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Abstract

In the aftermath of the East Asia Economic Crisis which began in July 1997, the
Malaysian government has taken various measures to uplift the standards of corporate
governance; recognizing the crucial role that enhanced standard of corporate governance
can play in boosting investor confidence in the market. In March 1998, a high level
committee was established by the Malaysian Ministry of Finance to examine a
framework for corporate governance and to set best practices for the industry. At the
same time, and in response to the global debate on corporate governance, the Kuala
Lumpur Stock Exchange in conjunction with PricewaterhouseCoopers (PWC) initiated a
survey on corporate governance practices of public listed companies and institutional
groups. During the same period (March 1998), the Malaysian Institute of Corporate
Governance comprising five professional bodies (the Federation of Public Listed
Companies, the Malaysian Institute of Accountants, the Malaysian Association of the
Institute of Chartered Secretaries and Administrators, the Malaysian Association of
Certified Public Accountants and the Malaysian Institute o1 Directors) was established to
draw up guidelines and code of ethics for the business community. The efforts of the
Finance Committee have culminated in a report (termed the “Report of the Finance
Committee™) that sets out recommendations for the improvement of certain key aspects
of regulation and the proposed Malaysian Code on Corporate Governance. The proposed
code on corporate governance aims to set out best practices on structures and processes
that public listed companies may use in their operation towards achieving the optimal
governance framework, and was published in February 1999. Subsequently, the Finance
Committee on Corporate Governance issued the Malaysian Code on Corporate
Governance in March 2000. However, the most comprehensive and ambitious set of
corporate governance reforms which even caught the attention of foreign scholars (e.g.
Walker & Fox, 2002) is the Capital Market Master plan which was issued by the
Malaysian Securities Commission in February 2001.

This paper intends to critically examine the various measures taken by the Malaysian
government to date to improve corporate governance practices. Attempts will be made to
discuss the various reports issued since the onslaught of the East Asia economic crisis
and determine its adequacy as well as its implications to the future state of corporate
governance standards in the country.



Introduction

The East Asia Economic Crisis 199798 was the catalyst in which the Malaysian
government took various measures to uplift the standards of corporate governance;
recognizing the crucial role that enhanced standard of corporate governance can play in
boosting investor confidence in the market.

This paper intends to critically examine the various measures taken by the Malaysian
government to date to improve corporate governance practices. Attempts will be made to
discuss the various reports issued since the onslaught of the East Asia economic crisis
and determine its adequacy as well as its implications to the future state of corporate
governance standards in the country.

The reports covered in this paper are the high level committee report of the Malaysian
Ministry of Finance to examine a framework for corporate governance and to set best
practices for the industry, the joint report of the Kuala Lumpur Stock Exchange and
PricewaterhouseCoopers (PWC) on corporate governance practices of public listed
companies and institutional groups, the Malaysian Code on Corporate Governance issued
by the Finance Committee on Corporate Governance in March 2000, the National
Economic Recovery Plan, released by the National Economic Action Council in late
1998, and the Capital Market Master plan which was issued by the Malaysian Securities
Commission in February 2001.

The National Economic Recovery Plan

In the aftermath of the Economic Crisis of 1997/98, the Malaysian government sprang
into action by forming the National Economic Action Council (NEAC) to chart out a
national economic recovery plan. The interesting part of the report is that it recognized
that weaknesses in the financial sector, inadequate disclosure of information, and data
deficiencies increased uncertainties and adversely affected confidence. The report added
that there was also a lack of transparency in policy implementation, and acknowledged
that the central issue was the lack of confidence rather than macroeconomic
fundamentals. The main problems, as mentioned, were weak supervision of the financial
sector, inadequate corporate governance and manipulation by unscrupulous players. The
NEAC called for more emphasis placed on good corporate governance, i.e. a need to
introduce a framework for strengthening corporate governance.  Among its
recommendations include enhanced disclosure of corporate information, improve
transparency and regulatory environment, protection of minority investors, and greater
enforcement of market regulations under the jurisdiction of the KL.SE and the Securities
Commission. It further called on the KILSE to ensure that the new client asset protection
framework is implemented soonest possible. Also, the KLSE should revise voluntary
suspension rules and strictly enforce their application. It noted that the legal framework
must make it easier for the public to report corruption and that Malaysia should publicly
commit to make its regulatory environment as good as other countries. Finally,
controlling shareholders and owners who have committed malpractices in the
management of PLCs through fraud or manipulation of share trading and asset stripping
should be prosecuted expeditiously. All the above recommendations of the NEAC
recognize that the state of corporate governance in Malaysia is inadequate and this augurs
well for the country. There is political will to improve governance practices.
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A Review of the Malaysian Code on Corporate Governance

The March 2000 Code draws heavily on the principles promulgated in the UK’s Cadbury
Code of Best Practices (1992) and the UK’s Hampel Committee Report on Corporate
Govemance (1995). The Malaysian Code is therefore expected to be of international
standards. Certain principles relating to corporate governance practices expounded in the
Malaysian code will be examined to assess its adequacy and effectiveness in
implementation.

a. Board balance, structures and processes

One of the principles in the Malaysian Code states that the board should include a
balance of executive directors and non-executive directors such that no individual or
small group of individuals can dominate the board’s decision making. Part 2 on the

- Code, which recommends best practices in corporate governance, states that non-
executive directors should be persons of caliber, credibility and have the necessary
skill and experience to bring an independent judgement to bear on the issues of
strategy, performance and resources including key appointments and standards of
conduct. The Code went on to elaborate; to be effective, independent non-executive
directors need to make up at least one third of the membership of the board. There is
little empirical evidence to back up what the Malaysian Code has promulgated.
However, given the mixed and often conflicting results of empirical studies, these
recommendations represents the best compromise in these circumstances. As a
consequence of the economic crisis of 1997/98, the Malaysian authorities have to be
seen to improve standards of corporate governance in the country. The Code draws
its recommendations from the industry wide survey of corporate governance of
institutional groups in 1998 conducted by PWC and the KLSE.

- In an attempt to dilute the dominance of concentrated ownership, which is seen as
having a negative influence, the Malaysian Code states: in circumstances where a
company has a significant shareholder, in addition to the requirement that one third of
the board should comprise independent directors, the board should include a number
of directors which fairly reflects the investment in the company by shareholders other
than the significant shareholder. The Code recommends that this should be disclosed
on an annual basis. This is an attempt to bring in minority shareholders into the
boardroom ~ a laudable move to boost investor confidence.

. On recommendations to strengthen board structures and procedures, the Code states:
‘the board should meet regularly, with due notice of issues to be discussed and should
record its conclusions in discharging its duties and responsibilities. The Code further
adds that the board should disclose the number of board meetings held in a year and
the details of attendance of each individual director in respect of meetings held. Also,
the Code provides for access to information, stating that there should be an agreed
procedure for directors, whether as a full board or in their individual capacity, in

. furtherance of their duties to take independent professional advice at the company
expense, if necessary. This is a laudable move and reflects the seriousness of the
relevant authorities to strengthen governance at board level where all important
decisions on company affairs are made.



. Chairman and CEQ

On this issue, the Code states: there should be a clearly accepted division of
responsibilities at the head of the company, which will ensure a balance of power and
~authority, such that no one individual has unfettered powers of decision. It further
adds: where the roles are combined there should be a strong independent element on
the board, and that a decision to combine the roles of Chairman and Chief Executive
should be publicly explained. These recommendations are very similar to those
found in the Cadbury Report, 1992. In an attempt to make the process more open, the
Code states: whether or not the roles of Chairman and CEO are combined, the board
should identify a senior independent non-executive director of a board in the annual
report to whom concerns may be conveyed. These are'good measures to ensure that
excesses can be given due attention by the company.

Nomination Committee

The Code recommends: the board of every company should appoint a committee of
directors composed exclusively of non-executive directors, a majority of whom are
" independent, with the responsibility for proposing nesv nominees for the board and
for assessing directors on an on-going basis. It further adds: the board, through the
' nominating committee, should annually review its required mix of skills and
experience and other qualities, including core competencies which non-executive
directors should bring to the board, and that this should be disclosed in the annual
report. This is a good move, as such a committee was cited by academics (such as
Klein, 1998; Laing & Weir, 1999) as a better alternative due to its perceived
independence and competency to concentrate on the thorny issue of board
appointment.

. Remuneration Committees

Recognising the need for better accountability on directors pay, the Code states:
boards should appoint remuneration committees, consisting wholly or mainly of non-
executive directors, to recommend to the board the remuneration of the executive
directors in all its forms, drawing from outside advice as necessary. It further adds:
Executive directors should play no part in decisions on their own remuneration, and
that membership of the remuneration committee should appear in the directors’
report. This recommendation is intended to avoid conflict of interest, in particular
self-serving vested interests. This is again a good move, well in line with the trend
that is now becoming common practice for large corporations in the west.

Audit Committees

This committee has now become a standard feature in most developed countries, and
the KLSE listing rules already has made it compulsory for Malaysian firms to have
such a committee. To further clarify its role, the Code states: the board should
establish an audit committee of at least three directors, a majority of whom are
independent, with written terms of reference which deal clearly with its authority and
duties. It further adds: the chairman of the audit committee should be an independent
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non-executive director, and that the audit committee must have explicit authority to
investigate any matter within its terms of reference, the resources it needs to do so
and full access to information. Also, the committee should be able to obtain external
professional advice and to invite outsiders with relevant experience to attend, if
necessary. The Code also requires that the board should disclose in an informative
way, details of the activities of audit committees, the number of audit meetings held
in a year and details of attendance of each individual director in respect of meetings.
While the Code has clarified and expanded the role of the audit commitiees and
giving it more power, there is no mention of the members’ competency, qualifications
and experience. The literature states that such skill and experience form the
substance of the committee, rendering them more effective. Fortunately, the KLSE
listing rules requires that members of the audit committee must have at least three
years working experience and have professional accounting qualifications. This has
addressed the weakness found in the Code.

f. Directors’ Training

Recognising that directors in Malaysia have a very important role to play in
overseeing the corporate governance reforms proposed, the Code states: As an
integral element of the process of appointing new directors, each company should
provide an orientation and education program for new recruits to the board. Such an
education program gives an invaluable opportunity for the relevant authorities to
inform the directors of the new rules to strengther corporate governance structure in
the country. This is a good start for a developing country like Malaysia, where
directors may have been appointed not due to their competency, but by virtue of their
political connections. These business politicians, which are quite substantial in
numbers, have very little technical or managerial skills, and are more likely to
expropriate assets from the minority shareholcers in the process of enriching
themselves. Hopefully, such training can instill greater professionalism in these
directors and drilled them on the need to uphold the supremacy of the law and other
regulations.

The Malaysian Code states that companies will be reguired by the listing requirements of
the KLSE to include in their annual report a narrative statement of how they apply the
relevant principles (Part 1 of the Code) to their particular circumstances. This is to secure
sufficient disclosure so that investors and others can assess companies’ performance and
governance practices, and respond in an informed way. Part 2 of the code recommends
best practice in corporate governance and states: while compliance with best practices is
voluntary, companies will be required as a provision of the listing requirements of the
KLSE to state in their annual reports, the extent to which they have complied with the
best practices set out in Part 2 and explain any circumstances justifying departure from
such best practices.

The Code looks good on paper, but its compliance may be difficult to monitor. It remains
to be seen how enforcement can be effectively made. There is no requirement for these
provisions to be audited by external experts, other than the KLSE. It would have been
good if the external auditors can be involved to report on any departures from best
practice. Therefore, it is currently premature to gauge its effectiveness in uplifting the
standards of corporate governance in Malaysia.
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Capital Market MasterPlan (CMM, 2001)

This is a very comprehensive 10-year masterplan for the development of the Malaysian
capital market. It is divided into three phases of implementation up to year 2010 with a
review every 5 years. The Securities Commission (SC) is tasked to implement the
proposals contained in the report. The report recognizes that the aftermath of the
economic crisis of 1997/98 had an adverse impact on investor confidence in the
Malaysian capital market. This has resulted in the impetus for more comprehensive and
co-ordinated reforms to improve corporate governance. The SC recognizes a world-class
capital market must have a transparent, accountable and performance-oriented corporate
sector that is premised on sound and consistent governance of corporate activity. Good
corporate governance is vital for ensuring that the Malaysian capital market provides a
conducive environment for investors.

Structural change and financial innovation have rendered the continued maintenance of
these traditional structures sub-optimal, hence a revamp of the existing regulatory system
was needed. In this conmection, there is a need for the regulatory framework to be
flexible and effective in adapting to the fast changing market environment.

Weaknesses in the current regulatory framework

The SC in the Masterplan recognizes a number of weaknesses in current regulatory
framework. It was developed on an incremental basis. Legislative activity has by and
large taken place to address perceived or potential failures in the system or to address the
need to protect investors. Consequently, the regulatory approach is one that is based on
the specific purview of the regulatory agency, such as Bank Negara Malaysia over the
banking system and its intermediaries and insurance industry, and the SC over the
regulation of the securities and future markets and non-bank intermediaries in the capital
market. In addition, the Registrar of Companies also exercises regulatory authority over
financial market participants in its administration of duties, rights and obligations
pertaining to public companies, their directors and officers as well as investors. This has
caused overlaps in the jurisdictions of the various agencies and consistencies within the
regulatory framework. These overlaps and inconsistencies result in:

* Inefficiencies — duplicative regulation often leads to considerable difficulties,
particularly in the area of enforcement.

* Differing standards of investor protection for similar risks. This leads to conflicts
and differing standards of disclosure for similar investment products.

* Unequal treatment of participants.

Another weakness in the current framework is the inavailability of timely, relevant and
accurate data. So is corporate accountability by Malaysian companies. Corporate
governance concerns are still cited as a pertinent factor in many investors’ minds in
making their investment decisions. Also, there is little active participation by major
institutional investors.






























