit root at level form cannot be rejected even at the 1% significance level. Since all the variables are found to be non-stationary at level, the first differences for all the variables are analysed. The same tests are applied to the first differences and the results show that all the variables become stationary after differencing once. This result demonstrates that all variables are integrated of order one, I(1) and, therefore, we can proceed to the cointegration analysis.

 
Table 1Unit Root Test
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Bivariate Cointegration Test

Table 2 shows the cointegration relationship between real output and the financial indices. The null hypothesis model B, C and D of no cointegration against the alternative of one or more cointegrating vectors (r ≤ 1) is rejected since λmax and λtrace statistics exceeds the critical values at the 1% and 5% significance level respectively. This means that there are two cointegrated equations in Model B, C and D. However, cointegrating vectors (r ≤ 0) is rejected since λmax and λtrace statistics exceeds the critical values at 1% significance level for Model A, and it indicates that there is one cointegrated equation in Model A. Since there exists a cointegration relationship between real output and the financial indices of Kuala Lumpur stock exchange, banks, financial services and real estate, further analysis is performed to identify the linkages and causality between the real output and the financial indices in Malaysia.

 
Table 2Johansen Cointegration Test (bivariate analysis)



	
	
	Trace Statistic (λtrace)

	Max Eigenvalue Statistic (λmax)




	
	k

	r = 0

	r ≤ 1

	r = 0

	r ≤ 1




	Vector : [y, klse]
	
	
	
	
	



	Model A
	6

	21.42630a

	3.311220

	18.11508b

	3.311220




	Vector : [y, bnk]
	
	
	
	
	



	Model B
	6

	22.30567a

	6.498538b

	15.80713b

	6.498538b




	Vector : [y, fin]
	
	
	
	
	



	Model C
	6

	20.70042a

	5.790571b

	14.90985b

	5.790571b




	Vector : [y, res]
	
	
	
	
	



	Model D
	6

	21.97258a

	6.960113a

	15.01247b

	6.960113a




Note: a and b denote significant at 1% and 5% levels respectively. λtrace and λmax are the likelihood ratio statistics for the number of cointegrating vectors. The lag length (k) was selected based on Akaike Information Criteria (AIC).

VAR Granger Causality/Block Exogeneity Wald Tests

The Granger causality test in Table 3 reveals that the indices of Kuala Lumpur stock exchange and financial services are not significantly Granger caused by real output. This implies there is no causality running from real output to Kuala Lumpur stock exchange, and real output to financial services. The study finds that there are bidirectional causality between real output to the real estate, and real output to the banks indices. Since the results of λ² (chi-sq) is statistically significant at 1 and 5 percent level, real output in Malaysia has a strong relation with the real estate and banking sector. Therefore, the study carry on with the multivariate cointegration test (Table 4) and parsimonious error-correction model (Table 5) to gain more insight into the role of real output and financial variables in Malaysia.

 
Table 3VAR Granger Causality/Block Exogeneity Wald Tests



	Regression
	λ2 (Chi-sq)

	Prob




	Model A [y, klse]
	
	



	Δy on Δklse
	8.510705

	[0.2030]




	Δklse on Δy
	29.51764

	[0.0000]




	 



	Model B [y, bnk]
	
	



	Δy on Δbnk
	7.093987

	[0.0288]




	Δbnk on Δy
	10.50435

	[0.0052]




	 



	Model C [y, fin]
	
	



	Δy on Δfin
	10.32112

	[0.1118]




	Δfin on Δy
	38.13118

	[0.0000]




	 



	Model D [y, res]
	
	



	Δy on Δres
	12.70316

	[0.0480]




	Δres on Δy
	31.08507

	[0.0000]




Multivariate Cointegration Test

Table 4 reports on the multivariate cointegration test for real output, money supply, interest rate, inflation, exchange rate, Kuala Lumpur stock exchange, banks, financial services and real estate. The null hypothesis of models A and D of no cointegration against the alternative of one cointegrating vector (r ≤ 1) is rejected since λmax and λtrace statistics exceed the critical values at 5% significance level for these models, and cointegrating vectors (r ≤ 1) is rejected since λmax exceed the critical value at 5% significance level for the Model B. Moreover, cointegrating vectors (r = 0) is rejected since λtrace and λmax statistics exceeds the critical values at 5% significance level for the Model C, and cointegrating vectors (r = 0) is rejected since λtrace exceeds the critical value at 5 percent significance level for Model B. This means that there are two cointegrated equations in Model A, B and D. The empirical analyses also assume that there is one cointegrated equation in Model C. Further analysis of parsimonious error-correction model (PECM) is used in this study to examine the significant role of the financial variables on the real output in the long-run as well as in the short-run.

 
Table 4Johansen Cointegration Test (multivariate analysis)
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Parsimonious Error-Correction Model (PECM)

Table 5 presents the results obtained from the PECM for the sample period 1986:1 to 2011:4. The number of lags in the ECM is similar to the number of lags that used in the contegration test. The purpose of this analysis is to identify the significant role of the financial variables to the real sector in Malaysia.

In Table 5, the equation in Model A is estimated with five lags and two cointegrating vectors. The speed of adjustment to the long-run equilibrium level is shown by ECT. The coefficient of ECT is negative and significant; indicating that real output adjusts to bring about the long-run equilibrium by closing 1.95% of the gap. Even though the real output is influenced by the financial variables in the short-run as well as in the long run, the role that is played by money supply M2 is dominant as compared to other financial variables. The money supply has a supply growth will bring about a 0.21% change in output growth. Moreover, a dummy variable CRISIS08 is introduced to represent the impact of the GFC. The findings show that real output is affected by the GFC.

In Model B, the coefficient of money supply is positive and significant at two-quarter lag with the elasticity at 0.22. The adjustment coefficient is 2.41% and is higher than in Model A. The negative and significant ECT indicates that real output adjusts to clear the disequilibrium to the long-run equilibrium through the 2.41% speed of adjustment. The dummy coefficient CRISIS08 is negative and significant in this equation, meaning that the GFC had a significant effect on the growth of real output.

As can be seen in Model C, the money supply at two-quarter lag and three-quarter lag is elastic in the range of 0.15–0.23. The coefficient of ECT shows that the speed of adjustment of real output towards the long-run equilibrium level is 3.11%. Moreover, CRISIS08 is important and has a negative sign which implies that the greater the crisis, the larger the output growth falls.

The empirical results of Model D in Table 5 show that the money supply is significant at two-quarter lag. The elasticity of money supply is 0.27. From the long-run impact, the real output moves to eliminate the discrepancy between the short-run and the long-run equilibrium through closing 2.85% of the gap. Furthermore, the dummy variable CRISIS08 shows that real output is affected by the GFC. The crisis has led to the decline in growth of real output.

The result for each model confirms that from diagnostic tests, there is insignificant evidence of serial correlation and heteroskedasticity, which indicates that the residuals are normally distributed. The regression specification error test (RESET) shows that all the models are correctly specified. Moreover, the test of normality using cumulative sum (CUSUM) and cumulative sum of squares (CUSUMQ) do not find any instability or major structural changes in each model.

The results given by PECM generally show the money supply entering the equation significantly at 1%, 5% and 10% level with the expected positive sign. In particular, the elasticity of money supply with respect to real output is 0.21 for Model A, 0.22 for Model B, 0.15–0.28 for Model C, and 0.27 for Model D (Table 5). The empirical analysis shows that the money supply has a strong relationship with real output growth. This relation is due to the sticky-wage theory with unanticipated changes in money (Fischer, 1977; Taylor, 1980). The theory explains that the changes in growth of the money supply cause changes in output growth. Moreover, the monetary aggregate can be the most suitable target to sustain economic growth because it contains information about output and prices (Favara & Giordani, 2009).

 
Table 5Parsimonious Error–Correction Model (PECM)
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The coefficients of the financial returns namely; the Kuala Lumpur stock exchange, the banks and the financial services with respect to the real output is positive and significant for all models. One of the interesting findings of this analysis is the returns in financial indices is positive and significant at lag two-quarter for all models. It was explained that percentage increase in financial indices will increase the growth in the real output by about 0.028 percent in Model A, 0.031% in Model B, 0.025% in Model C, and 0.028% in Model D. According to Ang (2008), financial development in Malaysia is caused by the high demand in the economic activities, which further lead to increase in financial services. It has been proven in previous studies that the level of financial intermediation and financial development is a good predictor to identify the long-run economic growth and also an important part in the growth process (Levine & Renelt, 1992; King & Levine, 1993).

The exchange rate has a significant effect on real output in the short-run. The coefficient of exchange rate is negative, significant and elastic at lag one-and two-quarter for all models. This finding supports the results reported by previous studies (Dollar, 1992; Sachs, Warner, Åslund, & Fischer, 1995; Easterly, 2005) that the overvaluation of a currency has an adverse effect on economic growth. However, Fischer (1993) asserts that the slowdown in economic growth is not due to the overvaluation of currency. He claims that other factors might also contribute to the slow growth, especially factor that relates to stability in macroeconomic framework.

Finally, the interest rate and inflation show mixed results for all models except in Model C. In Model C, the interest rate is positive and significant at lag four-quarters and the coefficient of inflation is negative and significant at lag two-quarters. From the macro-finance literature perspective, the indicator of financial variables are important in order to forecasts the real economy (Pesaran, Schuermann, & Smith, 2009). Although the results find the interest rate and inflation are mixed, the other financial indicators such as monetary aggregates, exchange rate and financial indices do help to forecast real output in the case of Malaysia.

CONCLUSION

To examine the linkages between the real sector and the financial sector, this study constructed four models to understand the contribution of each of the financial sectors to the output growth in Malaysia. From the analysis of Granger causality tests, this study finds that real output has a strong relationship with the real estate and the banking sector in Malaysia. The PECM reveals that the banking sector is the main contribution to the output growth in Malaysia. Using the PECM leads to the interesting finding that the returns in financial indices are positive and significant at lag two-quarter for all models. The study finds that the contribution of the banking sector to growth is higher than that of other financial indices. The Kuala Lumpur stock exchange and real estate contribute the same percentage to the output growth. Meanwhile, financial services only contributed a little to output growth. Thus, further development of the banking sector will stimulate GDP growth in Malaysia.
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ABSTRACT

This paper examines the level of intellectual capital (IC) performance of listed banks in Arab Gulf Cooperation Council (GCC) countries using VAIC methodology and investigates the hypothesised impact of several corporate governance variables, bank specific characteristics and banking industry characteristics on IC performance. We extend previous research on determinants of IC performance by considering domestic and foreign strategic institutional ownership, bank specific characteristics and banking industry characteristics. Our findings show that board size, number of independent directors, family ownership and domestic strategic institutional ownership have significant relationship with IC performance. In addition, our study provides evidence that except for bank internationality, bank specific characteristics and banking industry characteristics play important roles in determining IC performance among GCC banks.

Keywords: intellectual capital performance, value added intellectual coefficient (VAIC), banks, Gulf Cooperation Council (GCC)

INTRODUCTION

With the advent of knowledge-based economy, intellectual capital (IC), rather than physical and financial capital becomes the main factor in driving firm value and sustaining its competitive advantage. This is particularly so in knowledge intensive industries such as the banking industry, as its key resources are intangible and intellectual in nature (Shih, Chang, & Lin, 2010). Intellectual capital, which includes human capital and structural capital, is one of the significant assets in the banking industry (Kamath, 2007; Goh, 2005). According to Goh (2005), banks depend crucially on the physical capital to operate, but the quality of services and products they provide to their customers depend eventually on IC. Until now, there has been no generally accepted definition or classification of intellectual capital (Zeghal & Maaloul, 2010). However, the definitions of intellectual capital given by researchers are not significantly different (Tayles, Pike, & Sofian, 2007). For the purpose of this study and consistent with previous studies such as Williams (2001) and Ho and Williams (2003), the definition derived by the Organization for Economic Co-operation and Development (OECD) is used. The OECD (2000) defines IC as the “economic value of two categories of intangible assets of a firm: (1) organisational (structural) capital; and (2) human capital.” This definition is consistent with the value added intellectual coefficient (VAIC) methodology used in this study to measure IC performance.

Empirical research on the determinants of IC performance using VAIC method dates back to the work by Williams (2001), with two streams of subsequent studies documenting the impact of corporate governance and firm characteristics on IC performance. However, empirical research to date has focused on the matured capital markets such as those of the U.K., Sweden and Australia (Joshi, Cahill, & Sidhu, 2010; El-Bannany, 2008; Ho & Williams, 2003) and emerging markets such as Malaysia (Abidin, Kamal, & Jusoff, 2009; Saleh, Abdul Rahman, & Hassan, 2009) and South Africa (Swartz & Firer, 2005). As far as we are concerned, no study has been conducted in GCC countries (comprising of Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and Arab Emirates) regarding IC performance and its determinants.

The GCC countries share some common economic, cultural, and political similarities, which by far outweigh any differences they might have (Al-Muharrami & Matthews, 2009). Collectively, GCC countries have a mature, efficient, stable and profitable banking system. In most of the GCC countries, the banking sector is the second highest contributor of the countries’ GDP after the oil and gas sector (Al-Obaidan, 2008). Thus, employing appropriate economic and financial policies to improve the efficiency of the banking sector is the prime objective of the GCC countries, in which they plan to transform their economies into international financial and trade centers (Al-Obaidan, 2008). Since IC becomes the essential resource of banks’ success (Kamath, 2007; Goh, 2005), GCC banks have been required to leverage their knowledge or IC, internally and externally. By doing so, banks would be ready to face challenges of globalisation, intensive competition, barriers for foreign bank entry and increased demand by customers for sophisticated and innovative products and services (Al-Obaidan, 2008).

Accordingly, motivated by the need to address the determinants of IC performance of GCC banks, this paper aims to examine the influence of corporate governance (board size, number of independent directors, government ownership, family ownership, domestic strategic institutional ownership, and foreign strategic institutional ownership), bank specific characteristics (bank internationality, bank adherence to Islamic Shariah principles, and bank riskiness), and banking industry characteristics (banking industry concentration and presence of foreign banks) on IC performance. Our focus is on GCC listed banks during the period 2008 to 2010.

LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT

Board of Directors

The board of directors is an important tool to create, develop, leverage, and manage IC of a firm and thus, affect its performance (e.g. Abidin, Kamal, & Jusoff, 2009; Ho & Williams, 2003). According to Williams (2001), boards of directors can structure relevant strategies and policies on how to obtain and best utilise the required resources underlying IC. Williams (2001) argues that a firm`s board of directors can influence the formation of IC related strategies and policies and ultimately performance. However, there are limited studies that investigate the relationship between board of directors and IC performance (see Abidin et al., 2009; Ho & Williams, 2003; Williams, 2001). Moreover, the results of these studies are inconclusive.

Board size

According to resource dependency theory, larger boards are more likely to include a large pool of experts with diverse industrial and educational backgrounds, and skills that enhance boards’ information processing capabilities. This can mitigate individual directors’ deficiencies in business skills through collective decision makings, which in turn improves the quality of strategic decisions and actions made by a firm (Abeysekera, 2010; Dalton, Daily, Johnson, & Ellstrand, 1999). Furthermore, it is argued that larger boards are more likely to increase firms’ ability to obtain and secure critical resources from their environment such as IC resources (Abeysekera, 2010), assisting in developing better interlocking relationships between the firm and its external stakeholder groups and enhancing its legitimacy and image in society (Zahra & Pearce, 1989). Thus, we hypothesise the following:


H1:    There is a positive relationship between board size and bank IC performance.




Presence of independent directors

From resource dependency perspective, independent directors provide more resources, information, and legitimacy to a firm leading to improved quality managerial decisions and firm performance (Hillman, Cannella, & Paetzold, 2000). Independent directors are more likely than inside directors to oppose a narrow definition of organisational performance, which focuses primarily on financial measures. In addition, independent directors are more likely to support managerial long-term oriented decisions that enhance firm long-term performance (Ibrahim, Howard, & Angelidis, 2003). Hence, it is expected that independent directors are more likely to support IC-related strategies such as investing in human resources, R&D activities and information technology. Consequently, IC performance will be enhanced. Thus, the following hypothesis is proposed:


H2:    There is a positive relationship between the presence of independent directors and bank IC performance.



Ownership Structure

Ownership structure is another main mechanism of corporate governance that can play an important role in developing IC performance or otherwise (Saleh et al., 2009; Keenan & Aggestam, 2001). In contrast to banks in developed countries, GCC banks are characterised as having concentrated ownership and a large set of blockholders who are related to different degrees of risk aversion and resource endowment (Chahine, 2007).

Government ownership

Governments of GCC countries have a significant stake of ownership in most of the banks (Chahine, 2007; Al-Hassan, Khamis, & Oulidi, 2010). Theoretically, there are two reasons as to why government ownership is detrimental to firm performance. First, governments are likely to pay special attention to political and social goals such as low output prices, employment or external effects which may lead to politicising resource allocation process, and thus reduce the efficiency and value of firms (Najid & Abdul Rahman, 2011). Second, the government is not the ultimate owner, but the agent of the real owners, the citizen. A large number of owners would delegate their monitoring role to politicians and bureaucrats who may not actively monitor firms due to their lack of personal interest at ensuring that an organisation is run efficiently (Ab Razak, Ahmad, & Aliahmed, 2008). These two disadvantages of government ownership can detriment banks performance in terms of IC. Saleh et al. (2009) further state that government ownership may negatively influence human capital performance of a firm through the appointment of less experienced staff for political or social goals.

Based on the above discussion, we propose the following hypothesis:


H3:    There is a negative relationship between government ownership and bank IC performance.



Family ownership

Family ownership is a unique feature of GCC banks (Chahine, 2007; Al-Hassan et al., 2010). It is argued that family ownership suffers from significant drawbacks arising from possible severe managerial entrenchment and agency problems (Saleh et al., 2009; Braun & Sharma, 2007). Family owners may choose to appoint company executives from family members. They may also exhibit a preference for risk reduction and preservation of firm capital, and extract benefits from the firm at the expense of minority shareholders (Braun & Sharma, 2007). All these significant drawbacks arising from family ownership may detriment IC performance.

Saleh et al. (2009) argue that family owners are more concerned in extracting wealth for their private benefits at the expense of minority shareholders, avoiding long-term investments such as investing in IC resources. According to Fernandez and Nieto (2006), the conservative nature of family ownership limits family firms’ ability to acquire knowledge-based assets such as technologies, well-known brands or qualified employees.

Further, managers in family-owned companies tend to face cognitive conflicts in maintaining professional relationships versus family relationships since family firms often tend to appoint family members in key managerial positions at the expense of hiring professional and qualified employees (Chen & Hsu, 2009). This will in turn lead to reduced human capital performance. Therefore, we propose the following hypothesis:


H4:    There is a negative relationship between family ownership and bank IC performance.



Domestic and foreign strategic institutional ownership

Strategic institutional shareholders are long-term investors with long-term commitments towards the firm in which they invest in. The contribution of strategic institutional shareholders to their investee-firms typically goes beyond financial contributions and extends to provision of non-financial resources such as managerial expertise and technical collaborations (Chahine & Tohme, 2009; Douma, George, & Kabir, 2006). Therefore, we expect that such type of institutional shareholders will be more willing to invest in risky projects such as those related to IC because of their incentive to increase firm value and ensure its future viability.

However, it is argued that the role of strategic institutional shareholders may differ according to their nationality (Chahine & Tohme, 2009; Douma et al., 2006). From resource-based perspective, nationality of shareholders can be regarded as a source of sustained competitive advantage (Chahine, 2007; Douma et al., 2006). This issue is quite conceivable, particularly in Arab countries where foreign institutional shareholders are more likely to outperform their domestic counterparts in terms of experience, organisational, monitoring and technological capabilities, and credibility (Chahine & Tohme, 2009). Therefore, this study expects that given the heterogeneity in resources and organisational capabilities between domestic and foreign strategic shareholders, they will have different impact on IC performance.

Therefore, based on the above arguments, we hypothesise the following:


H5a:  There is a positive relationship between domestic strategic institutional ownership and bank IC performance.

H5b:  There is a positive relationship between foreign strategic institutional ownership and bank IC performance.

H5c:  The positive association of foreign strategic ownership is significantly higher than the positive association of domestic strategic institutional ownership.



Bank Specific Characteristics

Bank internationality

From the organisational learning theory perspective, firms that enter foreign markets can enhance the learning of new skills and capabilities that significantly improve a firm’s ability to innovate, take risk, and develop new revenue streams (Zahra & Hyton, 2008). The interaction between parent firms and their branches or subsidiaries in international markets permit the former to expose themselves to different systems of innovation, diverse ideas, and multiple cultural perspectives. This will enhance firms’ ability to learn and acquire new knowledge and skills, which in turn improves the current capabilities of firms and increases its stock of knowledge or IC (Zahra, Ireland, & Hitt, 2000; Zahra & Hyton, 2008). The newly acquired knowledge and skills can manifest itself in upgrading and promote firms’ innovation (Zahra & Hyton, 2008). It is further argued that setting up of branches in developed countries helps banks in less developed countries to learn advanced skills and experience which will improve the level of management (Zhang, 2008). Thus, we hypothesise as follows:


H7:    There is a positive relationship between bank internationality and bank IC performance.



Bank adherence to Islamic Shariah principles

In GCC countries, Islamic banks and conventional banks operate side by side. Islamic banks operate based on Islamic Shariah principles. From the Islamic point of view, Islamic banks are based on more moral and ethical principles that are adherent to the Islamic religion than conventional banks (Ajmi, Hussain, & Al-Saleh, 2009). We argue that the adherence to Islamic Shariah principles related to banking transactions (muamalat banking) by GCC banks can inevitably enhance the likelihood of IC performance for both human capital and customer capital that, in combination, constitute the most important components of IC in banks. This is the case because, based on their religious beliefs, Muslims view banking transactions that are in line with Islamic Shariah principles as part of their ethical principles. Consistent with this theoretical argument, previous empirical literature evidences that employees and customers are concerned about the ethical issues of the companies they deal with. In support for this, several studies have shown that as employees and customers assess a company’s ethical conduct, their level of satisfaction and loyalty to the company increase (Valenzuela, Mulki, & Jaramillo, 2009). Based on the above arguments, the following hypothesis is proposed:


H8:    There is a positive relationship between banks’ adherence to Islamic Shariah principles and their IC performance.



Bank riskiness

The banking industry is described as the most risky industry because banks are highly leveraged when compared to other industrial firms. This study argues that there are several reasons to believe that bank riskiness can influence negatively bank IC performance. By exposing to high risks, banks are more likely to be under strict monitoring by supervisory agencies (Pathan, 2009). According to Pathan (2009), in the presence of continued and close monitoring by regulators, bank managers and directors act more conservatively to avoid any lawsuits. Therefore, it is reasonable to expect that spending on long-term projects such as R&D projects, employees’ training programs, and information technology will reduce because of the restrictions on risky investments. Consequently, the ability of banks to generate new ideas and innovative services and products will be limited, leading to reduced IC performance.

From the market discipline perspective, the perception that an organisation is unsafe and exposed to high level of risks can create doubts in the minds of its partners and customers that will switch potential businesses elsewhere (Ross, 2005). As a result of losing depositors` confidence, it is reasonable to expect that relationships with customers will damage, customer loyalty will erode, and bank reputation will destroy, leading to negative effects on bank IC performance.

From the above arguments, the following hypothesis is proposed:


H9:    There is a negative relationship between bank risk and bank IC performance.



Banking Industry Characteristics

Banking industry concentration

The banking industry in GCC countries is relatively concentrated with a few domestic players dominating the market (Al-Hassan et al., 2010). The efficient structure (ES) hypothesis argues that the degree of market concentration should be considered a consequence of the superior efficiency of bank firms. Consequently, banks that operate more efficiently may adopt internal and/or external growth strategies. Therefore, the most efficient banks may gain market share and may be the driving force behind the process of market concentration.

Based on efficient structure hypothesis, it is argued that efficient banks (i.e. those with superior management and production technologies that translate into higher profits) are more likely to focus on enhancing efficiency of value creation activities such as IC performance. This is achieved by engaging more in social responsibility programs that enhance firm reputation and satisfy stakeholders` expectations (Hammond & Slocum, 1996). Consequently, banks` relational capital performance could be enhanced. In terms of human resources, it is argued that monopolists have more resources that help them to hire the most skilled and qualified people (Gayle, 2001) which in turn could enhance human capital performance.

Based on the above discussion, we propose the following hypothesis:


H10:  There is a positive relationship between banking industry concentration and bank IC performance.




Presence of foreign banks

Theoretically, it is argued that the presence of foreign banks leads to improved performance of domestic banks through spillovers of knowledge from foreign banks to domestic banks (Claessens, Demirguc-Kunt, & Huizinga, 2001; Goldberg, 2007). The knowledge spillover from foreign banks to domestic banks in terms of new and advanced technologies, processes, and managerial skills can lead to improved IC performance of domestic banks through enhanced employees’ productivity (human capital), improved quality of customer offerings (customer capital), and improved banks’ routines and processes (organisational capital). In addition to knowledge spillover, this study argues that the competitive pressures from foreign banks may force domestic banks to focus on improving its IC performance through increasing investments in resources underlying IC such as human resources development, technology and R&D expenditures. This argument is consistent with “quiet life” hypothesis, which argues that the increase in competitive pressures due to the presence of foreign banks may force the managers of domestic bank to give up their sheltered “quiet life” and use resources more efficiently and adopt new technologies to maintain their market shares (Berger & Hannan, 1998).

Thus, based on the discussion above, we hypothesise the following:


H11:  There is a positive relationship between the presence of foreign banks and bank IC performance.



RESEARCH METHOD

Sample

The population comprises of all listed banks in GCC countries during the period 2008–2010. The dataset consists of 74 GCC listed banks. However, all Kuwaiti listed banks (11 banks) and several banks in other GCC countries are excluded from the sample due to missing relevant information. The final sample consists of 128 observations over the period.

Measurement of Variables

IC performance

We measure IC performance by using value added intellectual coefficient (VAIC) method developed by Pulic (1998). The instrument is widely used in studies of IC performance (see Ku Ismail & Abdul Karem, 2011; Goh, 2005; Ho & Williams, 2003). Algebraically, VAIC is expressed as follows:

[image: art]

where, (i) CEE is an indicator of Value Added efficiency of capital employed (CEE=VA/CE); CE = (book value of total assets) - (intangible assets) = (financial assets) + (physical assets), (ii) HCE is an indicator of Value Added efficiency of human capital (HCE=VA/HC); HC = total salaries and wages, and (iii) SCE is an indicator of Value Added efficiency of structural capital (SCE=SC/VA), SC= VA – HC = (value added) - (total salaries & wages). IC efficiency (ICE) is the sum of human capital efficiency (HCE) and structural capital efficiency (SCE). Total VA is calculated as follows:
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where, OP = Operating Profit; EC = Total Employee Expenses; D = Depreciation; and A = Amortization.

Independent variables

Board size is the number of directors on the board. We measure board independence by the number of independent directors on the board (Abeysekera, 2010). Government ownership is measured as a percentage of the ordinary shares held by the government. Family ownership is measured as a percentage of the ordinary shares held by the family. Strategic institutional ownership is defined as the ownership of corporations and other investors from related industry in the firm (Chahine & Tohme, 2009, Chahine, 2007; Douma et al., 2006). Following Chahine (2007), banks and financial institutions that hold shares in banks are classified as strategic shareholders. Domestic (foreign) strategic institutional ownership is measured as the sum of the ordinary shares held by the domestic (foreign) banks and financial institutions that hold 5% or more shares in the bank. Bank internationality is a dummy variable, scoring 1 if the bank has at least one foreign subsidiary and 0, otherwise. The adherence to Islamic Shariah principles is measured using a dummy variable. The bank will be perceived as adherence to Islamic Shariah principles if it is an Islamic bank giving the value 1, and 0 otherwise. Following previous studies such as Laeven and Levine (2009), bank risk is calculated by a Z-score = (Return on assets + capital asset ratio) divided by the standard deviation of return on assets. Following Al-Muharrami and Matthews (2009), banking industry concentration is measured by using k-bank concentration ratio (CR3) which is based on summing only the market shares of the three largest banks in the total assets of the banking market. The presence of foreign banks is measured as the ratio of the number of foreign banks to the total number of banks in the banking system in each country (Claessens et al., 2001).

Control variables

We control for other determinants of IC performance identified in the existing literature, that is bank size and financial performance, measured by the natural log of total assets and return on equity (ROE), respectively.

Statistical Analysis

We employ pooled ordinary least square (OLS) regression to examine the relationship between independent variables and IC performance, represented by the structural equation as follows:
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where,

ICP = intellectual capital performance;

BOSIZE = board size;

INDD = board independence;

GOV = governmental ownership,

FAM = family ownership,

DSIOW = domestic strategic institutional ownership,

FSIOW = foreign strategic institutional ownership,

INTN = bank internationality,

ADH = adherence to Islamic Shariah principles,

RISK = bank riskiness,

CONC = banking industry concentration,

FRBK = presence of foreign banks,

BASIZE = bank size;

ROE = return on equity; and

ε = error term.

This study undertook normality, linearity, homogeneity and multicollinearity tests1 to ensure the quality of data and variables. We also conducted the sensitivity analysis of the basic model using two alternative measures of board size (the natural logarithm of the total number of board members, and a dummy variable, scoring 1 if the board size is greater than the median and 0, otherwise), as well as two alternative measures of board independence (a natural logarithm of the number of independent directors, and a dummy variable based on the above median threshold).

FINDINGS

Table 1 shows the descriptive statistics of the variables. Intellectual capital performance (VAIC) varies from −4.28 to 12.10 with a mean of 4.20. The mean score is consistent with those reported by Al-Musalli and Ku Ismail (2011) among United Arab Emirates domestic listed banks (score of 4.4) for the same period (2008–2010) and Abdul Salam et al. (2011) among Kuwaiti banks (score of 4.45) for the pooled data for ten years (1996–2006). The average IC performance of the GCC listed banks in this study is lower than those reported by El-Bannany (2008) for UK banks (10.80), Goh (2005) for Malaysian banks (7.11), but is higher than those reported by Joshi et al. (2010) in Australia (3.80).


Table 1Descriptive statistics



	
	N

	Min

	Max

	Mean

	SD




	ICP
	128

	–4.28

	12.10

	4.20

	2.67




	BOSIZE
	128

	3

	13

	9.16

	1.9




	INDD
	128

	1

	10

	4.78

	2.09




	GOV
	128

	0.00

	70.00

	18.96

	21.53




	FAM
	128

	0.00

	69.98

	8.88

	13.26




	DSIOW
	128

	0.00

	99.88

	21.03

	27.40




	FSIOW
	128

	0.00

	49.38

	6.73

	12.93




	RISK
	128

	–0.39

	2.25

	1.25

	0.46




	CONC
	128

	0.24

	0.68

	0.43

	0.14




	PRBK
	128

	0.15

	0.49

	0.38

	0.12




	BASIZE
	128

	8.01

	10.79

	9.86

	0.59




	FINPR
	128

	–0.45

	0.36

	0.11

	0.13




The results of the regression analysis of the basic model (Model 1) are shown in the second column of Table 2. The regression model is significant (F = 20.572, P < 0.000) with an adjusted R square of 0.667.

Board Characteristics

Contrary to the prediction of the resource dependency theory and prior findings of Abidin et al. (2009) and Ho and Williams (2003), this study finds a high significant negative association between board size, presence of independent directors and IC performance at 1% of significance level. Thus, both Hypotheses 1 and 2 are not supported. According to Dwivedi and Jain (2005), larger boards may make it difficult for the members to use their knowledge and skills effectively due to problems of coordinating the contributions. Another explanation for the negative findings found in this study may be because GCC banks, on average, do not select their board members optimally. The OECD-Hawkamah survey reveals that most of the selected directors in boards of GCC banks lack the necessary skills and adequate understanding of the banking environment (OECD, 2009) which may lead to the lack of coordination and communication that cause decision making problems.

With respect to the presence of independent directors, Mujtaba and William (2011) state that the concept of independent directors is relatively new in the GCC region and there are challenges associated with the recruitment of suitable and truly independent directors on the boards of companies in the GCC region. Another explanation for the negative association may be due to the strong influence of family owners in GCC banks, especially in appointing independent directors. Family owners may nominate independent directors who are less likely to challenge the former’s interests that do not favour developing IC resources. Thus, it seems that the independent directors merely sit on the board to fulfil the requirements made by the GCC code of corporate governance, but might not be able to exercise their power.

Ownership Structure

With respect to governmental ownership variable, this study does not find any significant association between governmental ownership and IC performance. Thus, Hypothesis 3 (H3) is not supported. This finding is similar to that of Saleh et al. (2009). A plausible explanation for the insignificant finding between government ownership and IC performance is that GCC governments invested in GCC banks but allowed control over key aspects of the banks to be retained by the private partners.

Regarding family ownership, consistent with expectations and similar to prior study by Saleh et al. (2009), this study finds a negative significant association between family ownership and IC performance; thus, Hypothesis 4 (H4) is supported. The result confirms the managerial entrenchment hypothesis, which suggests that high family ownership indicates high probability of opportunistic behaviour of families in pursuing their objectives at the expense of minority shareholders.

 
Table 2Multiple regression results

[image: art]


The coefficient for domestic strategic institutional ownership is significant at the 10% level. However, the coefficient is negative suggesting there is a moderately negative relationship between domestic strategic institutional ownership and IC performance. Thus, H5a is not supported. This may be due to the fact that most of the GCC banks and financial institutions are government and/or family controlled (Chahine, 2007; OECD, 2009) and at present, it appears that managers of these institutions do not necessarily have the proper incentive to encourage their counterparts in other GCC banks to invest in resources underlying IC.

Surprisingly, foreign strategic institutional ownership has shown insignificant impact on IC performance, suggesting that foreign banks and other foreign financial institutions do not improve IC performance of GCC banks; thus, H5b is not supported. A possible explanation is that the GCC region is regarded as risk prone, especially the political risks (Laabas & Abdomoula, 2005). Therefore, banks and other financial institutions from developed countries may prefer to keep short-term relationships with domestic banks focusing on profitability opportunities in GCC domestic markets instead of focusing on transfer of knowledge, technology, and new management styles and skills to investee-domestic banks. In addition, it has been argued that in situations involving low total percentage shares of foreign strategic investors, foreign investors have low motivation to introduce advanced technologies, new products, and suitable corporate governance mechanisms (Shen et al., 2009) which make their impact on IC performance insignificant.

Bank Specific Characteristics

The relationship between bank internationality and IC performance is statistically insignificant even at 10%. Thus, Hypothesis 7 (H7) is not supported. This may be due to low ability of GCC banks to absorb, internalise and exploit new knowledge and skills from foreign markets. Investments in R&D which are viewed as the base to build innovative capabilities and acquire, assimilate, and creatively exploit new knowledge from foreign operations (Zahra & Hyton, 2008) are still extremely low in GCC banks (Jabsheh, 2005). This possibly contributes to the inability of GCC banks to benefit from the advantages of international expansion in developed markets to improve IC performance.

Consistent with our expectation, this study finds a positive significant association between the adherence to Islamic Shariah principles and IC performance at a 1% level. Thus, H8 is supported. The result implies that banks that operate in line with the Islamic Shariah principles have higher IC performance than those that do not. In respect of the bank riskiness variable, this study used the Z-score of each bank to measure bank riskiness. The Z-score is a measure of bank stability and indicates the distance from insolvency as defined as a state where losses surmount equity (Laeven & Levine, 2009). According to Laeven and Levine (2009), Z-score is the inverse of the probability of insolvency. Thus, a higher Z-score indicates that the bank is more stable and bank riskiness is lower. The coefficient of bank riskiness (i.e. Z-score) is positive and significantly associated with IC performance as predicted. Thus Hypothesis 9 (H9) is supported.

Banking Industry Characteristics

Our results show that the degree of banking industry concentration has a positive effect on the level of IC performance, providing support to efficient structure (ES) hypothesis. Thus, Hypothesis 10 (H10) is supported. With respect to the presence of foreign banks, interestingly, the results of the regression analysis indicate that the presence of foreign banks is negatively associated with IC performance at a 1% level. Thus Hypothesis 11 (H11) is not supported. One plausible explanation is that GCC banks are not sufficiently competent in adapting to the new competitive environment as a result of the presence of foreign banks. Foreign banks in GCC countries such as Citigroup and HSBC are characterised as having advanced technology, broader product offerings, high-quality and sophisticated risk management techniques, and qualified human capital (Turk-Ariss, 2009). These advantages of foreign banks are likely to motivate customers in GCC countries to switch to foreign banks because they are more able to meet their needs and demands for superior and innovative products and services. This would finally lead to eroding customer base of GCC banks, detrimental to their IC (customer capital) performance. Furthermore, in order to mitigate information costs of doing businesses in local markets and have a deep understanding of local businesses, foreign banks may resort to introduce a higher remuneration package and wages than that introduced by domestic banks. This would attract the most skilled and qualified local bankers and employees in domestic banking market.

Control Variables

Our findings show that bank size does not influence bank IC performance. This finding is however similar to the findings reported by Joshi et al. (2011), of the Australian owned banks. As expected and consistent with prior findings by El-Bannany (2008) and Swartz and Firer (2005), we find a positive significant association between bank financial performance and IC performance.


Sensitivity Analysis

The results of the sensitivity analyses are presented in Table 2 (Models 2–5). Models 2 and 3 present the results of using the natural log and the dummy variable for board size, respectively. Models 4 and 5 show the results of using the natural log and the dummy variable for number of independent directors, respectively. Our results of all the models are almost similar to the basic model.

CONCLUSION

Our study has several policy implications. First, it may help the banking regulators in taking actions towards developing their performance and in turn maximising value creation. Second, regulators in GCC countries should revise the request for a minimum number (one-third of the board) of independent directors on the board of GCC banks. This is because independent directors in GCC countries in general do not possess the knowledge, skills and expertise in banking which may impede board processes and decision-making, and consequently IC performance. Otherwise, regulators in GCC countries should impose more strict nomination procedures for selecting the true independent directors.

The strong negative significant association between the presence of foreign banks and IC performance implies that the relaxation of entry barriers may not be an adequate solution for the GCC countries. While we hypothesise that the presence of foreign banks would help GCC banks improve their IC performance through either knowledge spill over or competition enhancement, our result shows that the presence of foreign banks deteriorates the IC performance of local banks.

NOTE

1.     These tests are not reported here to save space, but they are available from the authors upon request.
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