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AsbtractThe Asian financial crisis of1997 resulted in Malaysiancommercial banks seekingto strengthen their



corporate governance,transparency anddisclosure levels. The aimof this research is to reviewcorporate governance inrelation to ownership



structure of domesticowned banks in terms ofgovernment connectedownership and foreignownership of commercialbanks in Malaysia. This



research has given abrighter insight intocorporate governance andbank performance inselected Malaysiancommercial banking



institutions. The findingshave also provided usefulinformation to investors,bankers and regulatorspertaining to theimportance of the role of



corporate governancepractices in the Malaysianbanking system and itsperformance. Differenttypes of bank ownershiphave had different concerns



about implementingcorporate governancepractices amongcommercial banks inMalaysia.
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IntroductionThe Malaysian bankingsystem consists mainly ofthree types of institutions.There are commercial



banks (domestically-owned banks and foreign-owned banks), financialbanks and merchant banks.Domestic commercialbanks have the largest



share of the market. Amongthese three types ofinstitutions, thegovernment control thelargest bank and secondlargest bank; namely



Maybank and BankBumiputra through amajority share(Detragiache and Gupta2004).



According to Bank NegaraMalaysia (BNM) (2009),there are presently a totalof 55 financial Institutionsin Malaysia, comprising 23commercial banks, 15



investment banks and 17Islamic banks. The 23commercial banks include 9domestic banks and 14locally- incorporatedforeign banks. Foreign



commercial banks heldover 90 percent of theshare of the bankingmarket in 1957 whenMalaysia becameindependent. However, by



1997, they controlled only16.7 percent of bankingassets.The progressivedecline of foreign bankswas the result of adeliberate government



policy of developing thedomestic financial sector,under which foreign bankshad been prohibited toopen new branches since1971, and the last licence to



a foreign institution wasgranted in 1973. Themarket share of foreignbanks was relatively stablein the 1990s until the crisis



(Detragiache and Gupta2004).Domestic and foreigncommercial banks hadengaged in retail banking



and corporate banking.They were the onlyinstitutions authorized totake demand deposits. Onthe other hand, thenumerous small finance



banks provided instalmentcredit to consumers andsmall businesses. Merchantbanks were a minorpresence at that time. Themerchant banks provided



short-term money marketand capital raising activitiesincluding underwriting,loans syndication,corporate finance andmanagement advisory



services, arranging for theissue and listing of sharesas well as investmentportfolio management.



Background StudyBank Negara Malaysia’sbanking sectorrestructuring efforts wassubstantially completed.



Danamodal was the capitalinjection vehicle for thecentral bank. Therefore, theoperations of the centralbank had been recoveredfollowing the closure of the



Corporate DebtRestructuring Committee(CDRC). Danaharta alsocompleted its task ofacquiring NPLs from thefinancial sector and was



making significant progressin its recovery operations.Danaharta had been verysuccessful in containing therise of the NPLs in order forthe banking system to



function efficiently duringthe intermediation process(Koh 2004).



Ownership Structure of
Banks in MalaysiaConsolidation of thebanking industry usuallychanges the merged



banking groups’composition of ownershipstructure and the bankingindustry’s marketstructure. In the Malaysiangovernment’s strategy to



consolidate the bankingindustry resulted in thereduction of the number ofdomestic commercial banksfrom 20 in 1999 to 10 in2001 when the bank



merger programme wascompleted (Koh 2004).While the consolidationprogramme resulted inlarger and bettercapitalised domestic



banking institutions, it doesnot seem to have had anysignificant effect on thecomposition of ownershipstructure in the bankingindustry. The government’s



sudden decision to initiatea bank merger programmein 1999 to consolidate thebanking industry may havehad been prompted by theworsening situation in



some of the bankinginstitutions in early 1998.As some bankinginstitutions difficultiesbecame apparent becauseof their substantial losses



and high non-performingloan ratios, the central bankacknowledged thatdomestic banks were inneed of recapitalisation.



The banking regulations onownership structure arequite effective given thatlegal ownership was clearlyseen in terms of shareownership in the banks.



However, discriminatingthe beneficial ownershipstructure is more difficultsince nominee directorsand nominee shareholdingsare normal vehicles to



cover up the trueownership structure in thebanking institutions. Thealmost status quo positionin the ownership andcontrol structure in the



banking industry after themerge reflects very muchthe influence of thegovernment’s NewEconomic Policy (NEP)established in 1970 (Koh



2004). As a result of theNew Economic Policy(NEP), restructuring policy,the share of thegovernment ownership in afew of the larger domestic



banking groups becamesubstantial with majorcontrolling rights. Thereare five main governmentagencies with largeshareholdings in the



domestic bankinginstitutions. These fivegovernment agencies arePermodalan NasionalBerhad (PNB), theEmployees Provident Fund



Board (EPF), KhazanahNasional Berhad,Pertubuhan KeselamatanSosial (PKS) and KumpulanWang Amanah Pencen(KWAP). PNB is the



government’s nationalcapital corporation andKhazanah the Ministry ofFinance’s investment arm.EPF, PKS and KWAP are thegovernment agencies social



security and pension funds(Koh 2004).There are many studiesconducted by otherresearchers. The past



researches havehighlighted that thecorporate governance andownership structureimpacts bank performancein various perspectives.



Motivation of the Prior
StudiesThe recent corporatefailures all over the worldhave reinforced the



importance of corporategovernance. It is importantfor investors todifferentiate corporate onthe basis of governanceprinciples in order to find



out the good from the bad.Certainly, corporategovernance was the need ofthe hour. Corporategovernance is a controlmechanism through which



suppliers of finance tocorporations assurethemselves of getting areturn on their investment(Shleifer and Vishney1997). Corporate



governance is concernedwith managing therelationship among variouscorporate stakeholders(Lashgari 2004).



In Malaysia, Tan Sri Dato’Sri Dr. Zeti Akhtar Aziz, theGovernor of Bank NegaraMalaysia, (2003) said thatthe corporate governancein banks involves the range



of practices coveringproper conduct of business,values, ethics and the wholeculture of organisationaland staff behaviour. It notonly involves process and



financial targets to servethe interest of theshareholders but also thebest practices of conductwith depositors, customersand other stakeholders.



The major contribution ofcorporate governance wasenhancing operatingperformance of firms andpreventing the fraud (Yehet al. 2002). Black et al.



(2002) found thatcompanies with bettercorporate governance hadbetter financialperformance thancompanies with poor



corporate governance. Thiswas well supported byJensen and Meckling (1976)and Fama and Jensen(1983). They found thatcorporate governance



really helps owners to exertcontrol over corporateaffairs. Corporategovernance mechanismshave given powerfulposition to the owners to



manage corporate insidersand managers.



ObjectiveThis study examines themotivation of the priorstudies for corporategovernance and bank



performance. It alsopresents the structure,evolution and restructuringof the Malaysian bankingsystem. Here, the objectives



revolve around threeareas:-1. To look at the literaturein relationship between



corporate governanceand bank performance.2. Examine literature inrelation to the sensitivityof corporate governance



on bank performanceespecially with differenttypes of bankownerships.



3. Look at the theoriesrelating to the conceptualframework in CorporateGovernance.



Literature Review

Bank Governance and
Bank PerformanceIn a study conducted byGoodstein et al had



indicated that larger boardsmay act as an increasedpool of expertise and abetter ability to formreasonable judgment(Goodstein et al. 1994). It is



hard to gain an optimumnumber of directors of theboard. Chiang (2005) foundinsignificant relationshipbetween board structureand firm performance.



Ingrid Bonn (2004) alsofound that board size neverleads to firm performance.He argues that it is notboard size, per se, that isimportant for firm



performance but rather thecomposition of the boardsin terms of the ratios ofoutside directors. Lang etal. (1999) found that insidedirectors generally had a



greater understanding ofthe company’s operations.Alonso and Gonzalez(2006) found an inverted Ushaped relation betweenbank performance and



board size that justifies alarge board and imposes anefficient limit to the board’ssize. Other than that, Spongand Sullivan (2007) foundthat boards of directors are



likely to have had a morepositive effect oncommunity bankperformance whendirectors had a significant



financial interest in thebank.However, outside directorsare more professional andin a better position to exert



control over management.Fama (1980) stated thatindependent directors arebetter in managing andmonitoring management ofself interest and



opportunism. Pastresearches have shownmixed results onperformance influence ofoutside versus insidedirectors on firm



performance. Most of theresearches support outsideboard members’ influenceon firm performance.Alonso and Gonzalez(2006) found a positive



relation between theproportion of non-executive directors’performance and aproactive role in boardmeetings. They argue that



the bank board’scomposition andfunctioning are related todirector’s incentives tomonitor and advisemanagement. All these



relations hold after theycontrol the bank business,institutional differences,and size and market powerin the banking industry,



bank ownership andinvestors’ legal protection.Pearce and Zahra (1984)argued that there was ahigh degree of association



between executive ratioand firm performance. Thiswas well supported byMahajan and Sharma(1985). They found that aboard with high proportion



of independent directorsworks effectively. It wascommon practice that theCEO of the bank may act aschairman of the board ofdirectors. There was



contrasting opinion amongresearchers regarding theCEO of the firmconcurrently acting aschairman of the board. Oneset of researchers argued



against it, just becauseboard effectiveness maycome down drastically dueto lack of independence. Onthe other hand, CEO cangive ultimate direction to



the boards regardingcompany’s future strategyand bale to run in a properway. Past researches in thedirection provide supportfor both arguments. Chiang



(2005) found it had anegative effect onperformance if CEOassumes the role ofchairman of the board. Thesame results were provided



by Fama and Jensen (1996).On the other hand,Anderson and Anthony(1986) argue that it mayreduce conflict betweenCEO and the board of



directors, and that leads toeffective functioning ofboard. Board meeting is animportant element in theboard governance.



Apart from that, theliterature on the impact ofmanagerial and boardownership structure eitherinside or outside onperformance are also



discussed in this research.The effects of the presenceof outside directors,especially directors fromforeign countries in thecorporate board structure



have impacts on bankperformance. The extent ofthe foreign ownership level,not the mere existence offoreign ownership, has asignificant positive



association with the bankreturn (Choi and Hasan2005). Choi and Hasan hadalso indicated that  thenumber of outside board ofdirectors have  no



significant effect onperformance, but thepresence of a foreigndirector on that board issignificantly associatedwith bank return and risk.



This was well supported byDahlquist and Robertsson(2001), who investigatedforeign ownership amongSwedish firms, and foundthat foreign investors are



typically mutual funds orother institutionalinvestors and reported apositive association withperformance.



Bonin et al. (2003) arguethat over the second half ofthe 1990s, foreignownership in the bankingsectors of transitioncountries increased



dramatically. Theperformance of foreign-owned banks wassignificantly higher thandomestically owned banks,and the extent of such



foreign ownershipimpacted bank efficiencysignificantly in eleventransition countries.Yudaeva et al. (2003)investigated the effects of



foreign ownership onproductivity of Russianfirms and found thatforeign firms are moreproductive than domesticfirms. They also found



positive spill over fromforeign-owned firms todomestic firms in the sameindustry but reportednegative effects ondomestic firms that are



vertically related toforeign-owned firms.Meanwhile, Havrylchyk(2003) reveals that foreign-owned banks are found tobe more efficient than their



domestically owned bankcounterparts. Goldberg etal. (2000) found thatforeign-owned banksoutperform domestically



owned banks in developingcountries.It is understood thatprivate domestically ownedbanks have a long term



orientation whichencourages a strategicapproach. Government-connected ownership thatcontrolled private domesticbanks seldom give up



management control tomanagers, and they areexperts at retainingownership. Past literatureshow that government-connected ownership was



positively significant toprofitability. However, itwas less significant tomarket returns. Accordingto Narendar et al. (2005),foreign banks in Indian put



up better performance thanother domestic banks. Thebank controlling rights andcash flow rights  havepositive correlations in thegovernment-connected



ownership of privatedomestic banks (La Porta etal. 1998). The reason forthe wide spreadgovernment intervention inprivate domestic banks in



emerging countries is thatthe government’scredibility is more or lessdependent on stablefinancial sectors in the



country (Arun and Turner2002).The research on the role ofthe board of directors inModern Corporation



primarily focused on theboard’s effectiveness inmonitoring management(Fama and Jensen 1983). Itwas argued that bymonitoring management,



outside directors can limitthe exercise of managerialdiscretion, thus loweringcontracting costs betweenshareholders andmanagement (Fama 1980;



Fama and Jensen 1983).Bhagat and Black (2000)found that the proportionof outside directors on theboards is negatively relatedto firm performance. The



quantitative Meta analysisby Rhoades et al. (2000)reports that one third of thevariation across boardcomposition studies wasthe result of sampling error



and does not reflect thetrue differences in therelationship between boardcomposition measure andfinancial performance.



The research on effect oflow ownershipconcentration on the bankperformance, controllingfor shareholders protectionlaws and bank regulations



is also discussed here.There exists an interactionwith ownershipconcentration influences onthe bank performance inshareholders protection



laws. Magalhaes et al.(2008) show the evidencethat the increasingownership concentration ismore important to increasebank performance when



the protection ofshareholders is low. Theyalso argue that ownershipconcentration is moreimportant to increase thebank performance with



concentrated ownershipstructures when thesupervisory authority isless independent from thegovernment and thebanking system. This is



supported by Pinteris(2002) who providesempirical finding thatindicates there was anegative relationshipbetween bank ownership



concentration and bankperformance.The following subsectiondiscusses the relationshipbetween corporate



governance and bankperformance, and thesensitivity of corporategovernance and bankperformance on the type ofbank ownership in detail.



Relationship between
Corporate Governance
and Bank PerformanceTheoretically, corporategovernance is divided into



two perspectives which areexternal governance andinternal governance. Bothgovernances have greaterimpacts on theperformance of bank firms.



However, the followingsubsection focuses on theprudential regulations inbanking system.Regulations are importantfor banks because they



could discipline all kinds ofbanking activities of eitherdomestic or foreigncommercial banks.



Prudential RegulationsAs the financial regulatorystructure evolved, anumbrella of financial safetynets and prudential



regulations was put in placeto ensure that the inherentsafety and soundness of thebanking institutions wouldpromote stability withinthe financial system.



Operationally, this impliesthat any disruption in thebanking system should nothave a significant impact onthe payments system aswell as on aggregate real



economic activities. Anoverriding requirement indeveloping a viablefinancial safety net andprudential regulationsframework for enhancing



effective market disciplineis carefully balancing theneed for effectiveregulatory oversightwithout, at the same time,



increasing regulatoryburden (Koh 2004).In banks, depositors rely onthe government’s role toprotect their bank deposits



from expropriatingmanagement. It mightencourage economic agents(bank managers) to deposittheir funds into banksbecause a significant part of



the moral hazard cost isguaranteed by thegovernment. In otherwords, if the governmentexplicitly provides depositinsurance, bank managers



probably still have anincentive to increase theirrisk taking because it is atthe government’s expense.This moral hazard problemcan be restored through the



use of economic regulationssuch as asset restrictions,interest rate ceilings,reserve requirements andseparation of commercialbanking from insurance



and investment banking(Arun and Turner 2003).The effects of theseregulations limit the abilityof bank managers to overissue liabilities or turn



away assets into high riskventures.



Manager and Director
OwnershipManagers and directorswhose personal wealth issignificantly linked to the



value of the firm have theincentive to act in theinterests of outsideshareholders. According toJensen and Meckling(1976), outside



shareholders caneconomically assess theextent to which an ownerand manager imposeagency costs on othershareholders, the market



value of the firm’s stockwill be reduced, and theowner’s wealth will bedecreased. Many studies oncorporate governanceliterature cite that



increasing stock ownershipby managers and directorscan be an effective controlmechanism designed toreduce the moral hazardbehaviour of firm



managers. If this was aneffective controlmechanism, then anincrease in the extent of itsuse would induce areduction in the level of



other monitoringmechanisms such as thepresence of block holdersand outside directors.



Block Holder OwnershipThe presence ofshareholders holding a highproportion of the firm’scapital comprises another



way to mitigate the effectsof the separation ofownership and control onfirm value. For example, themanager of a firm in whicheach shareholder holds



only a small fraction of thefirm’s capital can engage invalue reducing activities(Berle and Means 1932).However, in reality, ashareholder with a little



stake in the firm have weakincentives to engage in themonitoring of managerssince he or she supports allthe costs of monitoring,while getting only a small



fraction of the benefits orthe typical free riderproblem (Tam and Tan2007).



In contrast, an ownershipstructure in which one ormore shareholders own alarge block of stock havethe potential for disprovingmanagers from engaging in



moral hazard behaviour.The presence of blockholders may represent athreat to the company’smanagement because of thepower to launch a proxy



fight, or a takeover bid. Ablock holder may alsopropose a person torepresent him or her in theboard of directors in orderto ensure that the



management is acting inthe interests ofshareholders.Consequently, firms withblock holder ownership are



expected to have lessagency problems.



The Proportion of Outside
DirectorsA number of academiciansand professionals arguethat the presence of



directors who are notemployees of the firm mayenhance the effectivenessof the board of directors inmonitoring managers andimproving firm value. The



rationale behind thisstatement is that outsidedirectors are more likely todefend the interests ofoutside shareholders. It canbe proven in Fama and



Jensen (1983) study thatoutside directors have theincentive to act as monitorsof management becausethey want to protect theirreputations as effective,



independent decisionmakers. On top of that,Weisbach (1988) foundthat outside dominatedboards are more likely thaninside-dominated boards to



replace the chief executiveofficer (CEO) in response topoor performance.



Chief Executives Officer
(CEO) – Chairman DualityApart from that, manyresearchers who studiedcorporate governance



consider that separatingthe titles of chairman andCEO will reduce agencycosts and improve firmperformance. The reason isthat when the CEO is the



chairman of the board, thepower within the firmbecomes concentrated inone person’s hands. Thisallows the CEO to control



information available toother board members.The board becomes underthe control of managers,which prevents it from



effectively accomplishingits tasks of hiring,ultimately firing, rewardingtop executive officers andconfirming and monitoringimportant decisions. Given



the decrease in theeffectiveness of the board,the potential agency costsresulting from theseparation of ownership



and decision making areworsening.Jensen (1993) recommendsthat companies shouldseparate the titles of CEO



and board chairman. Pi andTimme (1993) study asample of banks over the1987 to 1990 period. Theresults of their studysuggest that after



controlling the bank sizeand other variables, costsare lower and returns onassets are higher in bankswith two different personsholding the CEO and



chairman titles. Controlmechanisms are designedto mitigate the agencyproblem and expected to beused to a larger extent in



companies operating with adual leadership structure.



Board of DirectorsThe expenditure defeatsthe advantages achievedfrom having more people todepict on. Jensen (1993 p.



865) indicates that by“keeping boards small canhelp improve theirperformance. When thenumber of board ofdirectors gets beyond seven



or eight people, they wouldbe lesser probability thatthey function effectivelyand difficult for the CEO tocontrol.” Lipton and Lorsch(1992) also call for



adoption of smaller boardsand recommend that boardsize be limited to seven oreight members.



Yeramck 1996 andEisenberg et al. (1998)indicate that a number ofstudies have shownnegative results in relationto board size on firm



performance.Consequently, corporatemechanisms such as insiderblock holder ownershipand the presence of highproportions of outside



directors have developedinto an important issue infirms with large boards.



Principal-Agent ProblemNonetheless, severalmarkets and governancemechanisms could reducebank's agency cost. There



are several strategies tohelp reduce agency cost ofbanking institutions.Firstly, for instance, labourmarket provides someincentives for bank



managers to serveshareholder interests, sincebetter performingmanagers will be regardedand rewarded more highlyand have greater



marketability (Fama 1980and Cannella et al. 1995).Secondly, capital marketscan also encourage betterperformance on the part ofbank managers since any



performance issues couldput pressure on stockprices and increase thepotential for takeover andnew management. Throughthese market mechanisms,



it is a partial substitute fordirect incentives forthemselves.



The Effect on Bank (Firm)
PerformanceAlthough the classicalargument about therelationship between



corporate governancevariables and firmperformance was for somevariables, the greater thelevel of the variable, thebetter  the firm



performance, but theopposite holds for othervariables; for instance,stock ownership by insiderand block holders. Thelargely shared good sense



about these two controlmechanisms, the firms withmore insider ownershipand block holderownership, is that theyachieve a better



performance. The sameargument holds for thepresence of outsidedirectors on the board; forexample, the more outsidedirectors the firm have on



its board, the better itsperformance. Regarding thesize of the board, a numberof researchers andprofessionals call forsmaller boards of directors



based on intuition orempirical findings. Therationale behind this isbecause the effectiveness oflarger boards is lower andfirms will gain in terms of



performance, if they chooseto operate with boardscomposed of a limitednumber of directors.



Ownership Structure and
Bank (Firm) PerformanceIn theory, as ownershipseparates frommanagement, firm



performance may decreasedue to growing differencein interests between thetwo persons who aremanagers and shareholders(Jensen and Meckling



1976). When ownership isconcentrated in a singleshareholder, there will becloser alignment ofinterests, and this couldaffect firm performance.



Therefore, conflicts ofinterest between managersand shareholders areargued to be moreimportant in firms withdispersed ownership



structures, as coordinationproblem hinders effectivemonitoring of managerialactions by smallshareholders, who have torely on external monitoring



through the market forcorporate control (Famaand Jesen 1983 and Jensen1988).



In contrast, conflictsbetween managers andshareholders are expectedto be less important infirms with concentratedownership structure, as



controlling shareholdershave strong incentives tomonitor managers andreplace them in the case ofpoor performance (Frankset al. 2001).



In summary, monitoring ofmanagerial actions isdifficult in a firm withdispersed ownershipstructure. A concentratedownership structure



providing effectivemonitoring in principle isexpected to enhance firmperformance. However,another potential conflict ofinterest arises in firms with



concentrated ownership, asthe controllingshareholders may engage inactivities that expropriateminority shareholders(Shleifer and Vishny 1986;



Faccio and Stolin 2006).Therefore, concentration ofownership may have anegative impact oncorporate performance dueto expropriation of



minority shareholders bycontrolling shareholders.In the role of largeshareholders model,Burkart et al. (1997)



challenge the view thatmonitoring is simplybeneficial by describing atrade off between thebenefits of monitoring andthe ones of managerial



discretion. In other words,too much monitory reducesmanager’s initiative to seekfirm specific investmentswhich is harmful to firmperformance. They propose



the ownership structure asa commitment device todelegate a certain degree ofcontrol to management.The mentioned theoriessuggest that a non- linear



relationship betweenownership concentrationand firm performance ispossible. In fact, Miguel etal. (2004) predicted andfound empirical evidence of



a quadratic relationship inwhich performance (firmvalue) increases at lowlevels of ownershipconcentration (due to themonitoring effect), and



decreases at high levels (asa result of theexpropriation effect). Tamand Tan (2007) show thatconcentrated ownership ispositively related to firm



performance in Thailandand Asia. Such arelationship was especiallypronounced in countrieswhere investor protectionwas low because ownership



concentration was found tomitigate conflicts betweenowners and managers.On the other hand, relyingon the theoretical argument



that expropriation ingeneral is costly (Burkart etal. 1998), we should expectless severe expropriation ina highly concentratedownership structure. This



makes it possible for acubic relationship betweenownership concentrationand performance, but untilnow they are not supportedby any empirical evidence



(Miguel et al. 2004).Performance or firm valueis also argued to increase inthe presence of strongshareholder protectionlaws aimed to avoid



expropriation bycontrolling owners(Classens et al. 2000; LaPorta et al. 2002).



The effectiveness ofshareholder protectionlaws is very important inbanks because it couldaffect the relationshipbetween ownership



structure and performance.However, the uniquecharacteristics of banksmay interfere in suchrelationship (Caprio et al.2007). First, due to the



higher opacity andcomplexity of banks(Morgan 2002), investorprotection laws alone maynot provide effectiveprotection to small



shareholders. Second,heavy regulations imposedon banks may substitute forinterference with investorprotection laws or makethese latter extra. As a



consequence, it is not clearthat we should expect apositive impact of investorprotection laws on banksperformance and valuationas it is the case for non



financial firms.Third, theemergence of bankregulations aimed to reduceexpropriation by insidersshould enhance bankperformance and



valuations. Fourth, thepresence of depositinsurance aimed to protectdepositors through thereduction of excessive risktaking by banks may cause



inefficiencies in terms ofperformance and valuation(Caprio and Levine 2002).



Model Relationship
among Ownership
Structure, Corporate
Governance and Firm
Performance



The subsequentlysubsection discusses therelationship betweencorporate governance andbank performance sensitiveto types of bank ownership



in detail. In general, thetype of bank ownership hasa greater impact on theperformance of banks.



Corporate Governance
and Bank Performance:
On Types of Bank
Ownership



The type of bank ownershipis divided into twocategories which areprivate domestically-owned banks and foreign-owned banks. Nevertheless,



the structure of bankownership control can beclassified into two groups.They are government-connected ownership forprivate domestically owned



banks and foreignownership for foreignbanks. These structures ofbank ownerships havegreater significant impactson corporate governance



practices and outcome ofbank performance itself.The reason is that theownership controlstructure represents thepower of owners to control



the bank in maintainingtheir corporate governance.



Government-Connected
OwnershipGovernment ownership ofbanks is a common featurein many developing



economies (La Porta et al.2002). The reasons for suchownership may includesolving the severeinformational problemsintrinsic in developing



financial systems andaiding the developmentprocess (Arun and Turner2002). The government ismore fitted to allocatecapital to certain



investment (Boubakri et al.2005).There are two additionaltheories which have beenadvanced for government



participation in thefinancial market, namelythe development view andpolitical view. Thedevelopment view suggeststhat in some countries



where the economicinstitutions are not welldeveloped, governmentownership of strategiceconomic sectors such asbanks is needed to jump



start both financial andeconomic development andfoster growth. In politicalview, governments acquirecontrol of banks in order toprovide employment and



benefit to supporters inreturn for votes,contributions and bribes.Such approach is greater incountries withunderdeveloped financial



system and poorlydeveloped property rights.Under development view,government financeprojects are sociallydesirable. Therefore,



governments financeprojects that would not beprivately financed in bothviews (La Porta et al. 2002).



Greater governmentownership of banks tendsto be associated with lowerbank efficiency, less savingand borrowing, lowerproductivity and slower



growth (Barth et al. 2000).Government residualownership is likely to havean effect on performance(Boubakri et al. 2005). InMalaysia, the almost status



quo position in theownership and controlstructure in the bankingindustry after the mergereflects very much theinfluence of the



government’s NewEconomic Policy (NEP). Asa result of the NEPrestructuring policy, theshare of governmentownership in a few of the



larger domestic bankinggroups became substantialwith major controllingrights (Koh 2004).



Therefore, most studieshave shown that there existdirect relationshipsbetween bank performanceand government ownershipof banks. Government



ownership is generallypositively related to thelevel of non-performingloans in an economy, butnot strongly linked to theother performance



indicators (Barth et al.2000).



Foreign OwnershipWith regard to the theme offoreign ownership, priorresearch suggests thatcultural connections might



also affect the ability offoreign banks to take fulladvantage of localopportunities (Clarke et al.2001). Most sources agreethat the more similar the



cultural backgrounds ofthose involved in theinteraction process, thegreater the likelihood ofachieving market closeness(Ford 1989 p.825-826).



Cultural likeness is animportant determinant of afirm’s ability to estimatethe needs andrequirements of variousstakeholders (Holden and



Burgess 1994). It may bethe mechanism in theinteraction process. Whiletrust and experience areonly gained or lost throughinteraction, cultural



likeness can be influentialbefore interaction begins(Swift 1999). Headquartered in origin foreigncountries versus thoselocated outside the origin



countries, Berger et al.(2000) found that foreign-owned banksheadquartered in the originforeign countries are likelyto lend to some classes of



their small businesses thanforeign banksheadquartered outside theorigin countries. Theassumption is that similarculture and language would



offer advantages to originforeign countries ratherthan from other places.Lark et al. (2001) suggestthat any specificadvantages foreign banks



are likely to have overdomestic banks are likely tobe greater for foreign banksheadquartered within theEast Asia region. This ispossible due to shorter



distances and similarity inlanguage and culture. Infact, the impact of thesefactors also have beenobserved in other financialphenomena and used to



explain home bias effect ofinvestors who tend to beaverse to including foreignstocks in their portfolio(Grinblatt and Keloharju2001).



Conceptual Framework

Independent VariablesBoard Ownership Structure(Internal Governance)



 Government-connectedOwnership
 Foreign Ownership



External Forces- RegulationExternal Governance)
 Capital Ratio



 Fixed Asset andInventories to Capital



Dependant Variable

Bank PerformanceThe conceptual frameworkmodel shows the



relationship betweencorporate governance andbank performance sensitiveto the types of bankownership in Malaysia.Types of bank ownership



moderate the effect ofcorporate governance onthe bank performance inMalaysia. The type ofownership in Malaysia isdivided into two



perspectives which areforeign-owned banks andsecond, there are privatedomestically owned banks.Therefore, these types ofbank ownership have a



significant effect on internalcorporate governance interms of board ownershipstructure in banks. Thisimplication may lead tobanks having poor or good



corporate governance anddirectly resulting in itsprofitability increasing ordecreasing.



In Malaysia, the ownershipstructure for privatedomestically- owned banksconsist of governmentconnected ownership,corporate ownership and



widely held family andcorporate ownership.Nevertheless, in thisresearch, it selectsgovernment-connectedownership of private



domestically- owned banksin order to have acomparison of corporategovernance significant toforeign ownership of



foreign-owned banks inMalaysia.The reason for this is thatthe government provides ahuge amount of funds to



bail out savings deposit andtakes over temporarilyilliquid banks. Banks have adominant position indeveloping economicfinancial systems especially



Malaysia and are importantengines of Malaysia’seconomic growth.Upon review of past studiesas discussed earlier, two



hypotheses weredeveloped. They are:a) Better corporategovernance will lead to



better bankperformance.b) The relationshipbetween corporategovernance and bank



performance is moresensitive for foreign-owned banks ratherthan for privatedomestically- ownedbanks in Malaysia.



Research MethodologyThe research methodologyadopts two exogenousvariables in order to alignwith the goal and objectives



in this research as used byKK Peong and D Rasiah(2010). The exogenousvariables that are beingused in this researchconstitute capital ratio



(CR), and fixed assets andinventories to capital (FAI).Therefore, the ratio of thesetwo exogenous variables ispresented as follows:



Firstly the capital ratio isequal to Loan lossprovision plus Equitydivided by Total loan.Further more the loan lossprovisioning was equal to



allowance for lossesdivided by total loan.Secondly the fixed assetand inventories to capital(FAI) is equal to fixed assetand inventories divided



capital assets andinventories to capital (FAI).Thirdly fixed asset andinventory is equal to fixedasset and inventory dividedby capital.



This study comprised of 4private domestically-owned banks and 7 foreign-owned banks. Thefollowing variables werelooked at in this study.



• Percentage of shares inshareholders
• Loans and advances
• Total equity



• Loan loss and provision
• Net profit for the year
• Fixed assets



• Share capital
Proxy Variables for Bank
PerformanceThis research employs asingle proxy for bank



performance relevant toreturn on shareholder’sinvestment, called returnon equity (ROE). ROE is anet income available tocommon stockholders



divided by common equityby Brigham and Ehrhardt(2005) and KK Peong and DRasiah (2010). The ratio ofROE can be shown asReturn on equity ( ROE) is



equal to Earnings dividedby common equity.



Regression ModelThis research usessimultaneous equationmodel. The purpose ofusing the simultaneous



equation model is toexamine the causalrelationship in higher levelof analysis (Bodkin andHsiao 1996). Thecoefficient parameters will



be estimated by usinggeneralized method ofmoment (GMM). Thistechnique is useful toeliminate the econometricassumption problem.



Apart from that, thisresearch also adopts theregression model of KKPeong and D Rasiah (2010).As in the earlierdiscussions, the



simultaneous equationmodel was computed bytwo exogenous variables ofexternal governance,ownership structurevariables for private



domestically owned banksand foreign-owned banks(internal governance) andbank performance variable.The simultaneous equation



model can be performed inthis research as follows:1) CARG = α 1 + β1 CR + β2 FAI+ β3OWNG + ε1ROEG = α 1 + β1 CARG + ε2



2) CARF = α 1 + β1 CR + β2 FAI +β3 OWNF + ε1ROEF = α 1 + β1 CARF + ε2



Descriptions ofsimultaneous equationmodel are shown below:CR = Capital ratio



FAI = Fixed asset andinventoryCARG = Capital adequacyratio for privatedomestically owned banks



OWNG = Ownershipstructure for privatedomestically owned banksROEG = Return on equity forprivate domestically ownedbanks



CARF = Capital adequacyratio for foreign-ownedbanksOWNF = Ownershipstructure for foreign-owned banks



ROEF = Return on equity forforeign-owned banksα = interceptβ = coefficient ofparameters



ε = residual error
FindingsThe type of bank ownershipconsists of foreign-owned



banks, privatedomestically- owned banksand state-owned banks(Berger et al. 2005). Eventhough Malaysia had state-owned banks in financial



institutions, its functionstotally differ fromcommercial banksfunctions as retail banking.Furthermore, it is alsocategorised as development



financial institution and anon-financial institution.Thus, only two types ofbank ownership areinvestigated in thisresearch, which are



foreign-owned banks andprivate domestically-owned banks.In internal governancemechanisms, ownership



structure has an importantrole as a key determinant ofcorporate governance. Thisvariable representscontrolling shareholderswho govern the policy of



the firm in implementinggood corporate governance(Supriyatna et al. 2007).Ownership structure is therelative amount ofownership claims held by



insiders (management) andoutsiders (investors withno direct role in themanagement of the firm)(Jensen and Meckling1976). The highest



proportion percentage ofownership structure(majority ownership)indicates the higher powerof the owners to control thebank. In this research, the



measurement of ownershipstructure is based on thehighest proportionpercentage of government-connected ownership(OWNG) for private



domestically- owned banks.This research alsomeasures the highestproportion percentage offoreign ownership (OWNF)for foreign-owned banks in



Malaysia perspective. TheOWNG and OWNF representthe power of owners tocontrol the bank inmaintaining their corporategovernance.



Discussion and
ConclusionIn brief, there have beenmultiple bank closures andsubstantial overhaul of



banking regulation amongMalaysian banks especiallyprivate domestically-owned banks and foreign-owned banks. Banks are tomake changes in order to



be globally standard and tobe able to compete forstability and profitability ofthe banking sector. Therehas been no study in theliteratures examining the



effects of corporategovernance in privatedomestically-owned banksand foreign-owned bankson bank performancerespectively. This study



employs foreign anddomestic commercial bankdata from 1995 to 2005 toinvestigate the effect ofcorporate governance andbank performance, mainly



transparent ownership andgovernance on bankperformance of privatedomestically- owned banksand foreign-owned banks inMalaysia. Particularly, this



research investigatesforeign ownership as wellas capital and fixed assetsand inventory to capital onthe return or bank



performance of sampleforeign banks.Empirical studies indicatethat managers ought to beconcerned about



possession, and that goodgovernance effects on goodbank performance andprofitability. In Malaysia,the researchers haveidentified that there are



two types of bankownership which areprivate owned banks andthe domestically- ownedbanks or foreign-ownedbanks. These findings



confirm that foreign-ownedbanks were implementinggood corporate governanceand had higher advantageof increasing theirperformance, and private



domestically- owned bankswere at implementingcorporate governance. As aresult, they have a betterperformance than that offoreign-owned banks.



Subsequently, shareholderswith information also havean important role to payand they can force the bankmanagement to implementbetter corporate



governance. In order to bepositive, bank managersimplement efficientcorporate governance andestablish positive controlmechanism. This may have



different concerns onimplementing goodcorporate governance. Forexample, foreign-ownedbanks may be concernedabout implementing good



corporate governancepractices across variousmanagement levels. As aresult, their performance ismuch better than that ofprivate domestically-



owned banks in theMalaysian banks.Bank Negara Malaysia orthe Central Bank ofMalaysia has to encourage



commercial banks toimplement corporategovernance practicesthrough enacting rules andregulations. GoodCorporate governance



practices in commercialbanks will be positive thatbanks maintain the level ofrisk they can handle andgive depositors asufficiently safe level of



their savings andinvestments. Severalcommercial bankregulations encourage goodcorporate governancepractices and as such have



implemented lendinglimits, the quality of assets,knowledge of yourcustomers and regulationsagainst money launderingas indicated by Bank



Negara Malaysia RegulationGuidelines (FromBNM/GP1 till BNM/GP11).As a result, privately-owned and domestically-owned banks in Malaysia



have a good performancebecause of implementingsuperior corporategovernance.
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