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Xiv

Preface

Good corporate governance contributes to sustainable economic development by
enhancing the performance of companies and increasing their access to outside
capital as well. In emerging markets good corporate governance serves a number of
public policy objectives. It eases vulnerability of the financial crises, reinforcement
property rights; reduces transaction cost and cost of capital and leads to capital
market development. Corporate governance concerns the relationship among the
management, board of directors, controlling shareholders, minority shareholders
and other stakeholders. To operate successfully, a firm needs a competent corporate
governance structure. Over time, if a firm finds its existing corporate governance
mechanisms insufficient to guarantee good performance, it will develop an intention
to improve it.

Various aspects of potential conflict of interest between corporate governance
managers and dispersed shareholders when managers do not have an ownership
interest in the firm. There is an incentive for the manager to adopt that investment
and financing policies that benefit him, but reduce the payoff to outside stockholders.
An offset cost is that with larger shareholders the manager may become entrenched,
and immune to other forms of discipline. A particular form of entrenchment that
might be important in emerging markets is that the manger could become resistant
to monitoring by a large outside shareholder.

Previous studies consider board of directors’ decision-making as vital to the
organization, especially because they meet only few times in the year to discuss for
important decisions. They argue that it is difficult to describe generic characteristics
of effective board because there are many contingency factors which influence board
process. Thus, the complement of many elements from different levels of analysis
and factors could reflect board process of creating outcomes.
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Chapter 1

Board Diversity and Its
Effects on the Functionality
of Boards in South Africa

Thokozani Ian Nzimakwe
University of KwaZulu-Natal, South Africa

ABSTRACT

The structure and composition of the board are determined by the characteristics
of an organisation, its environment, and its information needs. If the role of the
board is to advise and supervise, this then talks to the relationships that account for
its composition so that it may carry out these duties. Boards of directors are now
faced with a change in the priority of the functions that must be undertaken by them,
with supervision and monitoring being more important than the usual function of
administration. The chapter discusses the literature on board diversity, corporate
governance, role of the boards of public entities, effectiveness of boards, role of
board committees, strategic leadership theory, and the impact of board diversity on
board effectiveness. In terms of practical implications, the chapter makes a unique
and significant contribution to the functionality of board members in South Africa.
The analysis may encourage board nomination committees to seek board diversity
beyond the gender and ethnic characteristics of directors.
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Board Diversity and Its Effects on the Functionality of Boards in South Africa
INTRODUCTION

Corporate governance is a process that aims to allocate corporate resources in a
manner that maximises value for all stakeholders —shareholders, investors, employees,
customers, suppliers, environment and the community at large. It holds those at the
helms to account by evaluating their decisions on transparency, inclusivity, equity and
responsibility. A board of directors is considered to be the key decision-making body
inan organisation and is responsible for approving important strategic operational and
financial decisions. Corporate governance is the set of processes, customs, policies,
laws, and institutions affecting the way a corporation (or company) is directed,
administered or controlled. Corporate governance also includes the relationships
among the many stakeholders involved and the goals for which an organisation is
governed. In contemporary business corporations, the main external stakeholder
groups are shareholders, debt holders, trade creditors, suppliers, customers and
communities affected by the corporation’s activities. Internal stakeholders are the
board of directors, executives, and the employees.

Diversity in the boardroom has been a hot topic in recent years. The questions
then are: Does the traditional boardroom of a fairly uniform group of individuals
really produce the most effective decisions and strategy for a company? Does such
a boardroom have exposure to a wide enough range of perspectives to facilitate
robust discussions of issues that arise? Good corporate governance calls for a solid
theoretical framework which recognises and manages risks in an organisation. This
chapter discusses the concept of corporate governance, principles of corporate
governance, functions of the board of directors, parties to corporate governance, board
composition and board committees, board diversity, board independence, the role of
stakeholders and shareholders in corporate governance. The chapter further analyses
the impact of board diversity on board effectiveness and organisational performance,
corporate governance and corporate financial performance, recommendations, and
areas for future research.

WHAT IS CORPORATE GOVERNANCE?

Corporate governance in simple words means the extent to which organisations
are run in an open and honest manner. It is a broad term that defines the methods,
structure and the processes of an organisation in which the business and affairs of an
organisation are managed, controlled and directed (Gill, 2008). Corporate governance
also enhances the long term shareholder value by the process of accountability of
managers and by enhancing the firm’s performance (Khan, 2011).
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Board Diversity and Its Effects on the Functionality of Boards in South Africa

Corporate governance is the way a corporation monitors and regulates itself. In
short, it is a method of governing an organisation like a sovereign state, instating its
own customs, policies and laws to its employees from the highest to the lowest levels
(Sun, 2020). It is intended to increase the accountability of an organisation and to
avoid massive disasters before they occur. Corporate governance is a cornerstone
in improving economic efficiency and growth in order to attract investors and gain
their confidence. In order for corporate governance to function efficiently, several
dimensions might be taken into consideration including role and responsibilities of
the board, board composition, management processes, relationship between board
members, and duality of the chief executive officer and chairman (Zerban, Abdullah,
Abdullateef, 2017).

The King IV Report on Corporate Governance for South Africa2016 was released
in November 2016 and advocates an outcomes based approach and defines corporate
governance as the exercise of ethical and effective leadership towards the achievement
of the following governance outcomes; namely ethical culture, good performance,
effective control, and legitimacy (King IV Report on Corporate Governance for South
Africa, 2016). Well-executed corporate governance means that an organisation can
hold meetings with internal members, such as shareholders and debtholders, as well
as suppliers, customers and community leaders, to address the requests and needs of
the affected parties. Corporate governance is the set of policies that are created for
deciding an organisation’s performance and direction. It is an overview of rules and
regulations for the people in-charge of an incorporated firm. They are the ones who
agree to take responsibility towards the shareholders (Kulkani and Maniam, 2014).
The main function of corporate governance is to make agreements that describe the
privileges and tasks of shareholders and the organisation.

Corporate governance is viewed as a moral duty in the corporate world these
days. The essence of the corporate world lies in promoting transparency and
accountability and in fulfilling the fair expectations of all the stakeholders. Corporate
governance is one such tool to achieve this goal and to safeguard the interests of
various stakeholder groups. Itinvolves promoting the compliance of law in letter and
spirit, and demonstrating ethical conduct. The framework of corporate governance
encourages efficient use of resources and also requires accountability for the
stewardship of those resources (Aggarwal, 2013).

Corporate governance broadly refers to the mechanisms, relations, and processes
by which a corporation is controlled and is directed; involving balancing the many
interests of the stakeholders of an organisation. Itis aframework of rules and practices
by which a board of directors ensures accountability, fairness, and transparency in a
company’srelationship withits all stakeholders (financiers, customers, management,
employees, government, and the community). The corporate governance framework
consists of (a) explicit and implicit contracts between the company and the
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stakeholders for distribution of responsibilities, rights, and rewards, (b) procedures
for reconciling the sometimes conflicting interests of stakeholders in accordance
with their duties, privileges, and roles, and (c) procedures for proper supervision,
control, and information-flows to serve as a system of checks-and-balances (Chen,
2020; Sun, 2020).

PRINCIPLES OF CORPORATE GOVERNANCE

Corporate governance principles and codes have been developed in different
countries and issued from stock exchanges, corporations, institutional investors, or
associations (institutes) of directors and managers with the support of governments
and international organisations. As a rule, compliance with these governance
recommendations is not mandated by law, although the codes linked to stock
exchange listing requirements may have a coercive effect (Raut, 2018). One of the
mostinfluential guidelines has been the 1999 Organisation for Economic Cooperation
and Development (OECD) Principles of Corporate Governance. This was revised
in 2004. The OECD guidelines are often referenced by countries developing local
codes or guidelines.

The Principles of Corporate Governance
Include the Following (Sun, 2020)

e  Shareholder Recognition: This is key to maintaining an organisation’s stock
price. More often than not, however, small shareholders with little impact on
the stock price are brushed aside to make way for the interests of majority
shareholders and the executive board. Good corporate governance seeks
to make sure that all shareholders get a voice at general meetings and are
allowed to participate.

e  Stakeholder Interests: This should also be recognised by corporate
governance. In particular, taking the time to address non-shareholder
stakeholders can help an organisation to establish a positive relationship with
the community and the press.

e Board Responsibilities: These must be clearly outlined to majority
shareholders. All board members must be on the same page and share a
similar vision for the future of the organisation.

e  Ethical Behaviour: The violations in favour of higher profits can cause
massive civil and legal problems down the road. Underpaying and abusing
outsourced employees or avoidance around lax environmental regulations
can come back and bite an organisation hard if ignored. A code of conduct
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regarding ethical decisions should be established for all members of the
board.

e  Business Transparency: This is the key to promoting shareholder trust.
Financial records, earnings reports and forward guidance should all be clearly
stated without exaggeration or ‘creative’ accounting.

Raut (2018) further states that besides the above, the following are popularly espoused
principles of corporate governance:

Rights and Equitable Treatment of Shareholders: Organisations should respect
the rights of shareholders and assist shareholders to exercise those rights. They can
help shareholders exercise their rights by effectively communicating information
that is understandable and accessible and encouraging shareholders to participate
in general meetings.

Interests of Other Stakeholders: Organisations should recognise that they have
legal and other obligations to all legitimate stakeholders.

Role and Responsibilities of the Board: The board needs a range of skills and
understanding to be able to deal with various business issues and have the ability
to review and challenge management performance. It needs to be of sufficient size
and have an appropriate level of commitment to fulfil its responsibilities and duties.
There are issues about the appropriate mix of executive and non-executive directors.

Integrity and Ethical Behaviour: Ethical and responsible decision making is
not only important for public relations, but it is also a necessary element in risk
management and avoiding lawsuits. Organisations should develop a code of conduct
for their directors and executives that promotes ethical and responsible decision-
making. It is important to understand, though, that reliance by an organisation on
the integrity and ethics of individuals is bound to eventual failure. Because of this,
many organisations establish Compliance and Ethics programmes to minimise the
risk that an organisation steps outside of ethical and legal boundaries.

Disclosure and Transparency: Organisations should clarify and make publicly
known theroles and responsibilities of board and management to provide shareholders
withalevel of accountability. They should also implement procedures to independently
verify and safeguard the integrity of the company’s financial reporting. Disclosure
of material matters concerning the organisation should be timely and balanced to
ensure that all investors have access to clear and factual information.

Importance of Corporate Governance
Corporate governance importance arises in modern corporations due to the separation

of management and ownership control in the organisations. Khan (2011) contends
that the interests of shareholders are conflicting with the interests of managers.
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The principal agent problem is reflected in the management and direction related
challenges due to the differential interests of firm’s stakeholders. The corporate
governance structure specifies the distribution of rights and responsibilities among
different participants in the corporation, such as the board, managers, shareholders
and other stakeholders, and clarifies the rules and procedures for making decisions
on corporate affairs. By doing this, it also provides the structures through which
the organisation objectives are set, and the means of attaining those objectives and
monitoring performance (Khan, 2011).

Corporate governance affects organisations as well as countries in different ways
such as firm’s access to outside financing increases, which leads to more investment,
better growth opportunities and that causes the job market to flourish (Kulkani and
Maniam, 2014). Fraudulent behaviour of companies has caused countries to go
through financial crises. Corporate governance hence became a critical issue for
all the countries around the world. Understanding corporate governance standards
and issues is also significant to executives of foreign multinationals planning to do
business with other countries.

The basic purpose of corporate governance is to hold those in power to account.
Therefore, accountability is the key to corporate governance. There are six principles
that have to be satisfied to ensure accountability. Raut (2018) contends that these
are 6 Ds namely: Diversity in composition of the board and differentiating the gene
pool and gender; encouragement of Dialogue as opposed to monologue; valuing
Dissent, Dispersion of authority (separation of chairman and CEO is one example),
Disruption of status quo; and fostering a culture of full Disclosure to build trust.

Corporate governance highlights the important principles of oversight and control
over the executive management’s performance and strategic directions; and their
accountability to the shareholders. A code of ethics, which clarifies and stipulates
adherence to some of more abstract ideals of trust and accountability, is essential for
good corporate governance. The board and management should endeavour to uphold
and encourage accountability, transparency, fairness, and integrity in all aspects of
an organisation’s operations (Zerban, Abdullah, Abdullateef, 2017).

Governance, Risk Management, and Compliance Issues

Governance, Risk Management, and Compliance (GRC) is the authoritative term
covering an organisation’s approach across these three areas. Being closely related
concerns, governance, risk and compliance activities are increasingly being integrated
and aligned to some extent in order to avoid conflicts, wasteful overlaps and gaps.
While interpreted differently in various organisations, GRC typically encompasses
activities such as corporate governance, enterprise risk management (ERM) and
corporate compliance with applicable laws and regulations (Raut, 2018):
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Governance describes the overall management approach through which senior
executives direct and control the entire organisation, using a combination of
managementinformation and hierarchical management control structures. Governance
activities ensure that critical management information reaching the executive team is
sufficiently complete, accurate and timely to enable appropriate management decision
making. It also affords the control mechanisms to ensure that strategies, directions
and instructions from management are carried out systematically and effectively.

Risk management is a set of processes through which management identifies,
analyses, and where necessary responds appropriately to risks that might adversely
affect realisation of the organisation’s business objectives. The response to risks
typically depends on their perceived gravity, and involves controlling, avoiding,
accepting or transferring them to a third party. Whereas organisations routinely
manage a wide range of risks (e.g. technological risks, commercial/financial risks,
and information security risks), external legal and regulatory compliance risks are
arguably the key concern in GRC.

Compliance means conforming to specified requirements. At an organisational
level, it is achieved through management processes which identify the applicable
requirements (defined for example in laws, regulations, contracts, strategies and
policies), assess the state of compliance, evaluate the risks and potential costs of
non-compliance against the projected expenses to achieve compliance, and hence
prioritise, fund and initiate any corrective actions deemed necessary (Raut, 2018).

CORPORATE GOVERNANCE FUNCTIONS
OF THE BOARD OF DIRECTORS

Corporate governance is of utmost importance to an organisation and is almost as
important as its primary business plan. When implemented effectively, it can prevent
corporate scandals, fraud and the civil and criminal liability of an organisation. It also
enhances an organisation’s image in the public eye as a self-policing organisation
that is responsible and worthy of shareholder and debtholder capital. It dictates the
shared philosophy, practices and culture of an organisation and its employees. An
organisation without a system of corporate governance is often regarded as a body
without a soul or conscience. Corporate governance keeps an organisation honest
and out of trouble. If this shared philosophy breaks down, then corners will be cut,
products will be defective and management will grow complacent and corrupt. The
end result is a fall that will occur when significance, in the form of audited financial
reports, criminal investigations and compliance probes, finally catches up, bankrupting
an organisation overnight. Dishonest and unethical dealings can cause shareholders
to desert an organisation because of fear, distrust and disgust (Sun, 2020).
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Aboard member is an elected member on the board of directors of an organisation
or the supervisory committee of an organisation. The board of directors of an
organisation is defined as the governing body that is tasked with decisions pertaining
to the future direction of an organisation (MyAccountingCourse, 2020). Board
members are elected by the shareholders of an organisation and are responsible to
set an organisation’s vision and appoint senior management to carry out that vision.
Each member of the board participates in board meetings wherein the discussions
of performance, critical decisions, turnaround strategy, and future strategy take
place. In other words, they are responsible for the global direction of the company.

The existence of the board of directors, as a crucial axis in the governance structure
of an organisation, has become the prominent model around the world. Molano-Le6n
(2011) states that the board of directors is considered a universal characteristic of
large organisations regardless of whether they have a large shareholder or a disperse
group of shareholders. The roles and responsibilities of a board of directors are
different, depending on the nature and type of organisation and the laws applied in
a certain country. Similarly, the establishment of different committees is a means
to channel the functions of a board into expertise groups of directors that focus on
specific issues in an organisation. The role of the board is critical for the success of
organisations (Zerban, Abdullah, Abdullateef, 2017).

The board of directors applies corporate governance over all employees of
an organisation, including the CEO, and can dismiss any of them at any time.
Corporate governance as a broad term describes the processes, customs, policies,
laws and institutions that directs the organisations and corporations in the way they
act, administer and control their operations. It works to achieve the goal of the
organisation and manages the relationship among the stakeholders including the
board of directors and the shareholders (Khan, 2011).

Some of the activities which should be performed by the board of directors
includes the following tasks (Molano-Le6n, 2011):

e  Reviewing and monitoring performance of an organisation’s business and its
operating, financial and other corporate plans, strategies and objectives, and
changing plans and strategies as appropriate;

e  Adopting policies of ethical conduct and monitoring compliance with those
policies and with applicable laws and regulations;

e  Understanding the risk profile of an organisation and reviewing and overseeing
risk management programmes;

e  Understanding an organisation’s financial statements and monitoring the
appropriateness of its financial and other internal controls as well as its
disclosure control and procedures;
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e  Choosing, setting goals for, regularly evaluating and establishing the
compensation of the chief executive officer and the most senior executives,
and making changes in senior management when appropriate;

e  Developing, approving and implementing succession plans for the chief
executive officer and the most senior executives;

e  Reviewing the process for providing adequate and timely financial and
operational information to an organisation’s decision makers (including
directors) and shareholders;

e  Evaluating the procedures, operation and overall effectiveness of the board
and its committees; and

e  Establishing the composition of the board and its committees, including
choosing director nominees who will bring appropriate expertise and
perspectives to the board, recognising the important role of independent
directors.

Parties to Corporate Governance

The three key constituents of corporate governance are the shareholders, board of
directors and management. Aggarwal (2013) states that the components of corporate
governance include: board size, independence of board from management, separation
of chief executive officer and chairman, financial expertise of directors, number of
board meetings, role of external auditors, and committees of the board. The most
influential parties involved in corporate governance include government agencies
and authorities, stock exchanges, management (including the board of directors
and its chair, the chief executive officer or the equivalent, other executives and
line management, shareholders and auditors). Other influential stakeholders may
include lenders, suppliers, employees, creditors, customers and the community at
large (Raut, 2018).

The literature written from a stakeholder theoretical viewpoint draws on its
origins in management theory, politics and law to explain what it perceives the role
of the governing board to be. Indeed, it views the board as having a coordinating
role, whereby it balances the interests of the organisation’s various stakeholders.
According to L’Huillier (2014), stakeholder theorists see the board, as a collective
group, being there to support and endorse the right of all stakeholders to have their
say about decisions and actions taken by the organisation.

A board of directors is expected to play a key role in corporate governance. The
board has the responsibility of endorsing the organisation’s strategy, developing
directional policy, appointing, supervising and remunerating senior executives, and
ensuring accountability of the organisation to its investors and authorities (Martin
& Herrero, 2018).

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Board Diversity and Its Effects on the Functionality of Boards in South Africa

Raut (2018) further states that all parties to corporate governance have an interest,
whether direct or indirect, in the financial performance of an organisation. Directors,
workers and management receive salaries, benefits and reputation, while investors
expect to receive financial returns. For lenders, it is specified interest payments
while returns to equity investors arise from dividend distributions or capital gains
on their stock. Customers are concerned with the certainty of the provision of goods
and services of an appropriate quality; suppliers are concerned with compensation
for their goods or services, and possible continued trading relationships. These
parties provide value to an organisation in the form of financial, physical, human
and other forms of capital. Many parties may also be concerned with corporate
social performance.

A key factor in a party’s decision to participate in or engage with an organisation
is their confidence that the organisation will deliver the party’s expected outcomes.
When categories of parties (stakeholders) do not have sufficient confidence that an
organisation is being controlled and directed in a manner consistent with their desired
outcomes, they are less likely to engage with the organisation. When this becomes
a prevalent system feature, the loss of confidence and participation in markets may
affect many other stakeholders, and increases the likelihood of political action. Board
of directors should play different roles in organisations in order to maintain their
sustainability. They have to plan strategic direction, advising, active monitoring and
disciplining roles (Zerban, Abdullah and Abdullateef, 2017).

BOARD COMPOSITION AND BOARD COMMITTEES

The board, expectedly, will be a grouping of distinguished individuals from diverse
backgrounds. There is no contradicting the fact that effective corporate governance
is a long-term factor which enables an organisation to evolve business excellence. It
is capable of enhancing board competence and teamwork which will result in much
improved benefits to the shareholders. The board has to be structured in such a way
that it can achieve three ends which are stated thus: (a) proper understanding of, and
capability to contend with, the matters of an organisation; (b) effective review and
appraisal of the output of management; and (c) exercise of incisive and unbiased
judgment. A majority of the directors should have independent status and minds.
They should be independent of management and free of all business and other
relationships which could materially interfere with or be perceived to materially
interfere with the exercise of independent judgment. Directors who are considered
as independent by the board should be so acknowledged in the statutory annual
report under the subject-matter of ‘corporate governance’ (Chen, 2020; Mudashiru,
Bakare, Babatunde and Ishmael, 2014).
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Many argue that achieving the right balance of independent directors is crucial
to a well-functioning board. The European Confederation of Directors’ Associations
(ECoDA) principles view the involvement of independent non-executive directors
on the board as a key step in the governance evolution of an organisation (Deloitte
Centre for Corporate Governance, 2017).

Boards have experienced some modifications in their structure, composition
and practices. One of the most important issues in corporate governance is related
to boards’ structure by creating specialised board committees. Committees are the
product of delegation by the board of directors in defined areas. Nevertheless, it has
to be understood that committees serve for decision-shaping and decision taking
but the board remains collectively responsible for its role. Board audit committees
are intended to implement and support the boards’ manager-monitoring functions
by periodically reviewing the corporations’ processes for compiling financial data,
their internal controls, and the independence of the corporations’ external auditors
(Molano-Leén, 2011).

Committees of the Board

Committees of the Board have become part of a standard corporate governance
structure. Board committees add to effectiveness of the board by exercising better
control over management decisions. According to Aggarwal (2013), these include:

Audit Committee: High-profile corporate scams have heightened the need for an
effective audit committee. Frequent meetings and independence of audit committee
can ensure credibility of corporate reports.

Remuneration Committee: A board remuneration committee helps in deciding
the suitable amount of remuneration for the top level executives like the CEO.

Nomination Committee: The nomination committee evaluates the skills,
knowledge, and expertise needed to become a director and identifies the suitable
candidates.

Some corporates in South Africa have committees like Social and Ethics
Committee. Committees enhance board effectiveness by permitting directors to use
and develop expertise in specialised areas and to focus their energies on a subset
of issues confronting the organisation. Some organisations have established the
corporate governance committee and its main goal is to review corporate governance
processes (Molano-Ledn, 2011).
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BOARD DIVERSITY AND BOARD INDEPENDENCE
IN CORPORATE GOVERNANCE

Board diversity refers to the distribution of different attributes and characteristics
among directors, which impact attitudes and opinions, and variations in the way
boards are composed (Goyal, Kakabadse and Kakabadse, 2019). A board of directors
isconsidered to be the key decision-making body in an organisation and is responsible
for approving important strategic operational and financial decisions. The board also
forms a fundamental element of the organisation’s corporate governance system.
In South Africa, the second and third King Reports on Corporate Governance
recommend that the majority of the board should consist of non-executive directors
(Institute of Directors in Southern Africa, 2009; 2002). Non-executive means that
the board member is not involved in the day-to-day running of the firm.

Organisations must be satisfied that the balance of knowledge, skills, experience,
and diversity on the board is sufficient (King IV Report, 2016). Several authors have
illustrated that the diversity of an organisation’s board of directors aids creativity
and innovation, which can translate into improved financial performance. Diversity
goes beyond the observable demographic features of an individual, by also including
non-observable (cognitive) features such as leadership ability and communication
skills (Mans-Kemp and Viviers, 2015).

Diversity takes various forms in a boardroom and can be broadly categorised
into the following elements (Deloitte Centre for Corporate Governance, 2017):

Skills, Expertise and Experience: Having the optimal mix of skills, expertise
and experience is paramount to ensure that the board as a collective is equipped to
guide the business and strategy of an organisation. Business unit heads, regional
leaders, academics, entrepreneurs, government leaders, and other non-executives
can create a wider, more diverse pool with some very talented individuals that
could bring interesting and insightful perspectives into the boardroom. Directors
are usually selected for their leadership qualities. They often have experience with
generalised management or leadership experience rather than narrow expertise or
technical acumen.

Gender: This element is one of the more emphasised forms of diversity in the
boardroom. Females are increasingly sitting shoulder to shoulder with their male
counterparts in the boardroom, bringing with them a unique style of management
and differing perspectives.

Ethnicity: Ethnic diversity pertains to having a mix of individuals from various
racial, cultural and religious backgrounds. The ethnic mix of a board should ideally
represent the area in which the company operates. In South Africa, legislation such
as the Broad-Based Black Economic Empowerment Act promotes ethnic diversity
in the workplace.
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Age: Age diversity is sometimes an overlooked element in the boardroom. Board
members tend to be older, as many boards equate age with experience. There is
some marginal evidence of generational diversity in boardrooms, with so-called
‘younger’ directors being in their fifties. While older directors do provide a wealth of
knowledge, having younger directors introduces a fresh perspective to the boardroom
which should not be underestimated.

Geography: Geographic diversity refers to having a mix of individuals from
various geographic locations on the board.

Independence: Independent directors bring a balanced perspective to the
boardroom as they assess matters in a more objective fashion. The board should
determine if a director is independent in character and judgement after considering
all relevant factors. These factors may include having regard to the relationship of the
individual or his/her close family ties with an organisation, board and shareholders.
In South Africa, approximately 60% of non-executive directors of listed companies
are deemed to be independent. This is largely due to the regulatory requirements
in terms of the Companies Act, King IV Report on Corporate Governance and the
Johannesburg Stock Exchange Listing Requirements to have such individuals on
the board.

A diverse board thus consists of a group of non-homogeneous individuals. Mans-
Kemp and Viviers, (2015) claim that board diversity can increase board independence.
They argue that individuals with different gender, race, ethnicity and/or professional
backgrounds tend to ask questions that are not usually addressed by directors who
have a more ‘traditional’ background. Increased questioning could lead to higher-
order problem solving and ultimately to a stronger competitive advantage.

The principal argument in favour of a diverse board is the wide range of
perspectives that each individual would bring to the boardroom table. A diverse
board better understands its customer base and the environment that the business
operates in. As a result of this enhanced understanding, the board is better placed
to find and seize opportunities for innovation, which ultimately creates value for
the business. A spectrum of diverse perspectives in the boardroom, specifically
with regard to skills and expertise, also aids to counteract ‘silo thinking” when
the board is faced with a challenge. A board that is equipped to consider an issue
from many angles (e.g. financial, economic, legal, generational, and geographic)
is far more effective at assessing the risk of such an issue than one that adopts a
one-dimensional approach. Incorporating independence into the boardroom also
has its own specific advantages. Independent directors bring an unbiased view
distinct from that of shareholders and management which provides reassurance to
external parties that the company is being run in an effective manner. Governance
is positively related to the percentage of independent board members (Deschénes,
Rojas, Boubacar, Prud’homme and Ouedraogo, 2015).
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The King I'V Report on Corporate Governance for South Africa 2016 (King IV)
emphasises the need for the board to comprise the appropriate balance of knowledge,
skill, experience, diversity and independence for it to discharge its governance
role and responsibilities objectively and effectively (Deloitte Centre for Corporate
Governance, 2017). The skills, expertise and experience of individuals should be
the single largest consideration for the ideal board. Once the appropriate skills,
expertise and experience have been identified, other elements of diversity should
then be woven into the framework to allow for effective and robust decision-making
and discussion in the boardroom.

The findings on a study conducted by Scholtz and Kieviet (2018), indicate
that the proportion of female directors, the proportion of directors with a business
qualification and the size of a board are significantly positively related to an
organisation’s performance. Literature confirms that a diverse board in terms of
gender as well as directors with a business qualification and the size of a board
contribute to the performance of South African organisations.

Directors’ contribution to an organisation’s ethnic diversity has a significantly
negative effect on an organisation’s performance in South Africa. The negative
relationship between company performance and directors of ethnic diversity can be
attributed to the shortage of qualified directors of ethnic diversity. These directors
are likely to receive multiple appointments and thus become too busy to contribute
a positive effect on company performance. Board diversity is about building a
board that accurately reflects the make-up of the population and stakeholders of the
society where an organisation operates. Goyal, Kakabadse and Kakabadse (2019)
emphasise that the aim of board diversity is to promote a broad range of attributes
and perspectives that reflect real-world demographics as boards need to continue
to earn their ‘licence to operate in society’ as organisations have a responsibility
to multiple constituents and stakeholders, including the community and the wider
society within which they exist.

There are arguments that indicate that female representation on a board as well
as directors with a business qualification improve company performance, whilst
directors of ethnic diversity may be too busy, resulting in a negative effect on an
organisation’s performance. A study by Scholtz and Kieviet (2018) contributes to
literature by adding that a positive relationship exists between the proportion of
female directors on a board and company performance in South Africa. This can be
attributed to the finding that female representation on a board can bring a greater
knowledge base, more creativity and a higher competitive advantage. Governance
is positively related to the female presence on the board of directors (Deschénes,
Rojas, Boubacar, Prud’homme and Ouedraogo, 2015).

Board diversity (excluding ethnic diversity) has a positive relationship with
company performance could provide support for the Employment Equity and Broad-
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based Economic Empowerment Acts and the Women Empowerment and Gender
Equality Bill. There is a positive relationship between the proportion of directors with
a business qualification on a board and company performance in South Africa. Due
to South Africa’s history of discrimination, diverse board members often do not have
the necessary skills, but acquire them only in the process of their board membership.
The Institute of Directors South Africa (IoDSA) thus undertakes effort to develop,
mentor, coach and teach directors. In the second King Report, organisations are urged
to extend their mentoring programmes for inexperienced directors, since guidance by
an experienced director can clarify the board’s dynamics for new and inexperienced
board members. Business Unity South Africa also suggests that organisations develop
and implement (more) measures to overcome under-representation by females and
blacks on corporate boards (Mans-Kemp and Viviers, 2015).

THE ROLE OF STAKEHOLDERS AND SHAREHOLDERS
IN CORPORATE GOVERNANCE

The question to whom the board of directors is responsible in the fulfilment of
its functions could be considered very important from the corporate governance
perspective. A general answer to this question it is that the board owes its duties
to the organisation. Molano-Le6n (2011) argues that there are other groups which
are related to the economic interest of an organisation like shareholders and other
stakeholders like employees, creditors, customers, general public or even the
community related to the business activity.

In business, a stakeholder is usually an investor in an organisation whose
actions determine the outcome of the business decisions. According to Sun (2020),
stakeholders do not have to be equity shareholders. They can also be employees,
who have a stake in an organisation’s success and incentive for the products to
succeed. They can be business partners, who rely on the success to keep the supply
chain going. Every business takes a different approach to stakeholders. The roles of
stakeholders differ between businesses, dependent on the rules and responsibilities
laid out at the founding of an organisation or as the business evolved over the years.
The most common definition of a stakeholder, however, is a large investor that has
the influence to hold a viable ‘stake’ in an organisation.

For shareholders to determine the effectiveness of the board they must be provided
with appropriate financial and non-financial information in determining a fair and
balanced assessment of an organisation’s position and its prospects. The directors
are tasked with providing information to give shareholders a clear and broad view of
solvency and liquidity, an organisation’s risk management approach and the long term
viability of the business. The chairman is expected to report in the annual statements
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on the role and the effectiveness of the board. It is a requirement of the chairman to
ensure that the views of shareholders are communicated to the board. The chairman
should discuss key issues on governance and strategy with major shareholders and
non-executive directors should have an opportunity to attend these meetings with
the major shareholders. The board needs to protect minority shareholders against
majority shareholders (Kelly, 2019; Davies, 2000).

Corporate social responsibility (CSR) affects a wide range of stakeholders, unlike
financial performance, which is more focused on shareholders. Regulatory bodies
should be sensitive to the fact that the effects of the characteristics of boards of
directors on the CSR have an impact on a larger number of stakeholders than simple
financial performance (Deschénes, Rojas, Boubacar, Prud’homme and Ouedraogo,
2015). Corporate governance practices should be planned in such a way that it will
encourage a suitable atmosphere for corporate social responsibility, reliability, and
ethics.

Corporate governance acts as a bridge between shareholders, stakeholders,
and board of directors. It should be able to restore the trust and confidence of
management and an organisation to the shareholders in the organisation. Corporate
directors have fiduciary duty towards the shareholders. Board members are the eyes
and ears for the shareholders. Zerban, Abdullah and Abdullateef (2017) contend
that in many countries shareholders have a dominant role in appointing the board
of directors. Shareholders believe that appointed board and senior managers will
act in their interests. Senior managers are responsible for directing, planning and
controlling work and take corrective actions where necessary. They should manage
risk, have appropriate control systems, provide accurate information and act ethically.
Shareholders place their trust in board’s decisions in supervising senior manager’s
actions and proficiency.

Governance structures in form of a corporate governance code should identify
the distribution of rights and responsibilities among the corporation’s different
stakeholders such as the supervisory board, management board, shareholders,
creditors, auditors, regulators, and others and should include rules and procedures
for decision-making in corporate affairs. Furthermore, corporate governance includes
the processes through which the corporation’s objectives are defined and pursued in
the context of the social, regulatory and market environment (Michelberger, 2016).

THE IMPACT OF BOARD DIVERSITY ON BOARD
EFFECTIVENESS AND ORGANISATION PERFORMANCE

A board of directors forms one of the pillars of a robust corporate governance
framework. Recent academic literature suggests that one of the ways to enhance
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corporate governance, arguably, is to diversify the board of directors. Le Quang,
Kwang Soo and Yu (2014) argue that studies that used the independence of the board
of directors as ameasure of corporate governance found thatincreasing independence
of the board of directors is strongly associated with better firm performance.

Board diversity can offer both challenges and opportunities for an organisation.
In South Africa the issue of board diversity and the influence on an organisation’s
performance is an important question in view of the history of the country. Board
diversity or more independent board composition can result in enhanced decision
making through increased information flows, although this may entail a cost
(Muchemwa, Padia and Callaghan, 2016).

Diversity in educational and functional backgrounds should increase the breadth
of an organisation’s cognitive perspectives. The reason for this is that individuals
from different cognitive backgrounds provide a diversity of knowledge, experience
and information-processing behaviours, which leads to more alternatives, more
accurate prediction of environmental changes and better evaluation of strategic
options (Scholtz and Kieviet, 2018).

Organisations with a more educated board of directors perform better. Mori
(2014) furthermore proved that the level of directors’ education has a positive effect
on the performance of their roles as directors. Based on the studies conducted on
this topic, there is an expectation that an organisation’s performance will be higher
for organisations where a board of directors has a higher proportion of business and
diverse qualifications.

A diverse board better understands its customer base and the environment that
the business operates in. As a result of this enhanced understanding, the board is
better placed to find and seize opportunities for innovation, which ultimately creates
value for the business. Incorporating independence into the boardroom also has its
own specific advantages. Independent directors bring an unbiased view distinct
from that of shareholders and management which provides reassurance to external
parties that an organisation is being run in an effective manner. The view by Goyal,
Kakabadse and Kakabadse (2019) is that boards presently are considered the most
critical componentinimproving corporate governance. Board diversity is increasingly
being recommended as a tool for enhancing firm performance.

A further benefit of having a diverse board is the external perception that
may be created. An organisation that embraces diversity in the upper levels of
the organisation may be perceived by outsiders to adopt a top-down approach to
being a good corporate citizen. Such a view may inspire investor confidence in the
organisation which ultimately creates value for the organisation. Board members
consider diverse boards to be critical for the effective performance in a range of
their roles and in dealing with dynamic governance environment of today. Since
the collapse of apartheid in 1994, certain corporate governance and legislative
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reforms were introduced to improve the diversity of South African boards. Corporate
governance reforms, including the King Reports on Corporate Governance (issued
in 1994, 2002, 2009 and 2016), recommend that a board of directors be as diverse
as possible.

Figure 1. Strategic leadership theory, board diversity and board effectiveness
Source: Goyal, Kakabadse and Kakabadse (2019)

Corporate Governance

Strategic

Leadership theory Board diversity

Board
effectivenass

As shown in Figure 1 above, the discussion/research explores the impact of
board diversity on board effectiveness for enhancing corporate governance, while
defining board diversity through the lens of strategic leadership theory (Goyal,
Kakabadse and Kakabadse, 2019). Seeing the positive impact of having a diverse
board as mentioned above, in itself creates an incentive for organisations to continue
incorporating diversity in the boardroom. Boards that strive for effectiveness and
embrace diversity as a mechanism to deliver that effectiveness are likely to perform
better than boards who incorporate diversity with compliance in mind. Functional
diversity on boards can be obtained by nominating people with diverse educational,
industry/sector-specific and role-specific experiences, which leads to an improved
intellectual capital on boards.
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Corporate Governance and Corporate Financial Performance

Corporate governance and corporate financial performance are correlated and
governance rating of an organisation has significant positive impact on its financial
performance. Aggarwal (2013) argues thatresearch supports decisions of organisations
to improve their governance structures. Organisations should strive to improve their
performance along indicators of good governance, namely leadership ethics, board
composition and independence, executive compensation, transparency and reporting,
stakeholder engagement, and compliance with law in true letter and spirit. Further,
organisations should understand that improving governance and sustainability
performance is as important as improving the financial performance. Corporate
governance eliminate the conflict of ownership and control by separately defining
the interest of shareholders and managers (Khan, 2011).

RECOMMENDATIONS

Board of directors is the foundation in effective corporate governance. Efficient
roles and responsibilities for the board with commitment to comply with rules and
regulation can aid in creating value and protect interests of stakeholders. Sustainable
accountability of senior management nowadays is necessary, especially with the recent
collapses of organisations which appeared massive and efficient while actually they
were delicate. It is recommended that organisations design a system of governance,
in which it will be easy for the board of directors to monitor and ensure managers
are fulfilling their responsibilities. Also, the board of directors should control the
process of appointing executives and assessing their actions.

Corporate governance measures implemented after 1994 in South Africaenhanced
corporate governance. Research indicates that the legislation reforms that have been
implemented have resulted in at least some diversity. Organisations should strive to
improve their performance along indicators of good governance, namely leadership
ethics, board composition and independence, executive compensation, transparency
and reporting, stakeholder engagement, and compliance with law in true letter and
spirit. Organisations should understand thatimproving governance and sustainability
performance is as important as improving the financial performance.

It is recommended that more attention should be given to the development and
mentoring of diverse board candidates. The adoption of good corporate governance
practices enhances transparency of an organisation’s operations, ensures accountability
and improves a firm’s profitability. It also helps to protect the interest of the
shareholders by aligning their interest with that of the managers. The results show
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that generally corporate governance has a positive impact on all the performance
indicators of an organisation.

FUTURE RESEARCH

The usage of other performance measures could lead to different results. The only
board diversity factors that were considered included the proportion of female
directors, and the proportion of directors with business and diverse qualifications.
However, findings indicate that female representation on a board as well as directors
with business and diverse qualifications improve an organisation’s performance. This
research finding may support decisions of organisations to improve their governance
structure. Further research is required into the nature of the relationship between
board diversity and market-based performance measures on the stock exchanges.
Attention could also be given to variables such as the size of the board, the age of
directors and board tenure in future studies. Board leadership and the role of black
female directors could also be investigated in more depth.

Itis suggested that future research could use alternative organisation performance
measures such as market value added, shareholding returns, return on equity or
headline earnings per share. Additional corporate governance characteristics could
be tested against company performance. Future research could provide a valuable
input by investigating whether a relationship between board composition and
company performance exists over a period of time. Another interesting approach
would also be to test the extent to which the composition of a board changes and to
compare this aspect to the market value of companies. To study this topic further,
in future more research can be done to see how organisations from countries like
South Africa affect the corporate governance of other countries as they develop
new relations abroad.

CONCLUSION

This chapter has presented the fact that a board of directors forms one of the
pillars of a robust corporate governance framework. Board diversity can offer both
challenges and opportunities for an organisation. Boards continually need to monitor
and improve their performance. This can be achieved through board evaluation,
which provides a powerful and valuable feedback mechanism for improving board
effectiveness, maximising strengths and highlighting areas for further development.
When appointing non-executive directors, more careful consideration may need
to be given to the benefits they may bring, be this in terms of independent expert
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business knowledge and experience, or other sources of advantage to boards, and
the organisations they manage.

The discussion in this chapter of corporate governance and board diversity has
important implications for policy makers, governments and regulatory authorities.
To remain relevant in an increasingly competitive world, directors cannot ignore
the crucial role that diversity plays in governance, particularly in the boardroom.
Organisations that fail to tap into the ever-deepening talent pool of diverse,
well-educated and ambitious individuals, run the risk of limiting value creation,
compromising sustainability and undermining their long-term competitiveness.
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ABSTRACT

Corporate governance is a significant tool to build strong and long relationships
among various stakeholders in kinds of business organizations. Family businesses
are not an exception to this. Like any other businesses, family businesses also need to
have governance in place and practice to achieve the business strategies and to have
long-term succession. Family-owned businesses are the backbone of many countries’
economies in the world contributing substantial portion of GDP. Considering these,
it is important to know the best practices of governance in family owned business
organizations and the role played by governance to improve the strengths of these
businesses. The chapter throws light on family business governance and explores
various important practices highlighting their advantages and disadvantages in detail.

INTRODUCTION

Family business have unique capacities to fuel economic growth and these businesses
have always nurtured entrepreneurial talent across generations to have long-term
strategic commitment and independence. Family businesses contribute in social and
environmental development, incessantly create new jobs, and provide better quality
of life for citizens. Family businesses are the most long lived business entities and
they are agile and resilient.
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Family Business- Definitions

“A company is considered as family business when it has been closely identified with
at least two generations of a family and when this link has had a mutual influence on
company policy and on the interests and objectives of the family”. Donnelley (1964)

“Family businesses are those where policy and direction are subject to significant
influence by one or more family units. This influence is exercised through ownership
and sometime through the participation of family members in management. It is the
interaction between two sets of organizations, family and business that establishes
the basic character of the family business and define its uniqueness”. Davis (1983)

“Family business is a business governed and/or managed with the intention to
shape and pursue the vision of the business held by a dominant coalition controlled
by members of the same family or a small number of families in a manner that is
potentially sustainable across generations of the family or families.” Chuaet. al. (1999)

“Family business includes any business in which the bulk of the ownership or
control lies in a family, and in which two or more family members are involved
directly”. Brockhaus, (2004).

“Family business is an enterprise which is built on the family’s needs and abilities;
isowned, managed, and controlled by the family; exists for perpetuating family values
and unity; the business policies and decisions are significantly influenced by the
family; the family members are deputed on key positions and the succession of the
business passes down from one generation to the other”. Rastogi and Agrawal (2010)

“Family business is a business governed and/or managed in order to form and
follow the vision of the business held by a dominant coalition controlled by members
of the same family or a small number of families that is potentially sustainable in
all generations of the family or families.” Alderson (2011)

“Family businesses is group of people with family ties that promote the adoption
of “best practices” and the development of competitive advantages in business they
own, based on the assumption that these firms were or are source of generating value
for themselves”. Zapatero et al., (2012)

According to Poza and Daugherty (2013) abusiness can be considered as a family
business when: ownership rights (fifteen percent or more) are with two or more
members of a family; family members serve in management, as board member or
advisors, and thus influence strategic decisions; relationships are given importance
and there is dream of continuity across generations; there is overlap of family,
ownership and management, and absence of growth plan may make it vulnerable
during succession; and has unique competitive advantage derived from the family.
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BACKGROUND
Significance of Family Business

Throughout history family businesses have being acknowledged for their noteworthy
economic presence (Alderson, J. K. (2011), Comi & Eppler, 2014; (Tirdasari &
Dhewanto, 2012; De Massis et al.,2018). Family businesses are among longest-lived
institutions and regarded as backbone of many economies round the world (Duh et
al 2009; Astrachan, 2010). It is estimated that annually 70% to 90% of global GDP
is produced by family businesses (Rexhepi, 2015). Family business are successful in
creating 50% to 80% of employment worldwide. Family enterprises have emerged
as central force driving economies across world (EFB, 2009).

Surveys suggest that world’s Top 500 family businesses constitute 68% of the
total global turnover, they employ twenty one million people and contribute USD
6.5 trillion to global GDP (University of Vermont, 2014; Bain, 2015; Stiftung
Familienunternehmen, 2016). Many of world’s largest multinational companies
(MNCs) are family owned, and are globally recognized for their strategies (Forbes
Insights. (2012). Examples include Ford Motor, Wal-Mart, Acer Computers, Arcelor
Mittal, Matthew Algie, BMW, SCJohnson, L’ Oréal, Ikea, Tetra Pak, Anheuser-Busch,
Vanee Foods Company, DuPont, Cadbury, Kosh Industries, Samsung, Hyundai, LG,
Tata, Birla, Godrej, and Mahindra ...etc.

Family businesses make noteworthy contribution to economies in United States
(Caspar, Dias, & Elstrodt, 2010), Europe (Berghe & Carchon, 2002), Australia
(Dana, L., & Smyrnios, K. 2010 b), Asia (Credit Suisse, 2011; Forbes Insights,
2012) and the African region. In United States, eighty percent of businesses are
family owned. One third of Standard and Poor 500 firms are owned-controlled-
managed by founding family. In United States family businesses account for eighty
nine percent of total tax returns, sixty four percent of GDP, and employ sixty two
percent of total workforce (Family Firm Institute, 2017). In Canada, eighty percent
of companies listed on Toronto Stock Exchange are closely held by families (Gulzar
& Wang, 2010).

Across European countries, family businesses constitute 55% to 90% of all
businesses companies, and they are existing in all sizes (PWC, 2009). In Europe
over 14 million family businesses make available over 60 million jobs. 93% to 95%
percent of all German companies are family-controlled and they generated sales
revenue of 2.9 trillion euros (Haunschild &Wolter, 2010). 250 largest companies
in France and Germany are family-owned (Bernard, 2015). In United Kingdom 3
million family businesses represent 66% of private businesses. In United Kingdom
itis estimated that family business have given employment to 9.2 million people and
this constituted 41% of total employment created by private businesses (Institute for
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Family Business, 2011). In Belgium family businesses amounts to 70% and represent
55% of Gross National Product. In Spain, 85% of private businesses are owned and
managed by business families These family businesses constitute 70% of Spain’s
GDP and they create 70% of employment in the country (Venter & Farrington, 2009;
Finnigan, 2014; Ferndndez-Olmos et al., 2016). Family businesses consist of above
85% of all businesses in OECD countries (OCED, 2005). They also significantly
contribute to the growth of economies in Latin America, and Africa (Tharawat
Magazine, 2014.

Beyond West (Botero et al., 2015), Asia-Pacific regions stand with more than
half of family businesses represent (Tharawat Magazine, 2014; Fernandez-Araoz,
Igbal, & Ritter, 2015). In India family businesses account for 90 percent of India’s
industrial output 79% of organized private sector employment. Some of India"s largest
conglomerates are still family controlled (CII, 2011; KPMG, 2013, PwC, 2019). In
Thailand family businesses account for 80% of GDP (PwC, 2019), Singapore, Hong
Kong and China have similar story (Accenture Strategy, 2019). In the Middle East
over 95% of businesses are family owned and they employ 70% of people outside of
government and especially in Saudi Arabia of all companies 95% are family owned
(PwC, 2012, PwC, 2019).

MAIN FOCUS
Uniqueness of Family Business

A family business derives its essence from its unique features: presence of family;
interplay of family-ownership-management; special competitive edge; overlap of
family, ownership management; strategic influence of family values and goals. In
centre of family businesses is the family, which directly or indirectly influences
business; their key goals are both financial and non-financial such as sustainability and
satisfaction of internal as well as external stakeholders (clients and local community);
their management style is value-driven and emotional, goal aligned, they thrive
on quality, reputation, long-term relationships, etc. Contrary to this, in centre of
non-family businesses are shareholders and managers; their sole goal is maximum
profits and growth; their aim is to satisfy the shareholders; their management style
is driven by data rather than emotions, use and rationale of agency theory. Some of
the unique features are mentioned below-

e  Family Relation: There is respect and mutual trust amongst family members.
Workforce is committed and loyal. There is common values, ideologies and

belief system. Family essence, family reputation, family dreams influence the
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mission/vision of the business. Family, relatives and extended family have
strong sense of faithfulness towards family that unsurprisingly translates into
loyalty towards business.

e  Culture: Usually the culture is informal. Such businesses are agile, flexible
and adaptable. They share common language so the communication is very
efficient.

Family Role: Family often plays multiple roles and decision making is quick.
Leadership: Family businesses are entrepreneurial and ambitious. There is
informal authority.

e  Survival: The single minded devotion safeguard family business’s survival
through harshest times.

e  Time: It has long-term viewpoint, loyalty; committed; deeper ties; patient
capital; trust built up over time.

e  Complexity: Can easily foster creativity; rich interchange of goals and roles.

e  Governance: There is integration of strengths of family and business. Family
business is closely held and clearly defined principles and philosophy leads
to smooth governance. There are less agency problems.

e  Succession: In family business training begins early. Mentoring is long term
process. Incumbent can choose when to leave. There is stability in leadership
thus promising long-term direction.

o  Capital: There is committed capital owners may also sacrifice return if need
be. Family’s reputation attract investors.

e Authority: There is greater independence. People place family interest before
business interest.

e  Decision Process: The decision making is quick. Co-ownership in family
leads to better strategies.

o  Business Skill: Family members have wide-ranging knowledge of business
fundamentals and strategies.

e  General: In family business gap of knowledge, skill, expertise is filled by
appointment of professionals.

Governance Challenges in Family Business

Corporate governance is defined as “Procedures and processes according to which an
organizationis directed and controlled”. The corporate governance structure specifies
the distribution of rights and responsibilities among the different participants in the
organization—such as the board, managers, shareholders and other stakeholders and lays
down the rules and procedures for decision-making. Corporate governance essentially
involves four components - regulatory governance, market governance, stakeholder
governance, and internal (shareholder) governance. Regulatory governance refers to
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the public control and order through government policies, laws, regulations. Market
governance refers to application of numerous market factors such as demand and
supply, competition, price, market norms etc. to discipline and control company's
action and behaviour. Stakeholder governance refers to direct and indirect influence
and control over company's business, behaviour and decision-making by the key
stakeholders. Classically stakeholders may include customers, investors, suppliers,
local communities, employees, government and media. Internal corporate governance
refers to the official plan of checks and balances amongst shareholder through board
of directors’, general meeting and management within the company, suggested by
corporate laws.

Governance challenges in family business arise from interlinking of the family
and business. Classically in family is primarily concerned about well-being of family
members (driven by love, bitterness, attachment, promises and expectations etc.),
while business is concerned about results-oriented behaviours (driven by wisdom,
decision-making, adapting change etc.). In order to have efficient governance
system that enables the two institutions (family and business) interact positively and
professionally in spite of their dissimilar values, aims, and formal structures, attention
should be focused on both simultaneously. Reconciliation of family concerns with
those of business and mutuality of influences of both institutions certainly impact
the composition and structure of governance. Governance structures should aim to
separate family issues from business issues but many of them overlap. There are
various challenges by faced by family businesses governance includes the below:

Heterogeneity of Family Businesses

Family businesses are more heterogeneous in comparison to publicly owned
companies. They vary in size, objectives, ownership and management. There can
be family businesses whether ownership is in few hand or dispersed, total family
control or not; and where control is dominated by family insiders or shared with
non-family member. Varied patterns of ownership give rise to conflicts between
executive and non-executive members. Other features that influences governance
is cross-generation intentions. Family businesses change over time, and governance
structures that work for one generation may need review and modification of existing
system. Therefore corporate governance codes used for public companies are not
relevant for private family businesses. Country cultures contexts and legal frameworks
also differ. Governance recommendations in UK and USA lean towards market-
based models, while in Asia, Latin America, and portions of Europe, governance
is control based. Thus, it is essential not to generalize and not to assume that one
model will all. Instead, governance model for family businesses should consider
nature of business, specific context, sector, size, stage of growth etc.
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Formal or Informal Governance

Governance can be formal or informal, i.e. contractual or relational. Where there is
strong solidity, collective outlook and alignment of individual interests, governance
may be interpersonal, with fewer formal structures. In some places formal contracts
and structures and may go against the local norm and culture. Most North American
and European nations have strong official frameworks where contracts and formal
structures are standard. In developing nations, legal set-up to enforce contracts
relatively are less prevalent, and thus informal governance predominates. Many
endorsements of ‘good governance’ are founded on premise of agency theory which
disregards relationships and social forces. Some argue that strong relationships
and emotional ties are more effective than formal governance methods. Formal
governance structures intend to create put procedures, guidelines and structures
before any crisis arises, to avoid hasty decisions.

Complexity of Family Relationships

Family can create positive impact in business, by promoting commitment, network,
loyalty, long-term views, expertise and good relations within and outside. Family
provides an unequalled learning experience for next generation. Families in business
are innovative, creative and they drive growth and excellence. Many are unselfish,
dependable and are known for creating positive influence in community. On contrary
family can become locus of conflict, entangled in former damages and engrained
enmities made eviler by favoritism, malicious personal-interest and free riding. If
such behavioursis tolerated the consequences can be devastating. The un-conditional
love can result in free riding and avoidance. Family members avoid to tackle bad
behaviours of members in the family it can lead to bitterness and anger in family.
Rivalries can blow up and destroy business.

Increasing Complexity of Multiple Generations

As family business moves generations family issues are likely to have bigger
implications. With addition of new generation the total number of family owners
expand: some family have hundreds of members an intricate range of uncles, aunts,
cousins, parents, siblings and grandparents. Family members who are detached
may have less emotions and attachment for business and are likely to pay attention
on personal-interest and monetary gains, rather than long-term strategic goals of
business. An expanding group of shareholders can result in divisions developing
- for instance, between diverse divisions of family, amid decision-making and non-
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employed family members etc. Multiple owners, their conflicting executive identities
and their desire for influence and control further affects governance.

Power and Dominance

Family businesses are usually established by dynamic persons with strong personality
sets. The energy and supremacy that give them victory in initial days can at times
become alimitation as business grows. Senior family members mighthold controlling
position, rule decision making and limit the involvement of others. Many cultures
consider it improper to challenge or question senior member in family. Supremacy
by senior members can obstruct business growth and create resentment or conflict.
There is danger of creation cross generation divisions. Younger members may
lose interest and leave family business. Innovation gets hampered due to lack of
diverse ideas and viewpoints. Ownership concentration is linked to weak corporate
governance, inefficientinvestment, excessive risk taking and excessive diversification.
Pyramidal ownership structures are always criticized.

Understanding Rights and Responsibilities

The interweaving of family and business can lead to confusion around privileges
and duties. Family members may try interfere in domains and decisions beyond
their territory. Younger members in family may receive shares directly without
understanding their duties and right. Member with small ownerships expect big
role and control in business. Family members may try to have access to company’s
assets in inappropriate manner.

Work Family Conflict

The level of conflict, attribute and direction of conflict (family-to-work or work-to-
family) differ in family and non-family businesses due to variety of changing role
and responsibilities in the two spheres. In family businesses conflicts that result in
work pressures and are anticipated to originate in family domain whereas in non-
family business work is frequently the root cause of the conflict. Since the conflicts
and tensions affect relationships and performance in the family and in the business,
a challenge for any governance mechanism is to endeavor to eradicate root cause of
the conflict and provide redressal when they do occur.
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Leadership Transition

Nothing affects family business above the departure of founding member and transfer
of authority to his/her successors. This can create loss of vision and purpose as the
inheritors may have contradictory views on way business should be operated and
developed. The deficiency of clear line of power may result in the decline of the
business after the retirement or death of the incumbent. The challenge for family
business is to prepare for transition in leadership to provide family and business
atmosphere where the successors’ requisite for self-determination and self-fulfillment
are properly obtained.

Best Practices of Corporate Governance in Family Businesses

Increase in globalization has created new challenges for family businesses. As
family business expands, the relationships among its stakeholders becomes more
complicated. Corporate governance provides an organizational structure that clarifies
roles and responsibility. It also demarcates between owners and managers and lays
down policy direction for day-to-day operation. Unlike corporate governance family
governance is totally voluntary and typically aims at governing and strengthening
relations between family and the business. Family governance mechanisms can be
customized to suit specific business family’s conditions, values and interests.

Family Constitution

Family constitution, also called family charter is an arrangement by family members
that states family’s duties and obligation towards each other and the ideologies and
principles with which they will manage their relation with business. This is established
collectively and prepared by way of document and is re-examined at consistently. The
family constitution is specific to family so it can include aspects that family thinks
are relevant, it also states functioning of family council. Some possible features of
a family constitution can be: definition of family (who is considered to be part of
family and who is not); family values, aspirations and strategic goals; roles, duties,
values, engagement of family in business; education, rights and engagement of next
generation; how family is symbolized; relation amongst family members, structure
of family council; board of directors; compensation, expense, budget; process to
revise constitution and item that family considers proper and significant.

Family constitution is a platform where family members can raise queries
and discuss matters that are relevant for family and business, before they become
sensitive and nasty. But it but it does eliminate differences and conflicts. Family
constitution allows family members to question and cross examine time old customs
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and practices. A family constitution turn out to be more pertinent as complication
surges. Added age group may get new outlooks, with increase in numbers of members
with ownership rights are liable to create larger difference of interests and incentives.
Wisely drafted principles and processes to govern relationship will provide greater
clarity and stability for long-term existence.

Family Meetings

Family meetings are most suitable for small family businesses with very simple
structures. Some families depend on ad hoc meetings for purposes, such as succession
planning or to deal with a crisis; other conduct planned meeting at regular intervals.
Involvement is open to people (above certain age), precise to groups of family. For
family meetings to work efficiently, it is essential that family sets clear goals, duties
and decision-making. Family meetings are good way of adding new family members
in business, increases communication and engagement between family and business,
builds business learning, improves communiqué and develops decision-making
abilities in family members.

Family meeting are very popular among first generation family businesses,
which usually includes the entrepreneur, the spouse and their children. Generally
meetings take place when family members are taking meals and/or in pleasant
conditions. The subject of meetings depends on the stage of life cycle and growth of
family business. Initial meetings center on sharing of domestic tasks. In subsequent
meetings business owners try to shape the business activities, deliberate about rights
and duties of owners as well as managers, set expectations and goals to be achieved
in family business, debate about the ambitions and goals alignment of family and
future growth of family business.

Family Assembly

A family assembly is an inclusive forum for all family members. Family can decide
who should to be incorporated in family assembly. Larger families may hold retreats
with well-thought-out program of events and meetings suitable to diverse groups
such as children, elderly members, shareholders. The objective of family assembly
can be education, communiqué, building relations with distant family members,
contribution to business growth and governance. Family assemblies include social
events and activities. Through social activities and interactions detached family
members can build solid associations help decreases conflict and increases acceptance
of varied viewpoints.

The family assembly of siblings and cousins’ consortium, usually they are the
people who are responsible for leadership, control and governance of family business.
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Nevertheless, this is not mandatory. A sensitive issue is benchmarks (age, voting
rights etc.) used to select participates. Family assembly is governed by family charter
which lays down: who will be the head of assembly; frequency at which meeting are
held; principles to vote; and other relevant matters. Generally issues deliberated in
family assembly are election of the board; dividend policy; review of performance
of executive members and future goals.

Family Council

Formal family councils are suitable for larger and more complicated family
businesses. Family councils usually comprise of representatives from different
groups in business family. Families influence business in numerous ways. Family
councils are also useful for non-family executives, they provide family platform
to share views without including non-family executive in family matters, and they
decrease family's interference in daily operations.

Family councilslessen possibility of fights, align diverse beliefs, facilitate planning
of transition of power and allow specific preferences of members to be incorporated
intransmissible goals, thus supporting commitment to decisions and decision-making.
Main topics in family council meetings usually are: plan for leadership transition,
investment strategy, philanthropy, dividend policy, and integration board of directors.

Family Council work with following purposes:

1.  Family mission and meaning (shared values, appreciate family history

2. Steward of all the family business, share philanthropy)

Understanding business (review strategy, vision, performance, openings and
challenges); communication and mutual understanding (strengthen relations,
exchange information)

Problem solving (address issues and grievances)

Family knowledge (understand rights

Duties and effects of ownership

Improve interactive skills, family dynamics)

Leadership transition (review family constitution, train younger generation)

et

®© Nk

Family Office

Family office includes extensive variety of facility centers and wealth administration
functions. Family office is adopted very large family setups explicitly either for
their personal benefit or in alliance with others. The main function of family office
is to manage family wealth centrally, but many also offer services like insurance
financial advisory, legal advice, tax consultancy and asset management. In adding,

34

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Family Business Governance

family office can organize events and activities like education and mentoring of
youngsters, family newsletter, physical security, philanthropic services and custodian
services for family members.

Family offices can be of three groups: (a) not-for-profit family office controlled
by one or more families, offering services only those families; (b) for-profit family
office controlled by family owners, offering services to other clients and also family;
(c) for profit family office owned by professionals and consultants, who offer wealth
management and several other services to numerous families. The decision on type
of family office depends on quantity of wealth, readiness and capability of family
members to handle roles and responsibilities in family office as well as trust and
faith amongst sets of family owners and experts. Family offices can also organize
distinct company with paid managers and board of directors.

Other Practices

The family business that have over the period grow in size of a conglomerate have
greater accountability and responsibilities not only towards internal stakeholders but
more importantly towards external stakeholders such as local community, society
government and environment, business competitors etc. Thus it is necessary that
they adopt some additional governance practices as discussed below:

Separation of Ownership and Management

One of the crucial aspect that results destruction of owners’ value in family business
are splits in family. Splits only does not upsets business atmosphere and admin process,
but it also corrode net worth and growth potentials. Family businesses are affected
by psycho-dynamic aspects such as rivalry among siblings, desire of children to
separate from parents, nuptial disharmony, identity issues and ownership allocations
amid family members. Hence is it desirable that there is separation of ownership and
management to minimize the detrimental impact of family rivalries. This involves
placing the management of business under the supervision of professionals who do
not have the ownership rightin family business. This separation allows accomplished
experts to manage the complicated issues business in unbiased manner.

Board of Directors
The board should balance executive and non-executive directors including independent
directors to provide efficient board management. The number of directors should

be decided on the basis of age, size, nature of operations and prospective growth
plan of the organization. Non-executive directors should be selected by family
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council and elected by shareholders. The board of directors should appreciate role of
employees, particularly key management, in success of business and should ensure
that employees are treated with equity and fairness. The business should recognize
rights and responsibilities of its stakeholders, both through mutual agreement and
established laws and should inspire active collaboration to attain financial and
operational sustainability.

Ethics, Disclosure, and Transparency

Disclosing the financial statements always enhances the confidence among various
stakeholders of the company, but transparency is the biggest block in corporate
governance worldwide. The business organizations should have a strong ethical
practice of true and fair presentation of financial statements and effective answerability
mechanisms. In family businesses, there are certain systems of financial and non-
financial perks, reward systems brings transparency which is an essential tool to
improve justice to stake holders.

Professional Management

Family members, who control and manage businesses need to be desirably
qualified and are expected to behave in professional. In today’s challenging times
of economic uncertainty, technological disruptions, ever-changing business norms
and environment, it is implausible that family members alone can steer growth
in family business. Stewardship theory also reasons that the rationalization of
control and management amid owners to professional managers can be a positive
move towards managing intricacies of modern day business. Lack of professional
management may damage competitiveness and destroy shareholder value. Family
need to appreciate that there are countless opportunities are present in liberalized
and globalized markets.

Succession Planning

Leadership transition is very crucial for continuity of family businesses. Succession
Planning is important because at the heart of leadership transition is the talent
identification, training and grooming of potential successor. There should be system
in place that identifies key roles and map out ways to ensure family business has
right people with the right expertise, abilities, and experiences, in the right place
at the right time.
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Individual family can choose the format of governance based their size, scale of
operations, ownership style, concerns of the family, therefore governance structure and
mechanism may vary. Sound corporate governance framework facilitates the below:

1. Succession planning and helps in leadership transition

2. Separates ownership from management

3. Reduces conflicts of interest amid family members

4.  Improves management processes

5. Fosters cooperation between family and businesses

6. Enhancing the positive impact on economy

7. Introduces better recruitment and promotion policies in business
8.  Promotes democracy

9.  Ensures transparency of roles and responsibilities

10. Protect all stakeholders interests thus leads to growth and sustainability
CONCLUSION

Increasing globalization has posed new challenges for family businesses. Many of
these challenges were might be tackled by adopting sound corporate governance
structures. By adopting good corporate governance measures at both family and
business levels, reduce problems associated with information asymmetry and
makes family business less risky. Finally, applying good governance principles
adds strategic outlook through external independent directors, enhances corporate
entrepreneurship, creates new value, improves competitiveness, mitigate agency
risks and ensure long-term sustainability of family business.
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ABSTRACT

This chapter seeks to examine the level of corporate social performance of the
BRICS companies and investigate the effect of the country’s governance quality on
the environmental, social, and governance (ESG) performance of the companies.
Analysis of the BRICS companies’ ESG scores for 2009 - 2018 indicated that the level
of ESG performance in the BRICS countries differs from each other considerably.
Overall, results of fixed effects regression analysis revealed that governance quality of
countries has a positive effect on ESG scores of companies. Based on these findings,
it was suggested to improve governance quality thereby encouraging companies to
fulfill their social responsibilities.

INTRODUCTION

Before joining South Africa to the group in 2010, Brazil, Russia, India, and China
were called the BRIC countries by economist Jim O’Neill suggesting that they
would play an active role in the economic growth of the world (O’Neill, 2001). In a
following report published in 2003, highly positive projections were made about the
economic development of the BRIC countries. The prediction that the BRIC countries
would have a larger economy than the United States within less than 40 years is just
one of them. However, as also stated in the report, the main assumption underlying
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these positive projections is growth-supportive policy settings implemented by the
BRIC countries. More precisely, the authors indicated macroeconomic stability,
institutional capacity, openness, and education as the crucial factors that may affect
economic growth (Wilson and Purushothaman, 2003).

Governance quality of countries has been discussed for several decades as one
of those institutional factors which have a correlation with the economic growth
of countries (e.g. Hall and Jones, 1999; Kurtz and Schrank, 2007; Wilson, 2016).
Governance mechanisms at country-level shape also governance attributes at firm-
level (Aggarwal etal.,2008). Traditionally, the main concern of corporate governance
was shareholders, thereby to protect the interests of shareholders was at the heart of
corporate governance rules. However, this traditional model of corporate governance
has been criticized for not having a long-term perspective due to its merely focus
on short-term profit maximization. Recently, there has been a shift from a short-
term financial oriented stance to an objective of long-term sustainable development
(Fenwick et al., 2019).

It is hard to give a generally accepted definition of sustainable development.
One of the early definitions of sustainable development appeared in the Brundtland
Report of the World Commission on Environment and Development (WCED) as:
“development that meets the needs of the present without compromising the ability
of future generations to meet their own needs” (WCED, 1987). The responsibility
mentioned in the definition is valid for all types of organizations such as governments,
companies, individuals, and so forth.

In order to achieve the objective of sustainable development at the corporate
level, companies should concentrate on the interests of all other stakeholders
such as employees, customers, governments, and even the general public, as well
as shareholders. All the mentioned stakeholders have different requirements and
expectations from companies. While employees may expect safe working conditions
and fair wages, governments may care about the payment of a fair share of tax.
Customers are satisfied when the quality and the price of the products and/or services
meet their expectations. On the other hand, the general public may be interested
in the environmental effect of business activities. It is possible to list many more
examples regarding both the types of stakeholders and the different requirements
of them. In summary, the underlying principle towards an attempt to be sustainable
should be the awareness of the requirements of all stakeholders and developing a
business strategy in accordance with these requirements. Whether and to what extent
companies fulfill this obligation represents their corporate social performance (CSP,
henceforth) and is measured by various indicators in various studies. Membership
of a sustainability index (Lourenco et al., 2012) publication of sustainability report
(Cardamoneetal., 2012), GRI-based sustainability reporting (Miralles-Quirés et al.,
2017) are just a few examples of CSP measurement tools used in academic studies.
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However, in order to be able to assess the sustainability performance on different
dimensions separately, it is more efficacious to utilize the environmental, social
and governance (ESG, henceforth) scores of rating agencies such as ESG scores of
Thomson Reuters, MSCI ESG KLD STATS, Bloomberg’s ESG Disclosure Scores.

Through this study, in the first stage, the CSP of the BRICS companies was
analyzed using The Thomson Reuters ESG scores for 2009-2018. As the second
stage of this study, utilizing World Bank Worldwide Governance Indicators Database,
governance quality of the BRICS countries were identified and the relationship
between governance quality of the BRICS countries and CSP of the BRICS companies
was examined with panel data methods.

The contribution of this study is twofold: First, identifying the ESG performance
of the BRICS companies over 10 years would provide evidence to determine
whether the anticipated economic growth potential of BRICS countries would
be sustainable. Second, identification of governance quality dimensions having a
positive relationship with CSP would prompt policymakers to focus on and try to
improve those governance quality dimensions.

Background
Corporate Social Performance in the BRICS Countries

Signitzer and Prex] (2007) use the term “corporate sustainability” to define sustainable
development at the firm-level and indicate that it can be considered as a hypernym
for all other terms referring to the role of business in society, such as corporate social
responsibility (CSR), corporate social performance (CSP), social accountability.
While CSR covers the environmental, social, and economic issues addressed by the
companies besides their routine business activities, CSP is the assessment of the
level of active engagement with CSR activities (Conway, 2018).

Dueto the positive projections regarding the economic growth of BRICS countries,
the potential sustainability of this anticipated economic growth has come under
question. However, since there has not been a common method to measure the level
of corporate social responsibility disclosure or activities of companies, differential
conclusions have been made in various studies utilizing different tools to measure
corporate social responsibility and/or performance.

Examining ESG scores of BRICS companies over the period 2010-2012,
Garcia et al. (2019) reported that while Brazil and Russia showed an increase in
ESG scores, India and South Africa had a decreasing trend. For the period under
consideration, the highest ESG scores belonged to South Africa, whilst China had
the lowest environmental and social scores. Peterson and Bishop (2015) compared
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BRICS countries with each other and also with other country groups in terms of
sustainability performance utilizing the Sustainability Society Index. When compared
with developed countries, the only sustainability dimension which had a statistically
significant difference was the human well-being dimension. More precisely, BRICS
countries had a lower human well-being score than developed countries but did not
differ on the other sustainability dimensions. The authors also revealed that Brazil
had the highest sustainability score while the score of South Africa was the worst
among the BRICS countries.

A similar comparison with those of Peterson and Bishop (2015) was done by Bhatia
and Tuli (2018) for the BRIC and Bhatia and Makkar (2019) for the BRICS countries
but this time the benchmarking criterion was sustainability reporting practices instead
of sustainability performance. Using their self-created CSR disclosure index, Bhatia
and Makkar (2019) compared the level of CSR disclosures of the companies from
the BRICS countries and the USA and the UK. The content analysis of the websites
and annual reports of the companies revealed that developed countries had a higher
level of CSR disclosure than BRICS companies. On the other hand, when the BRIC
companies were compared with the companies from the USA and the UK as per
the GRI-based reporting practices, BRIC companies were found to report on GRI
performance indicators more than the companies in developed countries. As a result
of the content analysis of sustainability reports, India took place on the top and Brazil
was the second of the list showing the GRI-based sustainability disclosure scores of
the BRIC countries (Bhatia and Tuli, 2018). This finding is similar to those of Arrive
and Feng (2018) who found that Brazil and India had a higher CSR disclosure than
the other BRICS countries. The authors attributed this finding to the fact that whilst
reporting on CSR practices was mandatory in Brazil and India, it was voluntary in
other BRICS countries. In some other studies, Brazil was found to have the highest
percentage of companies with transparent CSR reporting (Miras-Rodriguez et al.,
2019) and the strongest intensity of CSR communications through channels such as
annual reports, websites, CSR reports (Li et al., 2010). The BRICS companies were
also compared in terms of compliance with their sustainability reporting practices
with GRI guidelines. The content analysis of the relevant reports of the companies
revealed that Indian companies had the highest coverage level of GRI indicators. On
the contrary, the Russian companies had the lowest coverage score of GRI indicators.
This research has an additional finding, which is in line with those of Bhatia and
Tuli (2018), indicating economy and environment categories as the most and least
reported categories, respectively for all BRICS countries (Kumar and Das, 2018).

Using a quite different methodology from the mentioned studies, Alietal. (2018)
examined the adoption level of the United Nations’ Sustainable Development Goals
(UN SDGs) in the BRICS countries. To this end, the authors analyzed the vision
and mission statements of multinational companies via content analysis. China was

44

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Corporate Social Performance and Governance Quality Across the BRICS Countries

determined as the country which had the highest adoption level of UN SDGs. On
the other hand, South Africa took place at the bottom of the list.

Based on the mentioned studies, it is possible to comment that the finding
indicating a significant difference between CSP performances and/or disclosure
levels of the BRICS companies and the companies from developed countries is not
surprising. However, these studies also provide insights into the significant variation
in the levels of CSP within BRICS countries. This variation has been explained by
the different institutional contexts of BRICS countries.

Institutional Context and CSP

The BRICS countries represent 42% of the world’s total population. With a total
GDP of $20,2 trillion in 2018, BRICS countries cover 24% of the world’s total GDP.
It seems that Goldman Sach’s prediction that BRIC countries could be worth more
than 50% of the G6 countries by 2025 has already been realized. As of 2018, the
combined GDP of BRIC(S) countries accounts for 53% (54%) of the G6 countries
in US dollar terms (World Bank, 2018).

The BRICS countries have been predicted to have significant economic growth
over the next years. However, it was also noted in the Goldman Sach’s report that
some assumptions should be satisfied to realize these positive projections. The
main underlying assumption is that macroeconomic stability, institutional capacity,
openness, and education would all support the economic growth of the countries.

Although economic growth potential is common for all the BRICS countries,
they have environmental differences which Luo et al. (2011) elaborated on. Luo et
al. (2011) addressed these differences for the BRIC countries in terms of economic,
institutional, social-cultural, and industrial environments. Under the economic
environment heading, the authors discussed the differences in natural resources,
literacy levels, and some economic indicators of the BRIC countries. While examining
the social-cultural environment, acomparison was made between the BRIC countries
based on cultural values, Human Development Index, and some World Bank
indicators such as income distribution and poverty. Since the BRIC countries have
a competitive advantage in different industries, the strategic management decisions
of the countries based on the industrial parameters are expected to differ from each
other. Finally, utilizing World Bank Worldwide Governance Indicators, the authors
emphasized the strengths and weaknesses of the institutional environment of the
BRIC countries.

Based on these arguments, the institutional context may be claimed as one of
the factors which shape the strategic management decisions of the countries and
thereby the companies incorporated in those countries. Since the corporate social
responsibility strategy is also a specific type of strategic management decision, it is
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expected to change based on the institutional context of countries. It is possible to
support these theoretical assertions with the empirical research conducted on this
issue. Thus, along with the increasing importance of sustainable development, the
relationship between governance quality of the countries and social performance
of the corporations has been tested empirically.

In a recent study of Coluccia et al. (2018), regulatory quality, rule of law, and
voice and accountability were found to be positively correlated with ESG scores
of companies listed in Eurostoxx 50 index. Gdmez and Garcia (2020) developed
a governance quality index based on the Worldwide Governance Indicators and
examined the impact of the governance quality of the Latin American countries on
the CSR disclosures of the companies determined by the content analysis of annual
and CSR reports. Empirical analyses showed that while the governance quality had
a positive effect upon the information disclosure related to customers and products
and human rights and ethics, it had no significant effect on the other disclosure
indices, i.e. employees, environment, and community. Based on a sample of 14,174
firm-year observations from 26 countries, Baldini et al. (2018) investigated country
and firm-level determinants of ESG disclosure. Among the country-level factors, the
level of corruption was found to influence all disclosure scores negatively, whilst
the unemployment rate had a positive effect on the combined ESG score and its
three pillars. The authors got mixed results for the remaining country-level variables
including the legal framework, labor protection, and cultural values.

The nexus between governance quality and CSR in the BRICS countries has
been examined in a limited number of studies. Through these studies, the corporate
social responsibility strategies of the companies in the BRICS countries have been
discovered to change based on the institutional governance characteristics (Li et al.,
2010; Miras-Rodriguez et al., 2019).

Using the rule and relation-based classification of Li and Filer (2007), Li et al.
(2010) concluded that rule-based governance structure fosters the CSR disclosure
of firms. Likewise, Miras-Rodriguez et al. (2019) classified the BRICS countries as
the rule, family, and relation-based and labeled this classification as an institutional-
level corporate governance mechanism. Using additional firm and group-level
corporate governance indicators as independent variables, the authors concluded
that determinants of CSR reporting practices change based on the institutional-level
governance mechanisms. The high CSR disclosure levels in the countries with laws
and regulations regarding CSR practices (Arrive and Feng, 2018) provide additional
evidence for the impact of institutional settings on CSR activities of the companies. A
cross-sectional survey of business professionals and undergraduate business students
from the BRIC countries showed that the countries with self-expression values and
more control of corruption attach more importance to social and environmental
corporate responsibility issues (Ralston et al.,2015).
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The economic growth potential of BRICS countries and their different institutional
governance characteristics create a need to explore whether these countries could
achieve sustainable development through their CSR activities and their governance
indicators would support this sustainable development or not. This study aims to
fulfill this need by investigating the ESG performance of the BRICS companies
and the link between governance quality and ESG performance.

RESEARCH
Sample and Measurement of Variables

In this study, the Datastream database was used to collect the financial and ESG
data of the BRICS companies. Hence, the initial sample consisted of all the BRICS
firms having data in the Datastream for 2009-2018. From these, the firm-year
observations with missing values were excluded. After this elimination, the final
sample is composed of 3,727 firm-year observations, most of which belong to
firms from China and South Africa. The percentage distribution of the firm-year
observations by countries is as follows: China (28), South Africa (25), Brazil (20),
India (19), and Russia (8).

Sustainability Performance of the BRICS Companies

In this study, to measure corporate social performance, ESG scores of the BRICS
companies were collected from the Thomson Reuters Datastream ASSET4 Database.
The Thomson Reuters ESG scores have been used by various academic studies to
measure the sustainability performance of the companies (e.g. Miralles-Quirds et
al., 2018; Coluccia et al., 2018; Rajesh, 2020). Having a bottom-up calculation
methodology, the ESG score calculation of Thomson Reuters begins with data points
gathered from publicly available information and used to calculate indicator values.
Then, calculated indicator values are grouped into ten categories which are finally
rolled up into three pillar scores, namely environmental, social, and governance. The
environmental pillar score is calculated on the basis of three categories: resource
use, emissions, and environmental innovation. The social pillar score is composed
of category scores regarding workforce, human rights, community, and product
responsibility. Finally, the category scores of management, shareholders, and CSR
strategy constitute the government pillar score. The overall ESG score is an aggregated
measure of ten categories which constitute the three pillar scores (Refinitiv, 2020).
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Governance Quality of BRICS Countries

In the extant literature, there have been various ways of specifying the governance
characteristics of countries. Some studies classified the sample countries as rule,
relation (Li et al., 2010) and, also family-based (Miras-Rodriguez et al., 2019) and
made an overall assessment of governance characteristics of the sample countries.
On the other hand, some studies have addressed the governance characteristics of
countries separately, utilizing some specific indexes developed for this purpose
(Coluccia et al., 2018).

Inthis study, the assessment of governance quality of the BRICS countries is based
on the Worldwide Governance Indicators (WGI) of the World Bank. WGI covers
the following six dimensions related to governance quality (Kaufmann et al., 2011):

e Control of Corruption: Capturing perceptions of the extent to which public
power is exercised for private gain, including both petty and grand forms of
corruption, as well as ‘capture’ of the state by elites and private interests.

e Government Effectiveness: Capturing perceptions of the quality of public
services, the quality of the civil service and the degree of its independence
from political pressures, the quality of policy formulation and implementation,
and the credibility of the government’s commitment to such policies.

e Political Stability and Absence of Violence/Terrorism: Capturing perceptions
of the likelihood that the government will be destabilized or overthrown by
unconstitutional or violent means, including politically-motivated violence
and terrorism.

e Regulatory Quality: Capturing perceptions of the ability of the government
to formulate and implement sound policies and regulations that permit and
promote private sector development.

e Rule of Law: Capturing perceptions of the extent to which agents have
confidence in and abide by the rules of society, and in particular the quality
of contract enforcement, property rights, the police, and the courts, as well
as the likelihood of crime and violence.

e Voice and Accountability: Capturing perceptions of the extent to which a
country’s citizens are able to participate in selecting their government, as
well as freedom of expression, freedom of association, and a free media.

Control Variables
Several country and firm-level indicators were included as control variables in the

research models which were developed to examine the link between ESG performance
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of the companies and governance quality of the countries in which those companies
are incorporated.

Size, financial leverage, and return on assets (ROA) were determined as firm-
level control variables. While ROA was gathered directly from Datastream, size and
financial leverage were calculated by the natural logarithm of the assets and ratio
of total liabilities to total assets, respectively.

Gross Domestic Product (GDP) per capita and development level of the capital
market were the country-level control variables. GDP per capita of the BRICS
countries was derived from the World Development Indicators Database of the
World Bank. The development level of the capital market is an author-created index
utilizing several indicators related to capital markets, namely “market capitalization
of listed domestic companies (% of GDP)”, “stocks traded, total value (% of GDP)”,
“stocks traded, turnover ratio of domestic shares (%), and “listed domestic companies
per capita”. First of all, all countries were ranked according to each of these four
indicators for every year of the sample period. Then, the yearly averages of each
countries’ rank on these indicators were calculated and used as the proxy for the
countries’ level of capital market development in that specific year.

Empirical Model

In order to investigate whether the governance quality of countries has an effect on
the ESG performance of the companies located in those countries, the following
regression model was developed:

CSE, =B, + BGO, + B, X, +a,+u, (D

where CSP represents the corporate social performance of the company and was
proxied by overall ESG score or each of the pillar scores (ENV, SOC, GOV) of
the company. GQ stands for the governance quality of the country and proxied by
Control of Corruption (CC), Government Effectiveness (GE), Political Stability
and Absence of Violence/Terrorism (PV), Regulatory Quality (RQ), Rule of Law
(RL), and Voice and Accountability (VA) in separate models. X, covers both firm-
level (SIZE, LEV, ROA) and country-level (GDP per capita, development level of
capital MARKET) control variables. 3 represents the constant term. (@, + u,) is the
composite error term. Finally, i and # denote for the company and year, respectively.
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RESULTS
ESG Performance of the BRICS Companies

Table 1 provides the mean and standard deviation figures of environmental, social,
governance, and overall ESG scores for each BRICS country over the sample period:
2009-2018. From Table 1 it can be seen that South Africa had the highest mean
values of overall ESG scores for the period of concern. South Africa was followed
by Brazil, India, Russia, and finally China having the lowest overall ESG score.
South Africa also had the highest social and governance scores. China had the lowest
overall ESG score since it had the lowest environmental and social scores. When
it comes to the pillar scores of ESG, the best score among the three pillars was the
social score for Brazil, India, and South Africa, while it was the governance score
for Russia and China.

Table 1. ESG Statistics for 2009 — 2018

COUNTRY Firm- | Environmental Social Governance Overall ESG

Years | Mean | S.D. | Mean | S.D. | Mean | S.D. | Mean | S.D.

BRAZIL 732 53.78 | 2041 58.07 | 21.63 | 50.29 | 20.75 | 54.24 | 16.96
RUSSIA 296 45.69 19.42 | 46.96 | 20.89 | 49.93 | 20.17 | 47.43 | 1547
INDIA 703 5252 | 21.88 | 5431 | 2031 | 50.51 |20.40 | 52.54 | 16.24
CHINA 1,048 | 41.41 21.15 | 3536 | 17.37 | 50.47 | 20.37 | 42.03 | 15.14
S. AFRICA 948 52.71 20.04 | 59.55 | 17.69 | 50.97 | 21.01 | 54.61 | 15.52
BRICS 3,727 | 49.15 | 21.38 | 5047 | 21.65 | 50.53 | 20.59 | 50.04 | 16.71

However, Table 1 does not provide insight into the annual comparison of the ESG
performances of the BRICS countries. It is possible to see this comparison in Figures
1-4 for environmental, social, governance, and overall ESG scores, respectively.

Figure 1 shows the comparison of the environmental scores of the BRICS
countries over 2009-2018. At the beginning of the sample period, the ranking
among the BRICS countries was as follows: while South Africa took place on the
top, Brazil and India followed it relatively closely. However, Russia in the 4th place
and China in the last place had considerably lower environmental scores compared
to other countries. During the period of concern, each country had a quite different
pattern for the environmental score, hence, the ranking at the end of the sample
period was a little bit different than in 2009. The top 3 countries according to their
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environmental scores were Brazil, India, and South Africa, respectively. Although
the ranking of Russia and China was the same as at the beginning of the period,
their environmental performance at the end of the period was relatively closer to
other countries.

Figure 1. Environmental scores of the BRICS countries
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The comparison of social scores of the BRICS countries is given in Figure 2.
Similar to the picture in the environmental score, according to the social scores,
China and Russia were again on the last two ranks both at the beginning and end of
the period. However, unlike Figure 1, Figure 2 reveals that China had very low social
scores not only at the beginning but also at the end of the sample period compared
to other countries. At the end of 2018, the country with the highest social score

Figure 2. Social scores of the BRICS countries
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was Brazil due to the sharp increase in 2018 and it was followed by South Africa
and India, respectively.

Figure 3. Governance scores of the BRICS countries
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Figure 3 presents the governance scores of the BRICS countries from 2009 to
2018. As can be seen from the figure, the dispersion of the governance scores across
the BRICS countries between 2009-2017 was considerably smaller compared to
the environmental and social scores. However, as is the case for environmental and
social scores, Brazil hit the peak of governance scores in 2018 and reached up to
number one.

Figure 4. Overall ESG scores of the BRICS countries
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Finally, the overall ESG scores of the BRICS countries are presented in Figure
4. Although each country’s ESG score fluctuated throughout the period, the ranking
at the end of the period was not much different from the ranking at the beginning
of the period. The only exception was Brazil which reached a peak in 2018 and
became the top of the list.

Besides the comparison between the ESG performance of the BRICS countries,
focusing on the change in countries’ individual environmental, social, and governance
performances over the years would provide additional insight. Thus, the tendency
of the mean values of each ESG scores during 2009 - 2018 is given through Figure
5-9 for Brazil, Russia, India, China, and South Africa, respectively.

Figure 5 shows the trends of the three pillars of ESG and overall ESG scores
of Brazilian companies for the sample period. The ranking of pillar scores did not
change during 2009-2018, i.e. Brazilian companies had always higher social scores
than environmental and governance scores, respectively. The scores of all pillars
were relatively stable over 2009 — 2011. Although there was a slight increase in
2012 for all pillar scores, they experienced a decrease from 2013 to 2015. The slight
increase which began in 2015 continued steadily until 2018 and it turned a sharp
increase in 2018. Brazilian companies have achieved the highest ESG scores in 2018.

Figure 5. ESG performance of Brazil
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Figure 6 illustrates the change in ESG scores of Russian companies between
2009 — 2018. The governance pillar score showed a gradual decrease from 2009 to
the end of 2014 with the exception of a slight increase in 2010. The increase that
started in 2015 continued steadily until the end of 2018. On the other hand, the
starting point of the environmental and social scores was very close to each other,
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Figure 6. ESG performance of Russia
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both scores reached almost the same level showing a significant increase in 2010.
Howeyver, the decrease in social score in 2011 left it behind the environmental score
until 2014. In 2014, the social score increased sharply, and this increase continued
steadily until 2018. Although it showed a slight decline in 2018, the social score
had the highest value among all scores at the end of 2018. The environmental score
had a similar pattern with the social score between 2015 and 2018.

Figure 7 gives information about the ESG performance of Indian companies.
During the period covered by the figure, the governance score remained almost
steady. On the other hand, both environmental and social scores experienced
significant fluctuations. During 2010, while the environmental score was stable,
the social score decreased steeply. This sharp decrease in social score continued

Figure 7. ESG performance of India

65

60 r‘;"m,

T essacBeccrascag
=, P
‘kb'*-:;;. P . _ fprmm— H}:AI—L; e ——
55 — Y e =
"~ 5 -
: N . ar ™
50 : : —_—r
...
Provesss -3 . " ot
45 Ll LT
40
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
vedh oo ENVIRONMENT s SOCIAL GOVERNANCE OVERALL ESG

54

- printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Corporate Social Performance and Governance Quality Across the BRICS Countries

during 2011 and 2012 and made the social score equivalent to the governance score
in 2012. The social score, which remained stable until 2015, became higher than
the governance score at the end of 2018 thanks to the significant increases recorded
in 2015 and 2016. Finally, the environment score with a decreasing trend between
2011 and 2012 showed a rapid increase during 2013-2016 and a slow increase in
2017. Although it decreased slightly in 2018, it was the highest score among the
three pillars of ESG at the end of the period of concern.

Figure 8 shows the ESG scores of Chinese companies from 2009 to 2018.
Governance scores had always higher than the environmental (except 2016) and social
scores, respectively and maintained almost the same level during 2009-2018. The
environmental score experienced slight fluctuations until 2015, but sharp increases
in 2015 and 2016. However, with the huge decline in 2017, the environmental score
fell back to its level in 2015 and maintained that level in 2018 as well. Finally, the
social score varied slowly until 2016, with a sudden increase in 2016 it reached its
peak. However, it dropped dramatically in 2017 and finished 2018 at a little higher
level than in 2015.

Figure 8. ESG performance of China
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Figure 9 provides data about the ESG performance of the firms in South Africa
between 2009 and 2018. It is apparent from this figure that South African firms had
the best scores in the social pillar of ESG in every year of the sample period. The
environmental scores were higher than the governance scores except from 2012 to
2014. While the governance scores remained relatively stable, the environmental
score decreased gradually between 2009-2011 and it showed a steep decrease in
2012. Anuptrend in the environmental score began in 2013 and continued gradually
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Figure 9. ESG performance of South Africa
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until 2018. Despite this uptrend over 5 years, the environmental score could not
climb back to the level of 2009 even at the end of 2018.

Governance Quality of the BRICS Countries

Table 2 presents the average percentile ranks of the BRICS countries in the six
dimensions of governance between 2009 and 2018. The percentile rank reported by
the World Bank indicates how well the company performs in terms of governance
indicators in comparison to countries worldwide. The percentile rank ranges between
0 (for the lowest rank) to 100 (for the highest rank).

Table 2 reveals that, among the BRICS countries, South Africa was the country
with the highest level of percentile ranks in all six governance dimensions for the
sample period. South Africa was followed by Brazil for four governance dimensions:
control of corruption, political stability and absence of violence/terrorism, regulatory
quality, and voice and accountability. China and India had the second-best performance
in the dimensions of government effectiveness and rule of law, respectively. On the
other hand, Russia had the lowest percentile ranks in the majority of governance
dimensions, namely control of corruption, government effectiveness, regulatory
quality, and rule of law. The worst performance on political stability and absence
of violence/terrorism belonged to India and China seemed to perform quite poorly
in voice and accountability.
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The Link Between ESG Performance and Governance Quality

Table 2. WGI Statistics for 2009 — 2018

CcC GE PV RQ RL VA
COUNTRY

Mean | S.D. | Mean | S.D. | Mean | S.D. | Mean | S.D. | Mean | S.D. | Mean | S.D.
BRAZIL 50.64 | 9.08 4838 | 4.03 | 39.15 | 634 | 51.99 | 3.94 | 51.90 | 424 | 6247 | 145
RUSSIA 1593 | 2.71 4483 | 396 | 19.05 | 4.37 3747 | 346 | 2475 | 2.26 | 20.62 | 2.24
INDIA 4270 | 5.18 5433 | 5.49- | 13.93 | 2.55 39.72 | 3.83 | 5391 | 1.16 | 60.59 | 0.68
CHINA 44.19 | 4.33 64.72 | 5.12 | 32.05 | 5.25 46.15 | 2.03 | 4270 | 3.82 | 6.71 1.64
S. AFRICA 5749 | 2.21 65.64 | 0.84 | 40.83 | 3.94 6291 | 0.87 | 57.97 | 3.92 | 6829 | 1.62
BRICS 46.31 | 11.87 | 5820 | 8.93 | 31.23 | 11.25 | 49.66 | 9.37 | 49.08 | 9.84 | 44.60 | 26.56

CC: Control of Corruption; GE: Government Effectiveness; PV: Political Stability and Absence of Violence/
Terrorism; RQ: Regulatory Quality; RL: Rule of Law; VA: Voice and Accountability

In order to examine the link between six governance dimensions and three pillar
scores of ESG as well as overall ESG score, Equation (1) was estimated twenty-
four times in total for each combination of governance dimensions and ESG score.
Ordinary least squares (OLS), random effects and fixed effects estimators were
used to estimate Equation (1). Random effects was preferred to OLS and then fixed
effects was preferred to random effects due to the significant test statistics of the
Breusch-Pagan LM test and robust Hausman test, respectively. Accordingly, the
regression results estimated with fixed effects and Driscoll Kraay standard errors that
are robust to heteroskedasticity, serial correlation, and cross-sectional dependence
were reported in Table 3-6.

Table 3 provides the estimation results of Equation (1) including the overall
ESG score as the dependent variable. The results in Table 3 indicate that there was
a significant positive correlation between overall ESG score of the company and
all governance dimensions of the country except control of corruption (CC) and
government effectiveness (GE). This means that the higher the country’s performance
in political stability, regulatory quality, rule of law, and voice and accountability, the
higher the overall ESG performance of the companies located in those countries.
GDP per capita and the level of capital market development of the country, which
are the country-level control variables, had a positive and significant effect on the
overall ESG performance of the companies except for the model including rule
of law as the governance dimension. When it comes to company-level control
variables, while the overall ESG score was found to be positively correlated with
the company size (SIZE) and profitability (ROA-except PV model), there was no
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CC Model GE Model | PV Model | RQ Model | RL Model | VA Model

CcC 0.002

(0.044)
GE 0.076

(0.067)
PV 0.2297%#%
(0.047)
RQ 0.256%*
(0.093)
RL 0.576%%*
(0.028)
VA 0.353*
(0.160)

GDP 0.001%* 0.001* 0.001%* 0.001* 0.000 0.001 %%

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
MARKET | 2.467%** 2.242%% 1.034* 2.588%* 0.531 2.935% %k

(0.816) (0.905) (0.519) (0.797) (0.472) (0.683)
SIZE 2.684 %k 2.661%%* 2.233%k% 2.472%%% 2.302%%* 2,627k

(0.571) (0.563) (0.601) (0.604) (0.488) (0.671)
LEV -3.351 -3.413 -3.064 -2.719 -2.607 -2.989

(2.180) (2.214) (1.993) (2.013) (2.020) (1.950)
ROA 0.053%%3* 0.052%* 0.032 0.059%%3* 0.042%* 0.059%%3*

(0.015) (0.014) (0.018) (0.015) (0.014) (0.012)
Constant -10.023 -12.336 -3.757 -19.114* -22.413** | -26.161*

(12.754) (12.525) (12.500) (10.085) (9.033) (12.689)
YEAR YES YES YES YES YES YES
N 3,727 3,727 3,727 3,727 3,727 3,727
R2 0.244 0.245 0.253 0.249 0.271 0.247

CC: Control of Corruption; GE: Government Effectiveness; PV: Political Stability and Absence of Violence/
Terrorism; RQ: Regulatory Quality; RL: Rule of Law; VA: Voice and Accountability. YEAR represents
the dummy variables created for each sample-year. Driscoll Kraay standard errors which are robust to
autocorrelation, heteroskedasticity, and cross-sectional dependence are in parenthesis. * p<0.10, ** p<0.05, ***

p<0.01
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Table 4. Indicators of environmental performance

CC Model GE Model | PV Model | RQ Model | RL Model | VA Model

CcC 0.107%%*

(0.032)
GE 0.110

(0.088)
PV 0.351%%*
(0.017)
RQ 0.419%%*
(0.104)
RL 0.700%%*
(0.033)
VA 0.514%*
(0.204)

GDP 0.002%* 0.002%** | 0.001%* 0.001%* 0.001%* 0.002%%*

(0.001) (0.000) (0.000) (0.001) (0.000) (0.000)
MARKET | 3.051%* 2.415% 0.546 2.942%* 0.390 3.424 %%

(1.170) (1.176) (0.927) (1.257) (0.782) (1.045)
SIZE 3.657#%* 3.886%** | 3227k 3.571%%* 3.456% 3.836%**

(0.705) (0.615) (0.798) (0.648) (0.556) (0.773)
LEV -8.528%%* -8.759%HH | L8.220% ¥ | 7 634%Hk | T TOOFHE | -8.14] %k

(2.386) (2.428) (2.121) (2.235) (2.207) (2.013)
ROA 0.104%#%* 0.108#** | 0.079%* 0.121%%* 0.097%* 0.119%%*

(0.031) (0.029) (0.034) (0.032) (0.031) (0.025)
Constant -35.790%* -38.999%* | -26.018 -50.503#%* | -50.666%** | -59.119%%*

(15.117) (15.316) (15.266) (11.852) (10.080) (11.420)
YEAR YES YES YES YES YES YES
N 3,727 3,727 3,727 3,727 3,727 3,727
R2 0.303 0.302 0.312 0.308 0.321 0.304

CC: Control of Corruption; GE: Government Effectiveness; PV: Political Stability and Absence of Violence/
Terrorism; RQ: Regulatory Quality; RL: Rule of Law; VA: Voice and Accountability. Driscoll Kraay standard
errors which are robust to autocorrelation, heteroskedasticity, and cross-sectional dependence are in parenthesis.
YEAR represents the dummy variables created for each sample-year. * p<0.10, ** p<0.05, *** p<0.01
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Table 5. Indicators of social performance

CC Model GE Model | PV Model | RQ Model | RL Model | VA Model

CcC 0.033

(0.079)
GE 0.136

(0.110)
PV 0.221%**
(0.083)
RQ 0.146
(0.150)
RL 0.485%%*
(0.079)
VA 0.138
(0.183)

GDP 0.001 %% 0.001* 0.001 %% 0.001%* 0.001%#* 0.002%%*

(0.000) (0.001) (0.000) (0.000) (0.000) (0.000)
MARKET | 3.015%* 2.524%* 1.540%* 2.989%** 1.292% 3.102%*

(1.044) (1.138) (0.573) (0.913) (0.643) 1.063)
SIZE 2.446%* 2.479%* 2.089%* 2.405%* 2.203%* 2.504%*

(0.933) (0.991) (0.962) (1.018) (0.992) (1.035)
LEV -3.214 -3.365 -2.980 -2.896 -2.631 -3.116

(2.146) (2.252) (1.988) (1.961) (2.046) (2.094)
ROA 0.052* 0.052* 0.035 0.058* 0.045 0.057*

(0.025) (0.026) (0.030) (0.028) (0.027) (0.027)
Constant -10.512 -14.621 -4.417 -15.657 -20.893 -16.780

(18.236) (17.622) (16.648) (16.848) (15.460) (21.242)
YEAR YES YES YES YES YES YES
N 3,727 3,727 3,727 3,727 3,727 3,727
R2 0.151 0.152 0.156 0.151 0.162 0.151

CC: Control of Corruption; GE: Government Effectiveness; PV: Political Stability and Absence of Violence/
Terrorism; RQ: Regulatory Quality; RL: Rule of Law; VA: Voice and Accountability. Driscoll Kraay standard
errors which are robust to autocorrelation, heteroskedasticity, and cross-sectional dependence are in parenthesis.
YEAR represents the dummy variables created for each sample-year. * p<0.10, ** p<0.05, *** p<0.01
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significant relationship between the overall ESG score and the financial situation
of the company (LEV).

Theresults of the regression model developed to investigate the effect of governance
dimensions on the environmental performance of the companies are given in Table 4.
From Table 4, it can be seen that all governance dimensions other than government
effectiveness affected environmental score significantly. Among the country-level
control variables, GDP per capita had a positive and significant correlation with the
environmental score for all models. However, the level of capital market development
did not have a significant effect in the models including political stability and rule
of law as governance dimensions. While there was a significant negative correlation
between environmental score and financial leverage of the company, SIZE and ROA
were found to have a significant positive effect on the environmental score.

Equation (1) was also estimated to test whether the governance quality affects
the social performance of the companies and the results of this estimation were
given in Table 5. According to the results, only two of six governance dimensions,
namely political stability and rule of law, had a significant positive impact on social
performance. There was no significant relationship between the other governance
dimensions and social score. All the country-level control variables (GDP, MARKET)
were found to be positively correlated with social performance. Among the company-
level control variables, while SIZE and ROA (except for the models including the
governance dimensions of political stability and rule of law) had a significant positive
correlation with social performance, the financial leverage (LEV) was found to have
an insignificant effect on social score of the companies.

Finally, Table 6 presents the estimated parameters of the regression model
developed to investigate the relationship between the governance quality of the
countries and governance performance of the companies in those countries. The
correlation between governance score of the companies and the governance dimensions
of regulatory quality, rule of law, and voice and accountability was significant and
positive. On the other hand, there was no significant relationship between governance
score and governance dimensions of government effectiveness and political stability.
The most surprising correlation was with the control of corruption. It was found to
have a significant negative effect on the governance performance of the companies.
While GDP per capita had a significant negative effect only in the rule of law model,
MARKET had a significant positive effect in all the models other than political
stability and rule of law model. Among the company-level variables, SIZE was the
only variable that had a significant effect on the governance performance of the
companies.
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Table 6. Indicators of governance performance

CC Model GE Model | PV Model | RQ Model | RL Model | VA Model

CcC -0.151 %%

(0.041)
GE -0.033

(0.062)
PV 0.102
(0.069)
RQ 0.202%*
(0.078)
RL 0.545%%*
(0.091)
VA 0.424%*
(0.161)

GDP 0.000 -0.000 -0.000 -0.000 -0.001#** | -0.000

(0.001) (0.001) (0.000) (0.000) (0.000) (0.000)
MARKET 1.178* 1.722% 0.989 1.727* -0.198 2.195%#*

(0.551) (0.853) (1.052) (0.787) (0.999) (0.591)
SIZE 1.876%%* 1.508%** 1.293%* 1.325%* 1.131%* 1.422%*

(0.430) (0.421) 0.411) (0.453) (0.450) (0.499)
LEV 2.259 2.489 2.592 2.964 3.169 2.901

(2.428) (2.398) (2.340) (2.233) (2.215) (2.145)
ROA -0.003 -0.012 -0.022 -0.008 -0.023 -0.006

(0.029) (0.027) (0.026) (0.027) (0.024) (0.028)
Constant 19.277%* 20.045%* 21.833%* 11.859 7.322 -0.336

(7.678) (9.701) (9.355) (7.280) (6.630) (9.488)
YEAR YES YES YES YES YES YES
N 3,727 3,727 3,727 3,727 3,727 3,727
R2 0.030 0.027 0.028 0.029 0.039 0.029

CC: Control of Corruption; GE: Government Effectiveness; PV: Political Stability and Absence of Violence/
Terrorism; RQ: Regulatory Quality; RL: Rule of Law; VA: Voice and Accountability. Driscoll Kraay standard
errors which are robust to autocorrelation, heteroskedasticity, and cross-sectional dependence are in parenthesis.
YEAR represents the dummy variables created for each sample-year. * p<0.10, ** p<0.05, *** p<0.01
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DISCUSSION

An initial objective of this study was to assess the ESG performance of the BRICS
countries throughout 2009 —2018. As aresult of the analysis on this purpose, China
stood out with its lowest ESG scores among the BRICS countries, especially in the
environmental and social pillars. Further analysis shows that the low environmental
score of China stems from the fact that it had considerably lower emissions and
resource use scores in comparison to other BRICS countries. While the average of
emissions score for the BRICS countries was 48.07 for the sample period, China
had an average of 38.61. A similar comparison applied to resource use score with
an overall average of 51.54 for BRICS group and 39.96 for China. This means that
China was the country having the worst performance in reducing environmental
emissions inits operational and production processes and usage of resources effectively
and efficiently. China’s environmental score experienced sharp increases in 2015
and 2016 and reached a peak in 2016 most probably due to enforcement of New
Environmental Law in 2015 (Qin et al, 2019). However, it is obvious that China still
needs improvement on this issue. Similarly, China had remarkably lower scores for
workforce, human rights, community, and product responsibility which constitute
the social pillar score. The average values of workforce, human rights, community,
and product responsibility were 44.65, 35.67, 15.01, and 37.20 for China while they
were 55.84, 51.26, 41.05, and 48.47 for BRICS, respectively.

Russia was determined as the second country with the worst environmental
and social scores after China. Although Russia had improvement in social and
environmental scores throughout the sample period, it had still lower scores at the
end of 2018 in comparison to Brazil, India, and South Africa. Russia also had the
poorest performance in most of the governance dimensions. Lower scores of Russia
in terms of both ESG and governance quality support the finding of this study
which revealed that the higher the governance quality of the countries the higher
the corporate social performance of the companies in those countries.

The best evidence of the mentioned finding above is South Africa which had the
highest performance in both corporate social performance proxied by ESG scores
and governance quality measured by WGI. South Africa and Brazil were found to
be similar to developed countries with regard to the level of development of legal
regulations on corporate social responsibility issues (Yamahaki and Frynas, 2016).
The empirical analyses of this study revealed that, until 2018, the corporate social
performance in South Africa, India, and Brazil were relatively closer to each other
when compared to China and Russia. However, Brazil outscored in all pillar scores
of ESG since it experienced a sharp increase in 2018. A possible explanation for
this sharp increase may be the “comply or explain” model brought by the Brazilian
Securities and Exchange Commission (CVM) Instruction 586. This new instruction,
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which was published in June 2017, mainly requires companies to disclose information
regarding their application of the practices outlined in the Brazilian Code of Corporate
Governance (Barbosa et al., 2019).

After analyzing the ESG performance of the companies in the BRICS countries,
this study examined whether the governance quality of the BRICS countries affects
the ESG performance of the companies incorporated in those countries. Although the
governance dimensions that had an impact on ESG performance varied depending
onthe ESG pillar, overall results indicated a positive correlation between governance
dimensions and ESG performance. The only exception was the negative correlation
between control of corruption and the governance pillar score of ESG. Further analysis
showed that this surprising result was mainly due to the data of Russia. Although
Russia had considerably lower scores in control of corruption in comparison to other
BRICS countries, the Russian companies had relatively similar governance pillar
scores to those in other BRICS countries.

CONCLUSION

This study set out to analyze the ESG performance of the BRICS companies and
determine whether the governance quality of the countries affects the level of ESG
performance of these companies. For this purpose, WGI of the World Bank was
used to collect the governance indicators of the BRICS countries and ESG data was
derived from the Thomson Reuters Datastream ASSET4 Database for 2009-2018.
The relationship between governance quality and ESG performance was analyzed
by the regression model estimated with fixed effects method.

Analysis of ESG data of the BRICS countries revealed that Brazil, South Africa,
and India had similar performances in ESG scores showing a significant gap with
the performances of Russia and China. Despite the increase in ESG scores of China
and Russia throughout the sample period, they had still by far the worst ESG scores
compared to other BRICS countries. This finding suggests that Chinese and Russian
companies need to do more to improve their ESG performances.

Regression analysis conducted to test the relationship between ESG performances
of the companies and governance quality of the countries generally revealed that
the governance dimensions have a positive effect on the ESG performance. Thus,
a governance structure with effective governance dimensions such as regulatory
quality, political stability, rule of law, and so on, is expected to prompt companies’
compliance with ESG issues.

Taken together, these results suggest that although all BRICS countries have a
significant potential of economic growth, they are not in the same position both in
terms of ESG performance and governance quality. In order to turn this potential of
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economic growth into realized sustainable development, BRICS countries should
give importance to ESG issues at both corporate and government level and provide
supportive governance settings.

Based on the findings of this study, it would be interesting to assess the effect of
specific improvements in governance dimensions on the ESG scores of companies
viaevent analysis. Additionally, further studies could compare the ESG performances
of the BRICS countries with their emerging market peers and developed countries,
as well.
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KEY TERMS AND DEFINITIONS

Corporate Social Performance: An organization’s performance in fulfilling
its responsibilities to its stakeholders.

Corporate Social Responsibility: An organization’s responsibilities to its
stakeholders other than its business activities

ESG Performance: Anorganization’s performance in fulfilling its responsibilities
regarding environmental, social, and governance issues.

Governance Quality: The measurement of how well an organization performs
at governance dimensions, namely control of corruption, government effectiveness,
political stability and absence of violence/terrorism, regulatory quality, rule of law,
and voice and accountability.

Institutional Context: The set of institutional characteristics such as rules,
regulations, policies, cultural factors and so on.
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Sustainability: The ability to continue its existence for a long time with activities
that are in harmony with environmental, social and governance concerns.

Sustainable Development: The development that achieved without ignoring
the needs of all type of stakeholders.
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ABSTRACT

Inrecentyears, many organizations have incorporated corporate social responsibility
(CSR) as part of their vision and mission statements. There are many evidences
demonstrates the positive results after implementation of CSR. Now, the question
is, what are the contributions of CSR towards sustainable development of society
and growth? The current study shows the association between CSR and sustainable
growth. Real-time analysis of relevant studies of organizations who initiated CSR
strategies towards sustainable development and growth are incorporated in the
present chapter.

INTRODUCTION

The twentieth century will find its place in history for its exemplary technological
disruptions and growth in living standards, but also for rise in sustainability issues
related to society and environment. The main objective of this chapter is to explore
the contributions of CSR towards sustainable development of society and growth.
The current study shows the association between CSR and Sustainable development.
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Itis implicit that industrial capitalism, multinational corporations and globalization
are main players in this story. Today as societies across the globe combat intricate
issues such as increasing social inequality, enormous unemployment, depletion of
natural resources, climate change, waste creation, rising pollution levels, scarcity
of clean drinking water and big refugee groups, outbreak of deadly Covid-19 etc.,
the need is to retrospect and redefine perception of growth and well-being. As these
problems are too multifaceted, intricate and dire to find solutions in governments
alone, need also is for corporate participation.

The ground-breaking UNO-Brundtland Report of 1987 (WCED, 1987) stating
“meeting the needs of the present generation without comprising the ability for
future generations to meet their own needs” emphasized that businesses and
organizations should operate in socially responsible manner. The report created
consciousness about balancing profits with its implications for people and planet.
It said that maximizing short-term profits would not result in sustainable growth
of enterprises, considering external factors was the only way to achieve long-term
equilibrium. Growing awareness about conservation of environment, corporate
governance and social wellbeing among the stakeholders, is creating mounting
pressure on companies to carry out their functions in socially and environmentally
responsible manner. Corporate Social Responsibility (CSR) thus has become crucial
component of modern corporate culture. Therefore, it is significant to explore the
impact of CSR on sustainable development and growth.

BACKGROUND
Corporate Social Responsibility: Origin and Evolution

The neoclassical viewpoint was that goal of business is to maximize shareholder
wealth and money spent on moral stakes is loss for shareholders. It is believed that
ethical behavior and profit are not mutually exclusive, as investing in moral area may
be an opportunity to minimize future risks and construct strong brand. The concept of
CSR first emerged in 1950s and its development over ever since is described below:

1950s -1960s
1.  Bowen (1953): Obligations of people doing business to make policies,
decisions and action in a manner which are desirable in terms aims and
principles of society.
2. Davis (1960): Socially responsible business decisions that warrant long-
term economic gain of firm, thus paying back for socially responsible
behavior.
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1970s

Frederick (1960): Contribution to society’s human and economic
resources and readiness of business to ensure that resources were used
for wider social goals.

Johnson (1971): Instead of ensuring only bigger returns to shareholders,
responsible enterprise should cater to interests of suppliers, employees,
local societies, dealers, and country as whole.

CED (1971): Businesses should have broader duties to society taking
into account the varying social bond between business and community
(or nation) in common.

Carroll (1979): CSR is three-dimensional construct comprising of
corporate accountabilities (i.e., legal, ethical, economic, charitable), social
issues of business (e.g., human rights, labour standards, anti-corruption,
environment conservation) and corporate actions (e.g., proactive,
defensive, reactive, accommodative).

1980s-1990s

1.

2000s

Jones (1980): CSR is not bunch of consequences rather a developing
process (e.g. debate, analysis, and modification) controlled by officially
embedded policies and principles.

Wartick and Cochran (1985): CSR is an integration of doctrines of
corporate responsibility, rules to manage social issues and process of
action into a progressing system.

Wood (1991): CSR comprises of three principles of corporate conducts
and outcomes- rightfulness, public accountability and executive discretion.

Schwartzand Carroll (2003): Three domains of corporate responsibilities:
legal, economic, and ethical.

International Labour Organization (2007): Enterprises deliberate
impactof their activities on society and CSR principles are incorporated in
organizations™ in-house procedures and communications with stakeholders
on voluntary basis.

European Commission (2011): Process to integrate social, ethical,
environmental, human rights and consumer worries in core strategy and
business operations in close alliance with stakeholders.

As businesses face grave challenges, comprising rapid globalization, increasing
environmental concerns and rising pro-poor needs, there is mounting need for adopting
result-based CSR management and rigorous assessment of CSR performance.
The concept of all-encompassing business or pro-poor business is also gaining
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consideration. CSR should be achieved within core business activities and add value
to corporate success.

CORPORATE SOCIAL RESPONSIBILITY:
RELEVANT THEORIES

First School of Thought

Secchi (2007) came up with a group of theories based on a criterion what role the
theories confer to the corporation and society. The theories are as follows: 1) The
utilitarian theory, 2) The managerial theory, and 3) The relational theory:

Utilitarian Theory: in this, businesses are considered as part of economic
system in which they work for profit maximization. Idea of CSR emerged from
consciousness that there is requirement for an economics of accountability, rooted in
business ethics of enterprises. Hence, the ideology of laissez faire business crumbled
and made way for determinism, from individualist to collective approach, and from
individual responsibility to public responsibility. The utilitarian theory is further
divided into two subsets:

Social Cost Theory: This theory states that businesses non-economic forces
influence socio-economic system in community. It suggests that businesses need to
accept societal responsibilities and privileges to partake in social co-operation. CSR
regarded as means to end, which states that social power of business is materialized
specially in its political affiliation with society.

Functionalist Theory: Businesses are viewed as investment, which should
generate profit for investors and stakeholders. CSR can be used as defense tactic
from external attacks because it necessitates equilibrium amid profit creation and
social goals for bringing equilibrium in economic system.

In utilitarian theories businesses are seen as device for wealth creation, and the
social actions are means to achieve financial results. The utilitarian theories are
associated to strategies for competitive advantages and altruistic activities.

Managerial Theory: This stresses upon the need to adopt CSR as inherent part
of business management. Here CSR is considered as variable to measure businesses”
socio-economic performance, and as linkage of social accountability ideology to
business strategy. Managerial theory has been divided into three sub-groups:

Corporate Social Performance: This aims to assess contribution made by social
variable to financial performance. It's basic premise is that businesses depends on
society for its growth and sustainability. Corporate Social Performance has been
further sub-divided into five parts:

Centricity: Evaluates whether CSR is attuned with core mission;
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Specificity: Meters the benefits CSR brings to business;

Pro-Activity: Gauges degree of response to outside demands;

Voluntaries: Explains discretion used by business in effecting CSR; and

Visibility: Refers to manner in which responsible behavior is observed by
stakeholders community.

Social Accountability, Auditing and Reporting: Firms are involved in social
accountability, auditing and reporting activities for communiqué, and better
involvement with stakeholder and discloser. However, these activities appear distinct
but are interconnected to each other. All these activities measure the social impact
created by business and thus contribute to socially responsible behavior. By doing so,
businesses synchronize their activities with core goals while remaining accountable
to pertinent community.

Social Responsibility for Multinationals: This aspect of came because of
challenges faced by multinational corporations to survive in foreign countries.
MNC:s should go beyond profit expansion while making decisions in firms. The
rationale was derived from events like protests, strikes boycotts and other such
undesirable actions against employers. This called for formulation and adoption of
‘code of conduct’” by MINCs, the success of which, however, depends on hope of
client, repute of company, approval, level of trust, support shown by workers and
group of stakeholders.

Managerial theories emphasized that social responsibilities arise because of social
power possessed by corporation and engagement in community. Public responsibility
lays emphasis on public policy and law for social performance, while corporate
social performance searches for social legitimacy relevant to social issues.

Relational Theory: These roots fromintricate business environment relationship.
As the term suggests, inter-relationship amid society and business are focus of
scrutiny. Relational theory is further divided into four sub-groups:

Business and Society: In this CSR emerges as substance of interaction between
the two entities that is business and society. One measure of CSR is to create
financial values in society and other is responsibility is to deliberate effects of its
decision and deed on social system as whole. Businesses need to consider social
power they possess.

Stakeholder Approach: It regards business as interlocked web of dissimilar
interests where self-development and community development happens inter-
relatedly. This considers fiduciary duties towards stakeholders and emphasizes on
balance among interests of various stakeholders.

Corporate Citizenship: It is about bond that businesses develop with its
stakeholders, and thus, former has to constantly search for engagement and
commitment with latter. It is a path that businesses may take to behave responsibly.
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Social Contract: This refers to vital matter of justifying ethics of economic
undertakings in order to theoretically analyze social relationships amid business and
society. It is derived from moral legality businesses achieve in society and accepts
that CSR is limited ti validation of social actions that legalize behavior of business.

The relational theories are based on associations that businesses build with
individuals, community and systems as whole and legitimacy with which they use
their social power to attain the economic goals.

Second School of Thought

On the other hand, Garriga and Mele’s (2004) analysis maps CSR into four types
of territories. They are: 1) Instrumental theories, 2) Political theories, 3) Integrative
theories, and 4) Ethical theories:

Instrumental Theory: This is based on elementary idea that says CSR are merely
means to an end. In this, businesses are seen as instrument for wealth creation and
their social activities only as means to achieve economic results.

Political Theory: This is based on ideology, which says that businesses are social
institutions and they must use power conscientiously. It is also says that businesses®
choice of adoption of CSR initiatives are influenced by political structures present
in local market. It also found link among pressure created by globalization, domestic
political structures and CSR policies.

Integrative Theory: This considers fiduciary duties of businesses towards its
stakeholders. Itemphasizes the need for the integration of social demands in business
goals and strategies.

Ethical Theory: As businesses get the legitimacy to operate from the society
they should adopts practices that are acceptable and ethical towards it various
stakeholders such as employee, customers, business collaborates, society, systems
and environment etc.

Though there exists some similarities in both school of thoughts the major
distinction comes from the discussions will be based on approaches and emphases.

Corporate Social Responsibility: Definitions

A well-aware society does not subscribe to Friedman’s principle that business
of business is to do business. It keeps keen watch on socially responsible deeds
of businesses, thus, literally compelling enterprises to include their numerous
stakeholders in order to succeed and sustain it in today"s era of high competition. The
increasing yearning of mindful society for socially responsible initiatives demands
that organizations be more responsible to the environment they operate in. Corporate
Social Responsibility (CSR) is widely employed notion.
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1. European Commission (2011): “A concept whereby companies integrate
social and environmental concerns in their business operations and in their
interaction with their stakeholders on a voluntary basis”.

2. World Business Council for Sustainable Development (1998): “Corporate
social responsibility is the commitment of business to contribute to sustainable
economic development, working with employees, their families, the local
community and society at large to improve their quality of life”.

3.  Kotler and Lee (2005): Corporate social responsibility is a “commitment to
improve community well-being through discretionary, business practices and
contribution of corporate resources. Corporate social initiatives are major
activities undertaken by a corporation to support social causes and to fulfill
commitments to corporate social responsibility”.

4. CGA-Canada (2005): “A company’s commitment to operating in an
economically, socially, and environmentally sustainable manner, while
recognizing the interests of its stakeholders, including investors, customers,
employees, business partners, local communities, the environment, and society
at large”.

5. ICAEW (2004). “Corporate Responsibility is about ensuring that organizations
manage their businesses to make a positive impact on society and the environment
whilst maximizing value for their shareholders”.

CSR is thoughtful insertion of community interest in business policymaking, and
revering triple bottom line: people, planet, profit. Corporate social responsibility (CSR)
is about how businesses bring into line their values and conduct with expectations
and necessities of stakeholders —not justinvestors and customers, but also regulators,
employees, communities, special interest groups, suppliers, environment and society.
CSR describes a company ‘s commitment to be accountable to its stakeholders. CSR
demands that businesses manage the economic, social and environmental impacts
of their operations to maximize the benefits and minimize the downsides.

To sum CSR comprises of four elements: moral duty- obligation|| to act
responsibly as good corporate citizen; sustainability, meeting the needs of present
without damaging ability of future generations to meet their own needs; legitimate,
inherent or explicit sanction from administration, communities and stakeholders; and
repute, where firms aim to improve imageries, build up brands and enhance values.
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CORPORATE SOCIAL RESPONSIBILITY:
MULTIFACETED FEATURES

CSR: Strategy for Sustainable Growth

The concept of sustainable development has steadily extended its application
from society to organizations. According to International Institute for Sustainable
Development, corporate sustainability is applying business strategies to meet the
present requirements of enterprises and stakeholders, also protecting resources for
future needs. Globally business sustainability objectives have increasingly become
more vital for companies, but also for stakeholders. More and more organizations
are expected must give equal importance to human resources, societal balance
society, and the environment and realizing the importance of building sustainable
business. The need exists to blend the triple bottom line of people, planet, and profits
to achieve sustainability.

Literature highlighted significance of corporate social responsibility in business
strategy. It stressed the need for corporate social responsibility to be internalized and
integrated with core businesses strategy in order to derive benefits such as enhanced
reputation, improved confidence of customers, increased employee motivation and
larger market share. Inclusion of social responsibility objectives in business strategy
to be prompted not simply by wish to shape positive image, thru operative efficacy
or prospective competitive edge, but as intent enjoy sustainable growth.

Corporate social responsibility offer opportunities to businesses to align it
goals, values and principles with sustainable development. Incorporation of social
responsibility as strategy for sustainable business is based on level of business
operations, and can have the following categories: societal strategies, ecological
strategies, supply chain strategies, strategies for corporate image, strategies for
creating competitive advantage and strategies for value creation. Based on approach
of business towards sustainability values and degree of execution businesses can
choose to use any of the following- passive (defensive) approach, reactive approach,
proactive approach or aggressive approach. Business, which are proactive, can
differentiate themselves by identifying social responsibilities, engaging actively,
initiating voluntary actions to minimize the negative impact people and planet and
meet stakeholder need.

Many businesses use strategy of benchmarking to compete in their particular
industries in corporate social responsibility policy, execution, and efficacy.
Benchmarking involves appraising competitor corporate social responsibility
initiatives, and evaluating and estimating the impact that those policies have on
society and environment, and how customers perceive competitor corporate social
responsibility strategy.
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CSR: Creating Shared Value

Figure 1.
(Google, 2019)

Mlission and values

Our mission is to organize the world's information and make it universally
accessible and useful. Fulfilling this Mmission, and bringing the benefits of
information not just to the more than 3 billion pecple who are already online
but to the next 4 billion, requires us to use resources ewer more efficiently.®

The path to a cleaner. healthier future begins with the small decisions we
make each day. That's why we strive to build sustainability into everything we
do. We're raising the bar in making smart use of Earth's resources, expecting
the highest ethical standards throughout our supply chain, and creating
products with people and the planet in mind. We're also constantly looking for
ways to have a positive environmental impact and be even more responsible
in our use of energy. water, and other natural resources —and we want to help
others to do the same.

This ambition is reflected across our value chain. Our data centers lead the
industry in energy efficiency —they're twice as efficient as the industry average
for enterprise data centers. We'we been carben neutral since 2007. and now for
the second year in a row. we've matched 100% of the electricity our operations
use with renswables. This same ethos carries ower to our workplaces. with over
1.2 million square meters (13 million square feet) of Leadership in Energy and
Ervironmental Design (LEED) certified offices. and to our products. Whether

The shared value model is based on idea that business success and social welfare
are inter-dependent. Businesses need proficient government, educated and healthy
workforce, sustainable resources to compete efficiently. So that societies can thrive,
businesses must be profitable and able to create wealth, income, tax revenues and
prospects for charity. Some corporate social responsibility put businesses against
society, highlighting costs, compliance of environmental and social standards.
Creating shared value recognizes trade-offs between short-term gain and social as

Figure 2.
(Apple, 2019)
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well as ecological goals, but attentions more on prospects for competitive advantage
by integrating social value proposition in core business strategy.

Engagement with various stakeholders can help business in changing cold
relationships to emotional ones and can augment competitive edge. Building
relationships with stakeholders indicates that business is not self-centered and the
resulting moral capital can be valuable in case some adverse event occur such as
issues related to product safety or environment preservation. However, the moral
capital might not advance profits, but it can render insurance like benefits. Positive
stakeholder relations not only helps in gaining competitive advantage, sustain benefit
over long term, builds trust and facilitates growth.

CSR: Tool for Risk Management

Figure 3.
(Tata Steel, 2004)
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Managing risk is essential part of corporate strategies. Reputes that may take ages
to build up can be destroyed within seconds due to undesirable occurrences such as
scandals, corruption, legal glitches and environmental mishaps. These can attract
uninvited attention from policy maker, regulator, media and courts. Building genuine
culture of doing right things within businesses can counterbalance these risks.

Experts say that corporate social responsibility is instrument to manage reputation
risk, financial risk, supply chain risk and environmental risk. Businesses that are
socially responsible present positive image to customers and enhanced customer
satisfactions results in higher financial gains. Studies have also found that good
customer relations can decrease elasticity of demand and therefore make sales more
resilientin down turn. Good relations with stakeholder improve company’s resilience
during adverse economic conditions.

Choosing appropriate social responsibility strategy influences business by
decreasing costs and risk, maximizing competitive edge and profits, increasing
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Figure 4.
(Emirates, 2016)
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legitimacy and reputation and constructing synergistic value. By creating business
strategy to align social, economic, and environmental performance to long-term
business values, corporate social responsibility becomes part of business itself and
adds long-term value for both business and society and can help reduce business

Figure 5.
(Apple, 2019)

Educating partners.
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renawable enargy. In 2017, Apple devaloped the Clean Enargy Partal, an anline platform to

help suppliers identifly comme rcially viable renawable enargy solutions in regions arownd the
werld. Ve continue to sdd nevw contant, incoding policy guidance and financial analysis tools,
intended ta make adoption of clean enargy in key markets even easier. Owver 100 suppliers have
registered for the site.

Advocating for strong policy.
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and o countries. Sa we actively support policies that create cost-effective renewabla
anergy markets, and we wark clasely with suppliers to engage local, reagional, arnd national
governments. This encourages the developmeant of policies that support scalable renewable
anergy solutiors.

“The Supplier Clean Energy Program is at the center of
Apple's commitment to making world-class products
with greener manufacturing. Qur suppliers are taking
significant actions to join us in this work, and we look
forward to seeing more bold pledges as we continue to
address our environmental impact.”

Jeff Williams
Apple’s Chief Operating Officer
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risks. Engagement with primary and secondary stakeholders helps in creating moral
capital that in effect reduces firm-specific risk.

CSR: Value Creation for Stakeholders

Businesses who invest in social programs can create ‘insurance-like’ benefits.
Reducing waste, avoiding ecological disasters, prevents financial proceedings,
consumer rejections and reduce cost in the end. Corporate social responsibility
benefits are broad: increase in reputation and brand value, higher motivation amid
employees, customer attraction and retention, bigger financial return.

Figure 6.
(Apple, 2019)
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CSR and Customer Satisfaction

Customer satisfaction is a prime goal and has special focus in business strategy.
CSR is positively linked to customer satisfaction. The fundamental hypothesis is
that firm which is socially responsible could present positive image to customers
and enhanced customer satisfactions generates added financial gains. CSR can play
a vital role in building customer loyalty based on distinctive ethical values. Often
consumers look for companies who embraced CSR strategies and integrated them
in principal values and strategies. There also exists positive relationship between
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perceptions of CSR and intent to purchase. CSR strategically linked company's
image, reputation and brand and is source of potential growth, competitive advantage
and financial returns.

CSR and Employee Satisfaction

Companies realize that employees are their most valuable asset and company’s
capability to retain employees is symbol of sustainable performance. Indeed,
capacity to retain employees not only signals it is valued place to work, but it is also
employee retention has positive consequences for firms’ financial performance and
productivity. Of particular concern to firms then, are the mechanisms and activities
that can enable them to lower employee turnover. It is suggested that CSR is one
such activity. CSR activities civilize company in unique way and is thus source of
competitive edge. The salaries alone cannot keep employees emotionally associated
with their jobs, CSR helps them to emotionally connect with their work. Growing
sum of employees prefer to work for establishments with good reputes and positively
supposed CSR. Company's social performance impacts employees image about
organization, which in turn affects employees’ productivity levels.

CSR activities have suggestively larger influence on employees’ identity with
enterprise and their creative work when they believe that firm work in ethical manner.
When employees observe that management has compassionate attitude to them,
they reciprocate the same. Employees quickly adapt changes; when they work in
an environment that is sensitive and empathetic they develop positive attitude. CSR
requires alliance and teamwork between management and employees, employees
derive sense of belongingness and pride towards organization. CSR policies can
facilitate inretaining best talent which eventually improves goodwill and performance.

CSR and Investors Perception

Some investors value corporate social responsibility, even if ethical behaviour is
not financially rewarding. Ethical fad cause good companies to be overrated in
comparison to their counterparts. Therefore, doing well translates into ethical goodwill
or market premium. Corporate social responsibility rating agencies hugely influence
performance of companies and their stakeholders, and CSR rating declarations have
substantial affirmative effect on stock returns, suggestive of that CSR initiatives
help to modify investors’ views and firms’ valuations. So there exists a positive
relationship between eco-efficiency and market value and.
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CSR and Financial Performance

Over the last decade, numerous researches have been conducted to examine the
relationship between Corporate Social Responsibility initiatives taken by companies
and the impact on company’s financial performance. Some authors have used
accounting-based variables based on firm’s historical performance such as return
on sales (ROS), return on assets (ROA), return on equity (ROE), earnings before
interest, taxes, depreciation, and amortization (EBITDA), operating cash flows and
earning per share (EPS). While other authors have used market based variables such
as market capitalization, price earning (P/E ratio) which reflect investors’ evaluation
and expectation of firms. It has been found that corporate social responsibility has
positive correlation with corporate financial performance. Return on assets (ROA),
operating cash flows and profit before taxation are higher in case of companies
engaged in corporate social responsibility practices in contrast to those with no or
lower CSR initiatives. CSR awareness among the public also has positive effect on
firm value.

CSR: Community Development

Systems thinking theory emphasizes need to comprehend inter-relation of constituents
within any systems. Because society and business are interdependent and interrelated,
only harmonizing their respective needs can create meaningful system. Lack of
sustainability initiatives by corporates will continue deteriorating the environment,
which can result in shortening survival of humankind.

Besides generating profits, organizations should work for the betterment of
society and preservation of environment. They should enhance wellbeing in local
communities. They need to collaborate with local communities to preserve non-
renewable natural resources and train them to adopt health lifestyle. Companies
should harnesses innovation for public welfare and ecological preservation, keep
people and planet at center-stage, spread economic opportunity, and pursue purpose
beyond profit. Because only when communities would continue to exist will the
enterprises be able to generate profits.

CONCLUSION

Corporate Social Responsibility has moved beyond the borders of philanthropy,
compliance and public relations to be an inherent component of corporate governance,
strategy, and risk and reputation management. Thus, it is inevitable that company”
business model displays socially and environmentally responsible constructs.
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Figure 7.

(Tata Steel, 2017)
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Figure 8.
(Emirates, 2017)
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Corporate Social Responsibility plays a significant role in influencing the sustainable
development and growth.
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Chapter 5

Governance Structure
Theories for Family Business

Satish Menon
Amity University, India

ABSTRACT

It is perceived by the authors that family ownership may be seen as an opportunity
or a threat based on various factors. Ownership and commitment to business
would definitely be able to address the concerns of the investor community. This
is because of a better understating by the family in having a strategic approach to
risk management. Therefore, all the more important to have the right governance
conditions in place which reflects the positive aspects of family ownership. The
author further states that in order achieve the said perspectives, there emanates a
need for a design structure of governance to have a balance between family and
business. Hence, it becomes all the more vital to define family values and have the
involvement of each and every family member. The author further elucidates on the
fact that it becomes imperative to improvise capital and ensure a proper leadership
succession planning so that business continuity does not suffer.

DEFINING FAMILY BUSINESS GOVERNANCE

Family businesses have been there for many centuries and as such each family entity
shares a sense of identity and collectiveness in terms of mutual interests. Every
family business had its own unique proposition from a business dynamics point of
view, but as time passed, structures that facilitated a better business approach started
taking prominence. This slowly gave rise to family business governance.
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Family governance is a way to facilitate communication and help educate family
members through a constructive process. It provides a platform that empowers family
members to collectively contribute to business decisions and problem resolutions. In
other words, it should encourage ownership discussions and provide for continuous
feedback. This ensures peaceful business continuity and helps the family realize its
business goals that are shared by all members.

Family business governance is also a mechanism through which family members
especially in large family entities, can be educated about the various aspects of the
business, the transitional challenge that needs to be considered, and also its genesis.
This paves a way for family members to support each other and get alignment with
the shared vision and goals of the business.

Effective governance, whilst creating value is also a significant contributor to
the success of the family business, especially from a long-term perspective. There
are lot of forces at play and crucial in the long-term success of families in business.
Good governance mechanisms can help create a seamless structure - one that brings
more clarity into relationships and the respective rights and responsibilities of various
family members to ensure that businesses are managed professionally, whether the
ones managing are family members or non-family members.

A fallout of poor governance could result in destroying the value system that
has been put in place. Therefore, there is even more need for sound principles that
will underpin the need for good and effective governance.

It is here that one needs to consider investing in family governance tools that
would enhance the sense of family member’s identification with the firm. There
needs to be a comprehensive approach to identifying the governance too, one that
would be fit for the purpose (Gersick & Feliu,2014) This drives entrepreneurial
orientation into the ensuing generations and helps drive productivity, efficiency,
and profitability of the family business.

EVOLUTION OF FAMILY BUSINESS GOVERNANCE

Family businesses are common around the world and their survival is crucial to
fueling and funneling economic growth both locally and at a global level. Interestingly
many well-known and successful organizations started out as family businesses,
including some of the Fortune 500 companies. Not only do these companies play a
very vital role but they open windows of opportunities for newer investments which
are secure and provide a more stable outlook. Many business models have been
societal oriented ones, both at a local and at a regional level.

From an evolutionary point of view most of the family business saw their birth
as being entrepreneurial. This has slowly, but surely gone through many changes
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due to various external forces at play and this has brought about a much-diversified
thought process amongst the families. In that, business diversifications were seen to
emerge that gave rise to big and profitable conglomerates. Over the years we have
seen the family business go through generational transitions which paved the way
for other business opportunities to be explored.

Given this pace of change, the need for a structured governance mechanism
became more imperative. To explain the evolution more elaborately, we need to
rewind to the era of 80’s. This period saw the three-circle family system model
which was put forth by The Harvard Business School.

The three-component model has interdependent yet an overlapping system within
a family enterprise. It is basically Family, Ownership, and Business. For seamless
functioning, it is important to know the dependence of one system on the other
and how they interact and provide a support mechanism for other systems. This
system gives a certain autonomy to individual family members and let them know

Figure 1. The three circle model of family business system by Renato Tagiuri and
John Davis

The Three-Circle Model

Ownership

Family Business
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the extent of empowerment given to each of them. A combination of the above is
the essence of Governance.

In this evolutionary process, it is even more critical to have guidelines and
regulatory mechanisms governing the business considering the sensitive nature of
these transitions and the varying views of the family members. All these will help
put into place a robust structure for Family, Business, and Ownership practices
which will help enhance both business and family relationships.

This was further enhanced by anew model introduced by Gersick. It was called the
developmental model which incorporated aspects of the development of Ownership,
Family and Business. This model was a stage wise transition from inception to
maturity. In this model, the family expands its business across generations who
participate and contribute at various levels of management. As such evolutionary
transitions came about which encompassed the following - the controlling owner
-stage to sibling partnership, and further to cousin consortium. In effect, the tangible
outcome form this was the concept of Succession Planning, which warranted transfer
of managerial responsibilities coupled with experience. This effectively brings into
play the transfer of business ownership which is about control over the Company
and a change in the equation within the family dynamics.

When we talk about evolution, we focus on the decision making and the board
of directors which is typical of a family governance structure. With passage of time,
we have seen the development of different stages in a family business. Given the
complexities of the family governance evolution, it is best to understand the different
stages and its respective transitions.

Stage 1

The generation first is involved in building the business. At this stage most of the
businesses are informal in terms of governance. During this stage, the decisions are
taken by the founders themselves. Here, the personality perspective of individual
owners come into play. Also, in terms of board roles many theories such as agency,
stewardship and resource-based theories are advocated which does talk about the
board attributes. The investments made by the founders have an emotional element
attached which is linked to the vision and cultures that are set. As such, the business
evolves from such simple beginnings. This is considered to be the initial stage
of the family business cycle where the founder assumes the role of CEO as well
chairman in majority of the cases, since the family prefers the higher echelons of
the business to be from within the family itself. In this stage, succession planning
also starts to take importance as this is factor that needs addressing by the founder
to ensure business continuity.
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Stage 2

This is the middle stage of the business cycle, also referred as sibling partnerships. In
this phase we see the transfer of ownership to the children of the founders. When this
transition happens, we see that there is an increase in the formal power of the CEO,
and in terms of ownership there is an equal stake that could come into existence. In
all this, what dominates are aspects of family belongingness and a sustainable and
a stable family ownership structure. This stage warrants the need to develop family
employment policy with set policies and procedures that are controlled. It could
range from family rights to stipulated conditions for entry and exit to defining family
vs non-family member treatment at different levels within the business.

In this stage, the board may be quite small as it may contain of only the owner
and few other family members. Therefore, it has a bearing on the selection criteria
of the board members. Often, we see increasing family membership on the board.
The overall contribution to the business strategy by the board may be limited but
this can change when there are further transitions to the family business structure.

Stage 3

This in effect is the transition from the second to the third generation, also called the
advanced stage. Here, we see the modern market dynamics comes into play wherein
takeovers and specific legal protection mechanisms now take the center stage. At
the onset of this phase we see succeeding generations coming into the forefront and
play an important role in the wealth and employment creation of the business entity.
Since there is an enhancement in the number of family members, this transition is
also termed as the cousin confederates.

Wealth preservation takes prominence as it becomes crucial to sustain and
maintain their standing in the market. Therefore, this requires well-written governance
policies that is communicated to the family and the business. As compared to other
stages, we also witness an enhanced participation by the board. Given new task
dimensions involved, a business in this stage could require people with new skills,
relevant knowledge, and abilities. This stage warrants and emphasizes expertise
rather than family ties. In other words, the policy document becomes the family
constitution. All aspects relating to corporate capital, dividends, debt, profit levels,
shareholder liquidity, conflict resolution, family participation and role gets defined
in the constitution very clearly.

Insummary, the continuance of family business depends on how every component
of the family business is managed during the various phases of its evolution.
Learning to do so with well laid down structures will reap the necessary dividends
in the long run.
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CHALLENGES OF GOVERNANCE IN
FAMILY OWNED BUSINESS

Major forces of change like globalization, technology and sustainability brought
along many challenges to family businesses. Hence, the need increases for practicing
good governance which helps prepare family firms for the future and helps anticipate
and manage challenges to it. Accountability and transparency are the key.

The main challenge for family business is the potential mix-up of family and
business issues and interests thereof. Governance challenges for families in business
arise from the intertwining of family and business issues. Challenges could take the
form of emotional attachments and expectations of various family members and
when not met could ruin the very fabric of the family business structure. It becomes
even more challenging when multiple family members are involved is the aspect of
succession and inheritance.

The family is often structured by multiple generations and family trees. Over a
period, newer generations are added, which results in limited interaction amongst
family members and as a result, a generation gap is formed. This makes it crucial for
measures to be taken to hold all the family members accountable but also preserve
and maintain family values, traditions, and culture.

One of the key challenges to family business governance is with respect to
multiple relationships the owning/controlling member brings to the business.
From a stakeholder point of view there are many complexities amongst the family
members during the first two generations where business is managed by the initial
family members. Working together intensifies family interactions and can lead to
more family problems, such as rivalry amongst siblings which in turn can create
unhealthy competition for further generations. Conflicts, if remain unresolved can
derail the operations of the business and can harbor mistrust amongst the family
members which in turn will have a negative impact on the business side.

In such a scenario, Talent acquisition becomes a challenge as well. Especially, in
terms of sustaining and retaining talented and highly qualified professionals which
makes it even more important to find talent that are not just fit for the job, but also
for the organization. This leads to managing external stakeholder expectations
from the business point of view as well since they hold a significant stake in giving
directions to shape the governance of a family business. In an age of globalization,
new governance patterns emerge all the time and they vary across geographies and
industries. Moreover, there is no one rule that governs all — every family business
is unique, deriving its personality from generations of family and business heritage.

94

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Governance Structure Theories for Family Business
Other Key Challenges

Most family business must manage growth expectations and one of the biggest
expectations that need to be taken care of is funding. Funding can be sourced in
term of equity or debt, which leads to the dilemma that many family-controlled
businesses face in terms of diluting their stake. With this, comes new ways to run the
business. This, often, reduces the leverage the family members have on the business.
In other words, it is essential to balance the demands of the business and the family.
To compound these, there is a psychological dimension in having family members
to work as a cohesive unit as many external forces can change the dynamics of the
business operations. These things become more and more prominent where there
were no well-defined company and family relationships created at the set-up stage
of the business itself (Shleifer & Vishny, 1997)

When most governance policies are of an informal nature, another challenge
that stems from this is asset ownership and use as it becomes a challenge to figure
out company-owned assets from the ones that can be used by the family members.
Each is not independent of the other from a statutory point of view. So, does this
concept pertain to the financial matters of the business as well? Key man dependency
is massive as there is no regulated structure in place. This is particularly true with
respect to financial relations and accounts — the company’s and family’s assets are
notlegally separated. Uncertainty brews within both internal (non—family employees)
and external stakeholders as the control environment is customized to the needs of
the family members.

This becomes an issue, as the business expands, and the controls do not. A
significant gap is thus prevalent and can result in governance challenges for the
future generations of the business.

Leadership Transition Challenge

This is a significant challenge for family businesses globally. Transition from one
generation to next is something that is not planned out in advance, as the existing
leaders tend to carry on well beyond their retirement age which comes from the
fear of ceding control. This part of disengagement is very demanding as it has
implications from the point of view of tasks, relationships, and processes to be in
continuance. In an ongoing battle, we see conflict avoidance is common and issues
remain unresolved for a long period. This influences the way junior members of
the family are inducted into the business.

Beyond these, the other aspects family businesses need to consider is crisis
management, cash flow and partner management. Not to forget liquidity, and merger
and acquisition scenarios. There are many psychological challenges related to these
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as well which results in slow decision making and missing out on alignment within
the team creating potential problems for execution.

It is therefore important for the leader of the family business to understand that
the organization is larger than one person and the best way forward would be to leave
a legacy to the next generation which revolves around values that possess a societal
bearing and need for commitment in desire and obligations. This also paves a path
for continuous commitment either in terms of cost or dependency. So, succession
planning is vital to the continuing success of the business (Suess -Reyes, 2017)

Risk Radar for the Family Business Governance

To understand this concept, it is important to understand the risk culture of a
business. This goes back to the three aspects - Business, Ownership and Family.
Often biases, more specifically optimism bias, seem to creep in which prevents
an objective assessment of risk. Studies further show that from a gender point of
view, men are more likely than women to be predisposed to taking risks becoming a
premise for the broad stereotype. In effect, it is vital to have an enterprise approach
to risk which calls for an understanding of the risk appetite of the family members
and assess how advisors could influence the family business leader towards taking
those calculated risks.

Relevance of Risk to Family Business Governance

From a family business governance perspective, itis especially important to consider
the strategic aspects of risk. Whilst a mechanism of risk may be in place, it is even
more imperative for the family firm to not only be able to identify but also be able
to assess risk. In today’s world, it is always a risk-based approach to doing business.
Hence, itis important to map the risks early on and manage any consequence arising
out of it. The question to be asked is “what is the risk of doing it and what is the
risk of not doing it?” The levels of risk must be clearly defined as the long-term
survival of the business depends on it. Having said all this, let us explore the topic
of risk appetite and risk tolerance perspectives.

Risk Appetite

Is the total exposure and types of risk an Organization is willing to undertake based
on the return tradeoffs for one or more desired outcomes?

e  Aggregate at the “top of the house”.
e  Defined typically at the Board Level in the form of a “Risk appetite Statement”
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e  Usually details activities and businesses that are unacceptable
Should be closely aligned to Strategic Objectives with mentions of risk
metrics.

Risk Tolerance

e Defines the variance of risk an organization is willing to accept in a particular
risk category.
Is usually defined in a quantitative form as a metric and is more granular.
Acts as a checkpoint and helps management with decisions and escalations.

Therefore, family business owners must ask key questions from a self-assessment
perspective.
Some examples of these questions are: -

Has a proper assessment of the risk appetite been done?
Is there a current and future assessment of risk mechanism put in place?

e  Does the assessment of business continuity risk consider all the external
factors?

e Are their mitigations in place for identified risks?

That said the risks to family business can classified as given in the risk radar below.

As per the report, risk is defined as the outcome of the probability and the loss
exposure of the occurrence. The outcome or potential loss expectancy is highest
with strategic and operational risks and lowest with hazard and financial risks.

However there some incredibly unique situations of risk that could add on to the
already long list. It is important to understand that not all risks can be eliminated
or have mitigants to it.

It could be on account of,

e A non-family member influencing the owners in a negative manner due to
certain self-interests.

e  Failure by the first-generation family members to recognize formal structures
that can cause elements of risk interfering within the system. Businesses are
evolving continuously as organizations are leaning towards being learning
organizations. Due to a lack of comprehension by the first generation,
an absence of formal structures can cause many issues in terms of risk
management. This can lead to an ignorance in differentiating between profit
and revenue, which eventually results in negating the built value for the
various stakeholders to the business.
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Figure 2.
Source: Wartsilla Annual Report 2011
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To possibly tackle these issues, there needs to be an integrated approach to
managing risk at each level and communicating it to each level. As per figure, a
need for proactive flow of information is required. This is driven from the risk Radar
framework that is put in place.
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Figure 3.
Source SU Report Risk 2002

St docions strategic\ . e m—
£ g
5
Decisions transferring 4
strategy into action Prog[am g
i =
/£
Decisions
required for :
implementation PrOJECt and

operational

FAMILY BUSINESS CONSTITUTION
Family Constitution

Definition: The family constitution can be referred to as a statement outlining
family promise and obligation of commitment to core values including vision and
mission of the business. Thus, many times, the family constitution is alternatively
termed as “Statement of Family Principles”, “Family Rules”, “Family Values”,
“Family Doctrine”, “Family Protocol”, “Family Faith”, and “Family Beliefs”’. A
Family Constitution includes defining areas like composition, roles, power of key
governance bodies, family shareholders/members, and board of directors. It also
clearly spells out how members of family can participate in meaningful ways and
govern the business (Almeida & Wolfenzon, 2006)

The family constitution is thus ever evolving and keeps getting updated as family
business evolve. So, regular updates and effecting changes are basic characteristics
of family constitutions where important attributes of its form and content differ
from one family business to another family business depending on size, degree of
involvement, and stage of development of family business.

However, a typical family constitution will cover the following components:
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e  Family values, vision, and mission statement.

e  Family institutions, including the family assembly, the family council, the
education committee, the family office, etc.
Board of directors
Senior management.

e  Authority, responsibility, and relationship among the family, the board, and
the senior management.

e  Policies regarding important family issues such as family members’
employment, transfer of shares, CEO succession, etc.

It is normally observed that most of family business have an informal unwritten
set of rules, principles, customs that define the rights, expectations, and obligations
of family members. Some of these largely depend on which part of the world the
family business originated from and what values family members involved in the
business have received in their upbringing, especially relevant in the eastern part of
the world. Nevertheless, as the size of the family increases, the family constitution
becomes an important document. It has been seen that during the Covid - 19
Pandemic, many family owned businesses spent time during the lockdown to make
family constitution an important exercise in their life.

Family Member Employment Policies

One of the most important aspects of family constitution is defining employment
policies of family members. If employment policies for family members are not clear,
then businesses may employ more than required family members disturbing their
employee - family members’ equilibrium which is critical to any family business’
success. It is seen that some these employees might not even be suitable for the
jobs they are given within the business. Even worse, these family members further
acquire businesses which may have no synergy or compatibility with the original
business. Sometimes, such moves are precedent just to ensure that everybody in
the family gets a job.

It is suggested that one family member, who has knowledge about Human
Resources, should formalize family member employment policies in consultation with
other senior members. This would solicit setting up rules, and terms and conditions
of family employment within business. These rules would include clarity regarding
a family member’s entry, stay, and exit from business.

Normally, content and structure of employment policies differs from one family
business to another. Practically, there is no one set of rules that a family business
must follow. It is observed that different family businesses deal with this differently.
There are some family businesses who forbid any of their family members from
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being employees, and on the other hand, there are family businesses who set clear
rules, education background, prior work experience and age limits. While developing
rules, focus should be in attracting best talent for the family enterprise - be it from
within or outside the family. It is important to set policies in a manner that do not
differentiate and discriminate between family and outside employees. Such action
leads to motivation and helps establish an atmosphere of fairness for all employees
of family business.

Finally, when developed and agreed upon by family, the written employment
policy document should be circulated and made available to all family members.
This would set the right tone and expectations about family employment among all
family members.

Family Member Shareholding Policies

It is of paramount importance to define shareholding policy for family businesses at
the initial stage of its existence. This sets the right tone and expectations among family
members’ shareholder’s ownership rights. Policy should clearly define ownership
rights to be given to in-laws and other family members with maximum cap applicable
(if any), mechanism to sell or prefer cash instead. It is normally seen as the pool of
share - holders grows larger, majority holders end up receiving lower number of
dividends. Often, situation can get frustrating when lower receiving dividend members
compare themselves to salary receiving family members. Making a provision to
allow liquidation usually helps avoid conflict. It is seen that many family-owned
companies create share redemption fund to buy back shares that members would
like to liquidate. The normal practice for doing so is through creation of fund that
is financed by contributing a small percentage of profit every year.

Family Governance Institutions

In family businesses, a practice of having an informal institution with organized
structure, where members can participate, be part of discussions/deliberations, and
make decisions, strengthens the harmony, and brings cohesiveness. It improves
communication link and provides solid foundation for taking joint decisions in the
best interest of the organization and its shareholders. In the Gulf region, it is known
as Majlis (an Arabic and Persian term meaning “council”’). Such meetings can also
be formalized by serving an agenda in advance to focus on purpose and objectives.
It is important for family members to differentiate such meetings with other formal
meeting like the one with board of directors or meetings with other governing
bodies. A written communication to this effect can improve such an institution role.
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Such institutions are not binding for any organization but do play an important
role. Thus, the degree of involvement from family members to such institutions
largely depends on culture and practices prevalent in various parts of the world.
Below are descriptions of family governance intuitions which may be present.

Family Forum (aka Family Assembly)

Definition: Usually aformal format of meeting thatinvolves discussion with all family
members regarding business and family issues related to business. At the founding
stage, such meetings are more common and informal, thus the name Family Meeting
is also prevalent. In these meetings, founder(s) normally communicate values of the
family, discussion of readiness of next line of leaders within family, and new ideas.
As the time passes, family businesses become more complex involving cousins,
siblings, and others, making the need of having a family forum more crucial and
essential part of business.

Objective: To remove communication and ego barriers among family members,
bring members together as a single team and cohesive unit, a Family Forum keeps
members informed about business issues, challenges, and gives an opportunity to
seek advice from all. Such forums help avoid potential conflict if any. The usual
frequency can range from quarterly to twice a year. Issues normally handled and
taken up in such a forum may include -

e  Endorsement on family values and vision as envisaged by founder.

e  Education, rights, and responsibilities of family member.

e  Discussion and seeking approval on employment and compensation of family
members.
Election/selection of family council (if exists)
Nomination, selection, and election of other family committees and members

Membership: Normally, in family businesses, membership is open to all primary
and secondary (if permitted) members. However, in some families, there can be
restrictions on minimum age, voting rights, and involvement of in-laws. Such forums
are normally headed and called by the head of the family. However, in larger families,
this task is usually given to the family council.

Family Supervisory Board
Definition: “Family Supervisory Board” is also known as “Family Council”, and
“Family Executive Committee”. The Family Supervisory Boardis a principal working

body that is elected by members of Family Forum to deliberate day to day working
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issues of the business. The supervisory council is enacted once family reaches critical
size i.e. thirty members and onwards. The sheer size of the family makes it difficult
to have meaningful discussion and make right business decisions. The supervisory
council established is entrusted with responsibilities of smooth running of business
affairs and coordinating the interest of family members in their business.

Objective: The configuration, composition and functioning of family supervisory
board may differ from family to family but broad duties include:

To serve as a vital link between board, family, and senior management.
To play a pivotal and central role in helping family members arrive consensus
regarding issues where the owners’ wishes matter most.

e  Advise on candidates for the board.

e  Update the vision, mission, values, and strategy to be adapted by the family
business.

e  Update policies and procedures regarding employment, compensation, and
shareholding position as and when required

e  Take care of any other important matters that are critical to the family business

e  Provide a systematic way for family members to achieve core business
objectives
Initiate policies that can help balancing the family business
Evaluate and articulate fundamental values and communication across board
as guiding principles

e  Engage non-participating family members formally or informally about
strategic challenges faced by family business.

Membership: Like any other effectively managed and functioning committees,
the supervisory council should also have the right sized, manageable team of five to
ten members. The selection/election of these members would be primarily driven
by their qualification, experience, drive, trust, and ability to perform day to day
functioning of the family business. There is also a practice of imposing certain
restrictions like age, experience, and other deemed suitable attributes when defining
the main selection criteria for such membership. Among many, one ideal practice
is to set limited terms for the supervisory board and have a policy of fairness and
equal opportunities for entire family.

Family Supervisory Board Evolution
Inafamily owned business, governance is perpetual, thus a Family Supervisory Board

should be looked at as a journey too rather than a destination. Normally, governance
challenges tend be complicated as family grows generation after generation making
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professional handling the key to success. Sometimes governance or lack thereof can
give rise to legal battles if a generation did not plan succession properly. It is also
not justified that Family Supervisory Board would be able to operate on an auto
pilot mode on its own. Thus, regular, and timely reviews with foresight and planning
of family supervisory board is recommended to be fit for purpose. Research has
shown that as children grow mature, informal meetings practiced by family business
owners are replaced by Family Supervisory Board consisting of both parents and
children providing a more formal platform for discussion of business issues. The
issues which normally dominate such formal forum discussions include career, skill
development, succession planning, diversifications, and technology upgradation
matters. At this stage, itbecomes important for parents/older generation to encourage
and nurture an atmosphere of free and open discussion, highlight accomplishments
of the younger generation and take pride in their achievements, and lay a foundation
for value- based vision definition, which reinforces family involvement. As business
transitions, leadership and succession topics should also be introduced as agenda
items. Aspects of member involvement in day to day matters of the company with
clear responsibilities and portfolio allocation can be next facets tackled by a Family
Supervisory Board. As the journey progresses, topics of how to involve siblings
can also be discussed and prioritized. It has been seen that involvement of family
member’s spouses is already a contentious issue in most forums. During such
times, it is the Family Supervisory Board that should organize social events to build
cohesiveness among all members. Slowly, issues like leadership and succession can
move in agenda upwards, along with sibling partnership issues. Combination of
such issues can give birth to business ownership changes which many times leads
to changed management roles (Bettinelli, 2011).

The tertiary generation of family consists of cousin syndicate level in which
majority of members are mainly from extended family who usually have weaker
relationships or hardly any connection with the business. At this stage, it is expected
that family governance through Family Forum (Broad institution consisting of
shareholders and immediate family members) would have delegated executive
function to newly appointed Family Supervisory Board to which membership has
been restricted through the process of nomination. The focus of Family Supervisory
Board would be in managing complexities of an enlarged family, strengthening an
emotional connection (also known as “psychological ownership), and nurturing
sense of family commitment and identity. At this stage, normally, outside managers
are appointed which includes trained, professional directors and executives who run
the family business in a more professional way while family members focus shifts
to dividend issues and shares trading/transfer which can offer exit route if required.
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Table 1 on Family Supervisory Board Functions

Family Supervisory Board Functions:
- Objective and Meaning,
- Think and introspect why are in business together as single family/unit,
- Inception and communication of family values, culture and vision through family and business,
- Nurturing family next generation inclusivity,
- Enunciating and improving long term plan of the family,
- Rejoicing family’s culture, tradition, success, achievements, and dynasty,
- Encouraging social bonding among members,
- Carrying on family benevolence.
Learning and Improvement:
@ Learning all about detailing of family business areas, issues, freedom, ownership, compulsions, and
responsibilities,
@ Enabling and helping in attaining required qualification for employment,
@ Extending support on scholarships and venture funds,
@ Developing and promoting leadership,
@ Promoting and supporting relationship building,
@ Promoting and enabling improved intra family communication,
(@ Team Building, mediating relation building and differences.
Building Rapport within Business:
- Defining and involving degree of family participation,
- Drafting, preparing and regular updating of family constitution,
- Relationship with the business,
- Defining and Protecting personal and family business issues,
- Defining and working of unified voice of family,
- Defining and promoting merit-based employment policies,
- Working on management succession plan.
Leadership and Decision-Making Development:
- Providing critical relationship between management board and family,
- Communicating family perspective of strategic plan to board,
- Managing Family Supervisory Board committees,
- Developing and Reviewing Code of Conduct of Family Supervisory Board,
- Managing and coordinating other family boards.
Issues of Family ownership:
- Overseeing Share Ownership policies,
- Looking after estate and its ownership issues,
- Managing and reviewing policies related to inactive shareholders in the family,
- Management of assets,
- Defining of exit routes,
- Defining and managing of rights to income of shareholders,
- Developing and defining communication policies,
- Working and defining business growth targets and reviewing them

Family Office
Definition: The Family office is an advisory and investment center/wing managed
by the Family Forum. Such kind of advisory is common among wealthier families

in business, whose members seek expert advice on accounting, banking, personal
finance, taxation, and other related issues.
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Objective: To advice on estate planning, taxation matters, personal finance,
investment tools, career counseling, and any other matters which are more personal
in nature.

Membership: It is a separate operation away from day to day business activities,
but few members of family could play an integral part to this office. The office usually
consists of professional managers who oversee investments, advisory, financial
planning, intra family transactions, taxations, insurance, stocks, and estate matters.

Table 2 outlines the major differences between the Family Meeting, Family
Forum, and Family Supervisory Board

Table 2.
Family Family Forum Family Supervisory Board
Sibling Partnership/ Sibling Partnership/
St Found
age ounder (s) Cousin Confederation Cousin Confederation
Status Usually informal Formal Formal
Normally open to all family |Normally open to all family Family member.s
L o elected by Family
Membership members. Criteria may be defined | members. Criteria may be Supervisory Board
for additional by founder (s) defined for additional by founder . o
©) Selection criteria defined by
the family.
Small size since family still at|Depends on the size of the [Depends on criteria set up for
Size founder(s) stage. Usually 6- 12 |family and membership selection | the membership.

family members. criteria. Ideally 5-10 members.

Depends on the stage of the
Number of | business development. When the

Meetings business is growing fast, can be as 1-2 times a year. 2-6 times & year
frequent as once a week.
Discussion and * Conflict resolution.
communication ofideas. + Development of the major
* Communication of family values | disagreements. and vision. family related policies &
and vision and mission. » Approval of major family procedures.
Main * Discussion and generation ofnew |related policies & procedures. « Planning.
Activities business ideas. + Education of family members | * Education.
* Preparation of the next business | on business issues. + Coordination of the work
leader(s). * Election of family Forum and | with the management and the
other board and balancing the
committees’ members business and the family.
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Other Family Institutions

Many businesses might like to develop other types of institutions that might be
of huge interest to them. These institutions can be helpful in joint governance of
business and allied care of family interests.

Education Committee: This type of committee is normally responsible for
taking care and nurturing of human capital of the family, which eventually might
help in organizing number of seminars where family members can participate to
learn various aspects of handling and managing business, reading balance sheets
and financial statements etc.

Portfolio Management and Shares Redemption Committee: Many family
members would want to liquidate their shares at a fair price to pursue different
management of their portfolio. This committee is overseen by the Family Supervisory
Board.

Career Development Committee: This committee looks after entry and
overseeing policies and procedure for family members who are interested in joining
the family business. Committee also looks after career planning, development, and
mentoring family members. It also provides status updates to shareholders and
family supervisory board. This committee also provides counselling and advising
to family members, who are not interested in joining the family business and want
to pursue a different career outside.

Family Recreational & Reunion Committee: The main objective of this team is
to bring the family together by organizing fun family reunion events and recreational
activities. The relationship nurturing among family is achieved through organizing
events best suited for providing an opportunity for the family members to come
together and understand each other.

The Art of Agreeing

In early forming stage of the Family Supervisory Board, when sensitive matters and
topics like agreeing on how to agree on important issues are up front and center,
it is appropriate to consider having a trusted, matured, and impartial person from
outside (independent) be trusted as a skilled facilitator. This person can not only
help sort many issues in a systematic and impartial manner but also help in drafting
future policies by benchmarking them with other established, similar, family-owned
businesses which may already be industry leaders. Such a facilitator can also
ensure taking proper notes and jotting down all relevant issues that are brought up,
considering “selective amnesia” is common in family owned businesses.
Normally, a starting point for such upcoming family supervisory board comes
from residential retreats, away from daily routine and rut with quiet environment.
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The important point in art of agreeing is not to have too much too soon at such
forums. First few sessions should be devoted as warming up sessions with focus
on core values, main governance procedures, and building trust among so called
extended family. The main task of facilitator would be to drive agreement between
family members on how to agree on topics that hold importance to the business.

Another crucial area is the inclusion of family members in the membership of
supervisory board. Striking a critical balance between active and non-active members
is crucial in the initial stage of family business. Research has shown inclusion of
both active and non-active members is critical to the success of a family business
enterprise. Among many, best practice is participation from all family members
who were directly or indirectly involved from the beginning.

Overall importance of Family Supervisory Board can be seen from two aspects
- from family as a single unit and consensus driven entity, and overall business
effectiveness and performance. The key to success of above lies in separating day to
day family and business affairs which helps bring out a positive perspective of family
relationships, success, and smooth operations. Family Supervisory Board also strikes
a critical balance in looking at problem areas and selecting the right path which
works for both, the family, and the business (Almeida et al., 2011) It also provides
mechanisms for interacting positively as members and bringing higher motivation
levels to help members focus on providing a competitive edge to family business.

Planning and Designing Governance Structural Design

When we discuss principles of planning and designing a governance structure or
its design, then it is important to know that being flexible is the key to success.
There are no set formulas, equations, tools, or principles which can be used to have
an ideal structure. The diagram below may be best termed as a probable scheme/
structure that is representative of a governance scheme for a multigenerational
family owned business.

In this, the Family Supervisory Board is the fulcrum on which structure design of
governance is standing. This fulcrum beautifully maintains critical balance between
family and business as mutually exclusive yet independent entities. One can think
of many variations e.g. families with large/ huge ownership, normally term their
Family Supervisory Board as “ownership supervisory board” whose objective is
focus on strategic matters and ownership concern, and Family Supervisory Board
focuses on educational development and social agenda matters.

Sometimes, family members feel that the Family Supervisory Board is ambiguous
in nature so the term “family council” is opted for as the alternative nomenclature.
Important is comprehensiveness of governance process and clear definition of roles
and responsibilities bestowed upon members.
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By the time stage for cousin consortium comes, the structural design should be
robust and clear enough to manage complexity and maintain relationship tracks. In
fact, many multigenerational companies are now global conglomerates so structural
design of a governance structure is also multi-continental and consists of multi-
culturally diverse perspectives.

Figure 4. Family business model

Family Forum I I Shareholders F
- - Board of
Family Supervisory Board Directors
Portfolio Management & Shares Family CEO
Redemption Committee Office

Career Development Committee |

Family Reunion & Recreational
Committee

Family Governance Corporate Governance

FAMILY BUSINESS CHARTER

Family Charter is a dynamic living document whose contents are not limited to
vision and mission statements but also include definitions, roles, responsibilities,
mutual and independent relationships, power, composition, configuration, and
structure of key bodies. Although content of the family charter is dependent on
size and development of organization/company, a charter should contain something
resting on the following pillar base at a minimum:

e  Vision, Mission, and family values
° Board of directors
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Advisory board if it exits

Senior management team members

Family institution which may include family assembly

The board, senior management, and family in respect to authority,

responsibilities, and relationship

e  All critical details which are originating and are part of Family Forum and
Family Supervisory Board.

e Any other detail is deemed fit as written rather than verbally in nature.

BEST GROWTH COMMANDMENTS FOR
A FAMILY OWNED BUSINESS

Looking at Owners as the Enablers of Growth in Family Owned Business Means

Crafting and implementing tested and everlasting set of tools

Having unequal and strong leadership structure

Holding high your belief values and convictions unparalleled to none,
Holding yourself as onus of your family’s assets and being amenable to
innovation and an entrepreneurial spirit

Ten Commandments for a Family Owned Business

1. Focusin understanding through Hawk eyes on development within your sector
of business,

Craft innovative yet flexible organization,

Have leadership succession planning,

Constantly improvise your capital,

Continuously Capitalize and build USP of family owned and managed business,
Throughout look for best external managers and bind them to business,
Define vision, mission, strategy, and family goal and communicate to all family
members,

Define and adhere to your family values,

Ensure involving each member of your family,

10. Draftowner’s led business principles to lead long term in business and industry.

Nk ®»N
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Figure 5. Ten commandments for a family owned business
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ABSTRACT

This chapter looks at the concept of corporate social responsibility (CSR), specifically
in terms of the diverse definitions and perspectives of it that currently exist within
emerging economies. This is exploredfromits foundation and the interaction between
business and society across different emerging economies. This discourse is linked
to the interplay between corporate governance and corporate social responsibility
across emerging economies. This is hinged on the influences of both the academia
and industry, as the definitions of the former does contribute to the practical
application of the concept by practitioners and vice versa. The chapter is divided
into three sections, which are definitions, perspectives, and case studies, with each
of these focusing on the issues as they affect the theme of the chapter.

DOI: 10.4018/978-1-7998-6669-5.ch006

Copyright © 2021, IGI Global. Copying or distributing in print or electronic forms without written permission of IGI Global is prohibited.

EBSCChost - printed on 2/8/2023 12:55 PMvia . All use subject to https://ww.ebsco.conlterns-of-use


https://orcid.org/0000-0002-4318-0000

Corporate Social Responsibility Definitions and Practice in Emerging Economies
INTRODUCTION

Theideological underpinnings of social responsibility and its relationship to emerging
societies can be explored through a historical perspective. According to Spector (2008),
the roots of the CSR movement trace back to the early years of the old war when
companies were encouraged to show why private economic development produced
better results than socialist alternatives. The movement was led by academics and
executives who advocated on the Harvard Business Review. In defence of free-market
capitalism, they advocated for expanded business social responsibility. The pace
of advancement in CSR depends on factors such as the continent where business
is domiciled, the philosophy of decision makers, government disposition towards
business, national cultures and other factors. Due to the influence of globalization,
countries review their stakeholder relations policies in the context of local realities.
As a result of this, different interpretations of CSR have emerged, differentiating
the Western style of CSR from those of developing countries. Frynas (2005)
opines that CSR has fallen short mainly due to a synthesis of fundamentally flawed
approaches, procedures and inadequate CSR packages often adopted by Multinational
Corporations in developing countries. Such flawed approaches contrast with sound
business ethics upheld and enforced conscientiously in the home countries of such
corporations. Others argue that CSR is but the newest manifestation of business ethics
(Blowfield and Frynas, 2005). According to this school of thought, CSR emerged
as corporation’s response to the increasing campaigns of environmental activists
and local communities during the 1980s and 1990s. This new wave of CSR aimed
to reduce the agitations from these quarters. These underline the differences that
could exist both in the definition and practice of the concept across the globe, but
this chapter focuses on the perspectives of the emerging economies.
This chapter aims to achieve the following objectives;

e to provide clarity on the foundations of CSR practice in the emerging
economies.

e to contribute will contribute to better understanding what drives CSR in
emerging economies by exploring the different perspectives using case
studies within emerging economies.

e to stimulate scholars’ interest in further research on the subject.
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DEFINITIONS OF CORPORATE SOCIAL
RESPONSIBILITY (CSR)

The concept known referred to as CSR has attracted a growing and overwhelming
interest over the past two decades from both academics and practitioners as can
be seen in the various labels given to the concept such as ‘Social Responsibility’,
‘Corporate Sustainability’, ‘Corporate Citizenship’ (Nwaeke & Lebura, 2016),
amongst other labels. These different labels and titles given to the concept are further
confirmation of the popularity which the concept has garnered over the years, even
as Pedersen (2006, p.137) regarded it as “one of the buzzwords of the millennium”.
The concept of CSR is widely used not only in academia but in the business world.
It is therefore applied in many corporate business models, even though there is no
clear definition as to what the term represents. This popularity of the concept which
has led to increased awareness by the public has not really been seen as leading to
its clarity (Amaeshi & Adi, 2007), as it is deemed to mean something different for
different people, leading to a diversity of meanings (Votaw, 1972).

According to Drebes (2016), a reason for this definitional lack could be that
the concept is located at the boundary between social science and practice, and the
rather interest-oriented way in which the term has been used in the past has led to
this conceptual blurring. Okoye (2009) argues that CSR is an Essentially Contested
Concept (ECC) which means that it might not necessarily need to have one universally
accepted definition may not serve the best interests of the concept, so long as the
various points of view are referring to the same concept. This seems to mean that
not having a generally accepted definition is not always a bad thing to happen to a
concept, especially in the light of a concept like CSR that has various perspectives
that cut across the divides of the western and emerging economies; multinational
corporations and SMEs; academia and practitioners. Wan-Jan (2006) argues that
the “absence of a clear working definition would only mean that studies on CSR
could be based on weak or false understanding of the topic” (p.177). This indicates
that in the past the concept’s usage has been determined by the user and purpose for
which they were using it, which is emphasized by the definitions presented below
as posited by different scholars.

As far back as 1927, Dean Donham had argued that businessmen must begin to
give consideration to their responsibilities to others, which Bowen (1953) supported
by defining CSR as the obligations of businessmen to pursue policies, make decisions
and follow lines of action that are in tandem with the objectives and values of society.
This definition by Howard Bowen led to Carroll (1999) arguing that he should be
called the “Father of Corporate Social Responsibility” (p.270), because he seemed to
have prophesied the future importance of the concept which has today become one
of the most talked about business concepts across all parts of the globe. Frederick
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(1960) regards social responsibilities of businesses as running an economic system
that meets the expectations of the public, which means that the utilization of societal
resources by companies must be to have broad social impact on society. Davis (1960)
regardeditas “businessmen’s decisions and actions taken for reasons at least partially
beyond the firm’s direct economic or technical interest” (p.70). Another definition
was that “the idea of social responsibilities supposes that the corporation has not
only economic and legal obligations but also certain responsibilities to society which
extend beyond these obligations” (McGuire, 1963, p.144). Davis and Blomstrom
(1966) defined it as the firm’s obligation to give consideration to the impacts of
whatever decisions they make on the entire social system. They went further to add
that whenever a firm looks beyond their narrow economic and technical interests
(p.12) then they have actually been socially responsible. There was the introduction
of the relationships angle by Walton (1967) with the definition of the concept as the
recognition of the intimate relationships that exist between companies and society,
even as both parties pursue their diverse goals and objectives. It could be seen here
that taking this relationship into cognizance would mean that each party would be
careful not to do anything that could negatively impact on such relationships.

Steiner (1971) defined CSR as “a philosophy that looks at the social interest and
the enlightened self-interest of business over the long run as compared with the old,
narrow, unrestrained short-run self-interest (p.164). According to Backman (1975,
p-2), “Social responsibility usually refers to the objectives or motives that should be
given weight by business in addition to those dealing with economic performance (e.g.,
profits)”. Fitch (1976) regarded it as being about a thoughtful attempt by a firm to
ensure thatthere is a solution which it has caused, either partially or fully. Jones (1980)
defined as being about a belief that businesses have a responsibility to constituent
groups within the environment in which they operate aside from their shareholders
and this is not limited to what is captured by the law and contracts. Epstein (1987)
defined it as “achieving outcomes from organizational decisions concerning specific
issues or problems which (by some normative standard) have beneficial rather than
adverse effects on pertinent corporate stakeholders (p.104). Cadbury (2002) added
that broadly speaking, CSR emphasizes the sustained existence of firms as tied to a
social contract that ensures that companies do not chase their short-term profitability
even when it negates the future interests of the society in which they operate. The
emphasis here is that while businesses pursue profit maximisation which is their
primary objective ab initio, they must not jeopardise the long-term interests of the
larger society. The World Business Council for Sustainable Development (WBCSD)
(2002) defines CSR as “the commitment of business to contribute to sustainable
economic development, working with employees, their families, the local community
and society at large to improve their quality of life” (p.2).
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Kok, van der Wiele, McKenna and Brown (2001) regarded the concept as
“the obligation of the firm to use its resources in ways to benefit society, through
committed participation as a member of society, taking into account the society at
large, and improving welfare of society at large independent of direct gains of the
company” (p.288). This definition emphasizes that businesses that undertake CSR
are supposed to do so without considerations of what gains they can derive from it,
which was confirmed by Porter and Kramer (2006) when they insisted that companies
must integrate CSR plans and programmes into their strategies in order to maximise
them. Kotler and Lee (2005) regarded it as being about improving the welfare of
societal members, while Eweje (2006) agreed with the improvement of societal
welfare but adding that the firm also gets improved. Ojo (2009) insisted that the lack
of a universally accepted definition does not take away from the focus which was
now about improving the lives of stakeholders of companies. There seemed to be a
movement over the years from the vague reference to CSR as being about looking
outside of the business to actually identifying that there are specific stakeholders

It is noteworthy to state at this point that it is almost impossible to have a CSR
discussion without mentioning or alluding to stakeholders in some way. In this vein,
Smith (2003) defined CSR as the obligation of a business to the society in which it
operates, as represented by its stakeholders, that is those persons or groups that are
affected by the firm’s policies and practices. Hopkins (2003, p 10) agreed that the
conceptis mainly about stakeholders even as he defined it as ‘treating the stakeholders
of the firm ethically or in a responsible manner’. The European Commission’s
Green Paper on CSR (2001) defined CSR as the voluntary integration of social and
environmental concerns by firms in their business operations, especially as they
interact with their various stakeholders. Carroll (1979) added that ‘for a definition
of social responsibility to fully address the entire range of obligations business has
to society, it must embody the economic, legal, ethical and discretionary categories
of business performance’ (p.499). This view has come to be accepted as being the
most comprehensive of all the views on CSR as it addresses issues concerning
the different stakeholders of the firm, which are the shareholders and employees
(economic responsibilities); the government (legal responsibilities); customers and
clients (ethical responsibilities); and host communities (ethical and discretionary
responsibilities. Interestingly, these seem to be arranged in an order that tends to
indicate how attention should be given to the different stakeholders to whom the
firm owes the various obligations highlighted above.

Considering that this book is about corporate governance, it is also important to
present a definition of the concept that touch on the idea of corporate governance.
According to Schuchard (2010), ‘CSR is the integration of environmental,
social, and good governance practices into everything that business does, and the
recognition of material aspects of nonfinancial issues that are integral to overall
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strategy and operations’. There is claimed to be a very strong connection between
Corporate Governance and Corporate Social Responsibility (CSR), which makes
them reinforce each other in the running of business operations of any firm (Ararat,
2004). It can be seen that the practice of CSR would to a great extent depend on
the Corporate Governance structure of the company, so that if a company has on its
board individuals who think business only about profit making or has policies and
processes that do not ensure ethical operations then it is most likely going to have
issues with the practice of CSR.

From the definitions above, it would seem like every scholar that has contributed to
the CSR discourse has deemed it necessary for businesses to engage in its practice but
thatis not the case, as some authors have argued that itis an unnecessary burden on the
firm. One of such critics of the whole idea of CSR is Friedman (1970) who claimed
that ‘the only one responsibility of business towards society is the maximisation
of profits to the shareholder within the legal framework and ethical custom of the
country’ (p.32). This angle of looking at CSR is one that does not entirely oppose
the practice of the concept by businesses, but underlines that economic maximization
must be done within the confines of regulation while ethical considerations are also
made within the specific context of operation. In support of Friedman’s position,
there is also the view by Knox, Maklan and French (2005) that engaging in CSR in
any guiseis actually a tax that leads to the reduction of the general wealth. According
to Henderson (2004), CSR is a ‘radically new model of corporate behaviour’ which
aims to disrupt the functionality of the market by compelling firms to give needless
considerations to societal issues that seeks to change the way the market operates by
forcing corporations to give unnecessary attention to public welfare. These positions
by these scholars and others reinforce the importance of different definitions and
perspectives when it comes to the concept of CSR, as this only further enriches the
discourse of both academics and practitioners.

Perspectives of CSR in Emerging Economies

The plethora of definitions available on the concept as seen above have been attributed
to the diversities of those involved with both its research and practice, even as these
definitions are influenced by the various perspectives that they hold of the concept
(Lebura, 2009). It is very interesting to find that majority of the definitions presented
above have their origin in more advanced economies of Europe and the Americas,
most of which have been exported wholesale to the rest of the world. This has
mainly been the way CSR has been explored over the last four decades, even as it
has been widely criticized as largely driven by the concerns and priorities of western
countries, thereby making it insensitive to the context of developing countries. This
lopsided approach to the CSR discourse seems to have triggered the need for the
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emergence of a South-centred CSR agenda. This is further supported by the growing
evidence that non-Western firms from emerging economies such as Nigeria, South
Africa and Malaysia are as aware of CSR issues and are striving to become good
corporate citizens. The extant literature on CSR in other developing economies in
the South contend with the distinction between CSR practices enabled by private
morality and those propped by international institutions.

CSR as Philanthropy

Since the 1990s, corporate and scholarly attention has shifted to viewing the concept
of CSR from the angle of ‘corporate citizenship’. Carroll (1991) strongly argued in
favour of the idea of companies that are socially responsible becoming good corporate
citizens, by ensuring that they endeavour to make profit by operating within the
ambits of the law, being ethical in operations and being a good corporate citizen.
This perspective has been mainly practitioner driven, with the emphasis being on
the firm being a good neighbour or citizen that contributes to the wellbeing of the
community in all areas. This perspective to the practice of CSR which has been
around since the 1950s has been the predominant approach of companies operating
in emerging economies. Most of the companies operating in the developing world
practice CSR as the broad responsiveness to societal needs and expectations,
especially in the form of charitable giving. In Europe, the notion of philanthropy is
often dismissed and not regarded as part of core CSR activities, but firms in many
emerging economies are expected to actively assist their local communities.

CSR can serve as a vehicle for improving Human Development Index (HDI) in
emerging economies, though this does not seem to be the case so far. Amaeshi, Adi,
Ogbechie and Amao (2006) have argued that this limited impact by CSR could be
attributed to the perspective of ‘giving back’ to the society. Muthuri (2007) actually
noted that this was the very first approach to community development projects by
companies operating in Africa. This meant that companies made donations to their
host communities which could be cash donations or the building of infrastructures
such as schools, hospitals, health centres, potable water projects, amongst others.
This usually involves the identification of a project by the company’s department
responsible for the execution of such projects and programmes, the approval of
funds and the implementation of whatever projects have been earmarked. The
communities to benefit from such projects are not usually involved in decisions
relating to the project to be sited in their communities, neither are they involved
in how such projects are executed in their communities which has led to projects
not aligned to the people’s immediate needs being donated to them. Lebura (2013)
noted that in a particular instance, the company undertook to build a borehole in the
community to ease the burden on the women of that community when it comes to
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fetching water, without any consultation with the women. After spending money to
build the borehole, it was discovered that the borehole was not being put to use by
the women of the community and follow-up investigation revealed that the women
preferred to go to the stream as a way of taking a break from household chores and
catching up with the latest information in town.

CSR as philanthropy in emerging societies is linked to the influences of culture
and religion, as these societies have a certain sense of family and kinship (Amaeshi,
et al. 2006; Adi, 2006). The influence of Islam has been evident at government
level in countries like Bangladesh. Several Islamic financial institutions, such as
Islamic banks, were set up and in 1984, the Bangladeshi government established
the semi-official Zakat Fund Committee to collect Zakat (Momin & Parker, 2013).
According to Sharia Law, Zakat was an imposed payment of surplus wealth to be
managed by financial institutions and spent on pro-poor projects such as schools,
health centres, etc. This imposed a philanthropic responsibility on individuals and
corporations in Bangladesh based on an Islamic principle of poor people’s rights
to rich peoples’ savings. This practice is responsible for the adoption of CSR as
philanthropy in Islamic-dominated countries.

Philanthropy is voluntary on the part of businesses; however, there is always
the societal expectation that businesses provide it (Carroll, 1991). The difference
between philanthropy and ethical responsibility is that the former is not expected in
an ethical or moral sense. Beyond mitigating community unrest and disruptions for
companies dependent on natural resources, the relevance of corporate philanthropy
to organisations in emerging economies has not been established in literature.
The position therefore remains that companies do not gain much from corporate
philanthropy, so while it is good to do good and be a good citizen, this must be done
in collaboration with the beneficiaries of such philanthropy.

CSR as a Vehicle for Filling Institutional Voids

One of the key challenges of CSR in emerging economies has been the overload
of pressure on companies operating in these countries to do things that ordinarily
should be the responsibility of governments in these countries. This lackluster
attitude of government to its primary responsibilities and obligations across emerging
economies has shifted the focus, as society now seems to blame the corporations
operating in their environment, especially multinationals. Eweje (2007) emphasized
this point by indicating that host communities within the oil rich Niger Delta region
now assume that everything that they need to improve their welfare and standard of
living should be provided by the oil companies operating there.

This has affected the approach taken by companies operating in these economies
when it comes to the practice of CSR over the years as there has been a focus on
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basic amenities that would normally be taken for granted in the western economies.
For the West, CSR practices are now about the impact of the business on the long-
term aspirations of society, such as environmental sustainability and climate change.
Emerging economies cannot afford to be trapped in this limited perspective due to
the absence of good governance systems that provide basic amenities. Multinational
companies operating in these emerging economies, specifically across Africa generally
fill socio-economic voids created by poor governance and weak institutions. These
voids cut across most aspects of the people’s lives and wellbeing, such as education,
health, social and basic infrastructure, amongst many others (Eweje, 2007; Idemudia,
2009; Ojo, 2009). These companies have built and equipped schools at all levels;
primary, secondary and tertiary educational institutions. They have also sponsored
capacity building and scholarships for teachers working in these schools, some local
and others foreign. In terms of health, they have built health centres and clinics, as
well as equipped government hospitals and provided necessary drugs. They also
make contributions to microcredit schemes, potable water schemes, electrification
projects, building of community halls, markets and road infrastructure development.
Interestingly, these initiatives are voluntarily undertaken by these companies, albeit
increasingly expected by stakeholders. Companies may partner with NGOs to
undertake projects, employ experts in local culture and community development,
and adopt standards or guidelines proffered by international associations.
InNigeria, an oil-dependent and highly unequal country, SPDC’s host communities
have looked to the company to provide infrastructure such as water, electricity and
roads that the country’s government had failed to provide, creating a situation in
which local communities depended on Shell for basic amenities. Remarkably, as
much as the company has contributed to the economy both in terms of royalties paid
and the CSR projects undertaken over her seven decades of operations in Nigeria
since it first struck oil in commercial quantities, it is still not deemed to have done
much by the host communities in the Niger Delta region. This could be attributed to
government not living up to expectation in terms of the basic amenities that it should
provide for the people. Owing to such government absence in regard to development
actions, it is now a commonly held notion in the communities that host oil and gas
operations in the Niger Delta that ‘Shell is the government we know’.
CSRinIndianegotiates contradictory notions of moral and economic imperatives.
The CSR concept is governed by section 135 of the Companies Act of 2013.
India’s economy is the fastest growing in the world, but stark inequalities exist in
the indicators of development. The national government, to address development
disparities mandated all enterprises above a certain size, both public and private, to
commit 2% of profits to CSR programmes and projects. However, emerging evidence
shows that this practice is unlikely to be more successful in filling institutional voids
of the country. One of the stated rationales for the CSR law is to drive innovation,
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but firms claim that government rules and regulations increasingly dictated how they
spent CSR budgets and mostly channeled them towards activities the government
ought to address. The practice of the CSR law which was sold to the companies with
the aim of attaining sustainability goals and stakeholder activism in nation building
seems to have been hijacked by political interference forcing business enterprises to
take on quasi-government roles. This may be a wrong approach to the contribution
of business when it has to do with national development. So, as much as businesses
are expected to play an integral role in the development of emerging economies,
they are not supposed to take over the duties and responsibilities of governments
in the guise of CSR.

CSR as Public Relations

It is widely reported that developing countries endowed with natural resources are
caught in the paradox of plenty. Their populations endure decaying infrastructure,
annual increase in unemployment rates, devastation and hardship for communities
that host such vast mineral resources. The persistence of these conditions gave rise
to human right violation protests and demands for the restoration of lost livelihoods.
The pressure upon corporations operating in such environments, motivated by the
agitations of communities led to the adoption of approaches which serve to protect or
repair the image and reputation of the business. In the developing world, especially
in oil rich countries like Nigeria, Angola and Brazil, there have been attempts by
multinational corporations to launder their battered image and reputation by engaging
in CSR activities in the environments where they have caused such damage.

Reputation and legitimacy arguments maintain that firms may strengthen their
legitimacy and enhance their reputation by engaging in CSR activities (Carroll &
Shabana, 2010). An example of a CSR activity directed at developing reputation
and legitimacy is cause marketing. Cause marketing is a strategy where emphasis is
given to the company’s products and services while linked to appeals for charitable
giving. Companies use cause marketing to demonstrate they can, mutually pursue
profitability goals and meet the needs of the different stakeholders as well. It is
important to note here that when public relations form the main focus of acompany’s
engagement in CSR activities or projects, there is a high dependence on the media.
In these days of social media, it becomes commonplace to find companies associated
with one good cause or the other which they tend to get involved with to enhance
their reputation with the public. It is also common to find that CSR practices of
parent companies of Multinational corporations in the West are not being replicated
in subsidiaries located in developing countries. When such firmsrisk being sanctioned
by regulators in the home country, internal legitimacy also serves as a primary
motivation for CSR practice.
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Organizations often focus on financial targets in their operating environments
and financial reporting becomes critical for business survival. In South Africa,
the culture of financial reporting and disclosures extends to the social sector.
Companies like AngloGold Ashanti with a geographically diverse shareholder
base which includes some of the world’s largest financial institutions, traditionally
provide financial reporting to shareholders. However, the practice of non-financial
performance reporting has now extended to their other stakeholders. A study by
Ackers (2015), showed that CSR in South Africa is significantly motivated by
regulatory compliance. The requirement for CSR reporting is being institutionalised
by the King Code of Governance [King III] where all JSE-listed companies not only
disclose their CSR performance, but also to ensure that such disclosures have been
independently assured.

Reputational motives CSR performance may be helpful in the short term but it
results in a check the box approach which is unsustainable over time. When CSR
is not integrated in a company philosophy it is seen as an addition to the marketing
function used to boost brand image or perform damage control when there is a crisis.
This type of CSR often leads to ‘green washing’, which in the long run leads to a
sense of distrust between the company and its stakeholders.

CSR as a Transactional Relationship

The primary way local people in emerging economies directly benefit from
exploration or any mining activity is the relationship between the value of the
community development or CSR projects and the wealth taken from the community
in the form of natural resources. This perspective compares CSR project values
with the multiple negative impacts that mining produces for local communities
and often results in give and take arrangements commonly known as community
relations. In today’s world, almost every company uses some form of marketing to
reach their audience. The transactional marketing orientation is a strategy adopted
where there is high concern for operations and short-term solutions are sought. The
transactional orientation is an old approach used in the deployment of CSR which
arose to consider the gap between the organization’s publics view of its performance
and the organization’s actual performance. This practice involved firms identifying,
evaluating and responding to those social and political issues which may impact
significantly upon its operations. The approach is also known as issues management.

Societal license to operate is another approach to transactional CSR. Eweje
(2006) discussed the concept of a societal license to operate which the multinational
oil companies in the Niger Delta region of Nigeria always seek to secure to avoid
disruptions to their operations. This license is deemed to be more valued than the
legal license granted by the government and it is granted by the host communities
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in the environments where these companies operate. As a result, CSR projects and
activities in this instance are used as some form of currency to ensure continued
exploration of natural resources. This introduces the angle of an exchange that takes
place between the parties involved, even as each party tries to secure as much benefits
as it can from the other party. It is also important to add that a societal license to
operate (SLO) is dependent on a community’s perceptions of the acceptability of
a company and its local operations. SLO’s focus on perceptions of the relationship
than on perceptions of the impacts puts the weighting of impacts in the hands of
the stakeholder, thereby tilting the balance of power in favour of the stakeholder.

Boutilier (2017) argues that the assumption in the concept is that if stakeholders
see the impacts as bad, the relationship will be viewed negatively as well. Looking
directly at the perceptions of the quality of the relationship avoids the necessity of
companies having to make assumptions on what is important to the stakeholders.
While social license might present prospects for greater recognition by the
stakeholder, it can also be abused when IOCs operating in the region consciously
implement CSR for merely the sole aim of securing the societal license to operate.
This ambivalent practice can undermine CSR because it substitutes adherence to
environmental standards with maintaining a favourable community relationship.
An example is where SPDC in Nigeria commits to release funds for CSR activities
on the condition that host communities guarantee there will be no disruption of
her operations within a given period. This may seem strategic in a sense but then
it tends to make the relationship all about what can be gotten from it, with little or
no consideration for the greater good of society. Nwaeke & Lebura (2016) agreed
that when this happens these relationships are now viewed as games played by the
different parties involved in the relationship, as they make decisions on the basis of
their expected outcome from the game .

The use of binding agreements such as Memoranda of Understanding (MoUs) and
Global Memoranda of Understanding (GMoUs) is another way firms deploy CSR
in a transactional manner. Despite allegedly benevolent intentions of CSR executed
through instruments such as MoUs and GMoUs, there is a strong imbalance and
a structural misalignment between the firm’s goals and its contribution to society
due to power relations. Foucault, Dreyfus and Rabinow (1982) described power as
the expression of a complex strategic situation in a society without which social
interaction and communication could not exist. When power relations play out
during the use of enforceable agreements, multinational corporations (which do not
‘have’ power) act in certain ways they exert power over the actions of others, for
example host communities. This uneven relationship between them reinforces the
corporation’s ability to achieve operational goals in the short-term while communities
believe they have been ‘settled’.
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CSR as a Business Strategy

CSR as a business strategy is informed by the agency theory which presents the firm
as being run by an agent that has to always protect the interests of their principal
and this influences every decision and action that they take. Drucker (1984) argued
that businesses must intentionally convert every social responsibility activity or
project into a business opportunity. This may not seem very ethical, especially
considering Carroll’s (1991) ethical responsibility which represents norms, standards
or expectations that reflect a concern for what consumers, employees, shareholders,
and the community regard as fair or morally right. However, it can become a strong
motivation or driver for companies to undertake CSR. Porter and Kramer (2006)
argued that companies must start to be proactive by including their CSR plans as part
of their business strategies in order to maximise the benefits that come with such.

A strategy approach is different from measures developed under the presumption
that CSR is a beneficial add-on. This broad view of CSR often eludes many firms
in emerging economies that are narrowly focused on their core activities, with CSR
treated as an afterthought that is given attention when there is either a crisis to
manage or image to launder. CSR as a business strategy is easily linked with impact
because corporations look at their social investments and link them to their business
objectives. In deploying a business strategy approach to CSR, a firm identifies CSR
projects best aligned with their corporate objectives and undertakes that. Also, the
different stakeholders are given a sense of ownership in the decisions surrounding
the CSR projects that the firm decides to undertake, which they jointly execute and
thereby create shared values. It is important to add here that the specifics of what
will constitute a company’s CSR will depend on the particular case and the context
of the CSR project, as well as sector peculiarities.

CSR as abusiness strategy is a critical shift for emerging societies which answers
to concerns raised by scholars and practitioners that the demands of stakeholders
presents potential threats to organization’s viability. When CSR is approached as a
business strategy, corporate economic interests are served by mitigating the threats
through a threshold level of social or environmental performance. For instance,
CSR provides equal employment opportunity policies and practices, which can
also enhance long-term shareholder value by reducing costs and risks. In the same
vein, if a company undertakes to provide educational scholarships to students from
their host communities who are interested in studying courses that form the core of
their business, then they could as well benefit from employing such persons after
they have finished their courses. This becomes a win-win situation for both parties,
capacity building and employment for the communities while the company gets the
right employees that fit into their business core.
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The value creation ability of CSR and attempt to weave the triple bottom-line
into business are challenges companies in the emerging economies must consider
as part of their business strategy. A factor that potentially influences the uptake of
CSR as abusiness strategy in emerging societies is reporting. Corporate Reporting in
emerging economies such as South Africa, Brazil, India and parts of Eastern Europe
has the potential to be exceeding standards in some more advanced economies. In
Baskin’s (2006) analyses, there was not a vast difference in the approach to reported
corporate responsibility between leading companies in advanced economies and
their emerging economies peers. Beyond reporting, the implementation and outcome
of CSR however must be about reciprocal relationships that deliver social value
throughout the ecosystem.

CASE STUDIES

This section presents 3 cases of companies that are practicing the different perspectives
of CSR across Africa as a way of properly situating this chapter in the context of
the emerging economies’ business environments.

AngloGold Ashanti: South Africa Case Study

AngloGold Ashanti is the third largest gold producer globally and the largest on
the African continent with operations in 11 countries. The company incorporated
a structured CSR policy into their mainstream corporate policies in 2007. The
company implements a centralized approach to Corporate social investment which
guides social investment interventions in each country. The policy outlines the
company’s approach to identifying projects in which it can be involved, allowing it
to make the transition from grant maker and financial enabler to hands-on initiator
of projects. In South Africa specifically, its focus areas are geared towards meeting
this country’s most pressing needs. The company considers education as the key to
capacity building that benefits communities long into the future. As such, education
forms the company’s biggest investment focus area, accounting for almost half of
CSR spend.

One of the most significant and multifaceted challenges facing AngloGold Ashanti
isthat of artisanal and small-scale mining (ASM). The key challenge facing AngloGold
Ashanti in managing the issues associated with artisanal and small-scale mining is
to develop a strategy which permits co-existence and promotes the development of
orderly, viable small-scale mining sectors in collaboration with host communities
and governments. Chief among the complex issues of ASM is the Conflict which is
common between operators and the safety and environmental risks of the practice.
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To address this problem, in 2006 AngloGold Ashanti initiated external baseline
studies of ASM in the DRC and Ghana. The company acknowledged that small-scale
mining has a legitimate place in the economy and mining sector and engaged the
government agencies and communities in allocating land to miners in this sector.
This measure was to ensure that such mining activities were done on only land set
aside for that purpose. It was believed that this way small-scale miners can access
support through appropriate regulatory and administrative procedures. Contracts
and collaborative agreements were established with the communities and mining
organisations present in all the areas. The ‘Good Friends and Neighbours’ policy
allowed for collaboration with legalised commercial mining activity. At the heart
of the programme, artisanal miners were allocated grounds and given legal mining
title over the property. In return for this, the miners registered in terms of the local
mining regulatory framework and were expected to comply with some basic health
and safety and environmental requirements. However, in 2019, the company reports
that ASM continues unabated and has escalated in numbers. The complexity of
challenges in some areas of the company’s operation has necessitated a review of
mitigation measures in supporting the concept of ASM formalisation. Advocacy
is now ongoing for additional resourcing and extensive dialogue with residents are
reliant on ASM-related income to find a lasting solution.

Vizag Steel: India Case Study

India’s state-owned enterprises, known as Central Public Sector Enterprises (CPSEs)
account for a fifth of India’s GDP. They were created with the idea of advancing
economic development for the social good. Rashtriya Ispat Nigam Limited, a CPSE
is the corporate entity of Visakhapatnam Steel Plant. The company was the first
shore-based integrated steel plant in India. The mandatory CSR policy in India aims
to get private businesses and CPSE’s to spend at least 2 percent on CSR. Before this
policy came into place, Rashtriya Ispat Nigam Limited - Visakhapatnam Steel Plant
(RINL-VSP) popularly known as ‘Vizag Steel’, invested significantly in CSR. The
company’s CSR vehicle, RINL-CSR Foundation was formed in 2007 to hold CSR
funds and to transform the rural community.

Every year, annual budget for CSR department was allocated towards donations
& Philanthropy, Service to humanity, voluntary service, public awareness programs
and contemporary issues like poverty, pollution, energy, waste recycling, water &
sanitation, transparency & anti-corruption. Under CSR activities the major initiatives
are taken up based on environmental care, health care, peripheral development,
education and community development etc. Under environmental care, some of
Vizag Steel’s CSR activities are the Jaladhara and the Green Visakha programme.
Jaladhara project provided safe drinking water to 19 tribal villages of Agency area of
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Vizag District. This project provides filtered, perennial drinking water by gravitation
method from a rain fed source which is at heights, without using electrical power/
energy. About 5500 people in 19 villages benefited. The Green Visakha programme
aimed to reduce pollution through the planting of 5,00,000 trees in a period of 5
years commencing from year 2011.

THE NDPI ‘THEORY OF CHANGE’
MODEL OF CHEVRON NIGERIA

The Niger Delta region of Nigeria produces nearly 75% of Nigeria’s foreign
exchange earnings. The lack of economic opportunities that persists in the region
despite its oil wealth threatens the peace and stability among other issues such as
environmental degradation and pollution in the region. Chevron Nigeria Limited is
one of the major oil corporations operating under a Joint Venture arrangement with
the Nigerian government. In 2010, the company invested $50 million to establish two
independent, sister foundations: The Niger Delta Partnership Initiative Foundation
(NDPI) based in the United states and the Foundation for Partnership Initiatives
in the Niger Delta (PIND), based in Nigeria. The mission of PIND and NDPI was
to relieve the region of poverty and promote her development. The organizations
were founded on a theory of change model which addresses conflict and poverty as
an interrelated phenomenon. Programming was designed so that market conditions
and peace building mutually tackle causes of conflict and poverty in a local context.

NDPI and PIND’s success to date in the region can be credited to their development
of a unique operating model and governance structure — a strong partnership-based
approach where organizations developed strong local and international alliances
and leveraged these to build extensive social networks in the region. NDPI and
PIND then diffuse new best practices, ideas, and technologies (i.e. innovations)
throughout these networks by demonstrating their projects. Gradually, stakeholders
are encouraged to “crowd in,” resulting in new resources being injected into the
region. As the regional market actors observe and respond to this scenario, behaviours
become self-sustaining, thus resulting in systemic change.

In an assessment of the model, IGD notes that enhanced the attractiveness of the
Niger Delta by reducing risk, which paves the way for other development investment
in the region. The success factors of the approach are outlined as follows:

e The active role of linking groups and individuals which encourages
collaboration and cooperation among different actors, enabling them to
identify and access more opportunities.
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e  Development and providing support for critical cross-sector relationships,
partnerships, and alliances.

e  The ability to identify change agents — the innovators and early adopters of a
population.

e  The facilitation rather than support for dependency on donor funding. This
is achieved by developing and implementing solutions in three core and
interrelated focus areas: economic development, peace building, and creating
an enabling Environment.

e  The rapid development of a prototype with stakeholders which is tested until
the product proves to be competitive or the need to pivot a new approach is
discovered.

SOLUTIONS AND RECOMMENDATIONS

The following are some of the recommendations of the authors to help resolve some
of the issues surrounding CSR in the emerging economies.

Stakeholder Engagement: Non-governmental organizations (NGOs), activists,
communities, governments, media and other institutional forces demand what they
consider to be responsible corporate practices. As a result, some corporations need
to provide corporate responses to social demands by establishing dialogue with a
wide spectrum of stakeholders. Stakeholder dialogue helps to address the question
of responsiveness to the generally unclear signals received from the environment.
Such dialogue not only enhances a company’s sensitivity to their environment but
also provides better understanding of the dilemmas facing the organization.

Berman et al. (1999, cited in Okpara & Idowu, 2013) states that being proactive
on environmental issues can lower the costs of complying with present and future
environmental regulations and may enhance firm efficiencies and drive down
operating costs. Environmentally responsible commitments may also reduce the
negative impact of social concern. For instance, lawsuits filed in 1999 against 27
well-known retailers on behalf of Saipan garment workers demonstrate the business
risk associated with inadequate stakeholder engagement. CSR initiatives can also
contribute to strengthening a firm’s competitive advantage through enhancing its
relationships with its customers, especially when undertaken in a socially responsible
manner.

These demands should be seen as opportunities rather than limitations for
corporations. Firms should strategically manage their resources to meet these
demands and exploit the opportunities associated with them for the benefit of the
firm. Competitive advantage has been cited as one of the top two justifications for
CSR as reported by Fortune (2003 cited in Carroll & Shabana, 2010) in a survey
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of business executives. Firms can build their competitive advantage through CSR
programs and initiatives by carefully crafting a unique strategy that aligns their
corporate strategies with CSR programs. This unique strategy can serve as a basis
for setting a firm apart from its competitors and, accordingly, secure its competitive
advantage. Such firms do not view CSR as philanthropic activities that distract from
the core business.

Sustainable Development: Sustainable development came into widespread
use in 1987, when the United Nations World Commission on Environment and
Development (United Nations) published a report known as the “Brundtland
Report”. This report stated that sustainable development seeks to meet the needs
of the present without compromising the ability of the future generations to meet
their own needs (World Commission on Environment and Development, 1987).
Although SD was developed at macro level rather than corporate level, it demands
the requisite corporate contribution to be impactful.

The challenge before corporations is the development of processes and
implementation strategies that meet corporate sustainable development standards.
Business needs to rethink the way it strives to create value and outcomes that are
consistent with the ideals of sustainability along social, environmental and economic
dimensions. It is suggested that organizations choose their own specific ambition
and approach regarding corporate sustainability. This should meet the organization’s
aims and intentions, and be aligned with the organizational strategy, as an appropriate
response to the circumstances in which the organization operates.

Aligning Sustainable Development Goals with Citizen Priorities: Achieving
sustainable, systemic change is a process and one that is not accomplished quickly,
nor by a single institution or sector. It requires acknowledgement of the complexity
involved in fundamentally changing human behavior and the fabric of society. It
also requires significant time, as well as sustained commitment and investment to
establish and maintain trust and credibility among a large group of stakeholders.

The approach to interventions and measurement alike must be multi-disciplinary,
taking into account not just the economic aspects of market development, but more
importantly, the sociological, anthropological, and psychological factors as well.

Global Business Citizenship: In the past, the rules and norms of business
behavior in most industries were primarily guided by national cultures, social
institutions, and legal parameters. Companies typically had a home country and an
organizational identity shaped by the home culture. In a global economy, a company
will struggle to decide between a multidomestic strategy, which tailors its strategy
to local conditions, and a globally integrated strategy, which strives to achieve a
unified strategy across all units.

The contentions resulting from this challenged informed the emergence of a new
citizenship concept. Wood & Logsdon (2002), proposed the term Global business
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citizenship (GBC) to incorporate the core moral and social content of CSR and place
corporate-community relations and philanthropy among the larger set of rights, duties,
and stakeholder relationships. Business citizenship defines a business organization’s
relationship to nation-states, to other organizations, and to human beings. It is thus
an ethical enterprise. GBC addresses the question of which ethics - whose ethics -
should prevail by acknowledging varying degrees of ethical certainty about what is
the right thing to do. The concept of citizenship if considered in the design of CSR
activities holds valuable insights to expand and refine the fundamental elements of
CSR into a philosophy to deal with 21st-century challenges in emerging economies.

FUTURE RESEARCH DIRECTIONS

To further drive this discussion on CSR in emerging economies, especially with
consideration of the role that Corporate Governance plays in both its definition and
practice, it will be important to undertake empirical studies. Such studies would
explore the meanings attached to CSR by practitioners and academics in these
economies, as well as how the Corporate Governance policies and processes of
different companies influence what perspective of CSR that they undertake.

CONCLUSION

This chapter set out to explore the concept of Corporate Social Responsibility (CSR),
with a focus on the plethora of definitions and perspectives of it that are available
within emerging economies. This was undertaken with a look at the historical aspects
of the definitions of the concept globally from the 1920s till the early 2000s. This
was followed by a discussion of the five key perspectives that have informed the
practice of the concept in the emerging economies, which showed that the different
companies that operate in these economies have been forced into undertaking CSR
activities and projects. This is either as a result of regulation as in the case of India
or government non-performance of their basic duties to provide the very basic
amenities. The chapter concludes that while none of the perspectives discussed is
written off as bad and not applicable, the business strategy perspective seems to be
the most beneficial for all stakeholders and one to attract more shareholder support.
This is hinged on the fact that it addresses the various interests of stakeholders that
are influenced by the operations of the company in one way or the other.

130

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



Corporate Social Responsibility Definitions and Practice in Emerging Economies

REFERENCES

Ackers, B. (2015). Ethical considerations of corporate social responsibility: A South
African perspective. South African Journal of Business Management, 46(1), 11-21.
doi:10.4102ajbm.v46i1.79

Adi, A. B. C. (2006). The moral economy and the possibility of accumulation in
Africa: How the IFIs can help. West Africa Review, 7(2), 71-82.

Amaeshi, K., Adi, A. B. C., Ogbechie, C., & Amao, O. O. (2006). Corporate social
responsibility in Nigeria: western mimicry or indigenous influences? No. 39-2006
ICCSR Research Paper Series.

AngloGold Ashanti. (2019). Sustainability report. http://www.aga-reports.com/19/sr

Ararat, M. (2004). Social responsibility in a state-dependent business system. In
A. Habisch, J. Jonker, M. Wegner, & R. Schmidpeter (Eds.), Corporate Social
Responsibility across Europe (pp. 247-260). Springer.

Backman, J. (1975). Social responsibility and accountability. New York University
Press.

Baskin, J. (2006). Corporate responsibility in emerging markets. Journal of Corporate
Citizenship, 2006(24), 29-47. doi:10.9774/GLEAF.4700.2006.wi.00006

Blowfield, M., & Frynas, J. G. (2005). Editorial Setting new agendas: Critical
perspectives on Corporate Social Responsibility in the developing world. International
Affairs, 81(3), 499-513. doi:10.1111/j.1468-2346.2005.00465.x

Boutilier, R. (2017). Stakeholder politics: Social capital, sustainable development,
and the corporation. Routledge. doi:10.4324/9781351279727

Bowen, H. R. (1953). Social Responsibilities of the businessman. Harper & Row.

Cadbury, A. (2002). Corporate Governance and chairmanship: A personal view.
Oxford University Press. doi:10.1093/acprof:0s0/9780199252008.001.0001

Caroll, A. B. (1991). The pyramid of corporate social responsibility: Toward the
moral management of organizational stakeholders. Business Horizons, 34(July-
August), 30-48. doi:10.1016/0007-6813(91)90005-G

Carroll, A.B. (1979). A three-dimensional model of corporate performance. Academy
of Management Review, 4(4), 497-505. doi:10.5465/amr.1979.4498296

131

EBSCChost - printed on 2/8/2023 12:55 PMvia . All use subject to https://ww.ebsco.conlterns-of-use


http://www.aga-reports.com/19/sr

EBSCChost -

Corporate Social Responsibility Definitions and Practice in Emerging Economies

Carroll, A. B. (1999). Corporate Social Responsibility: Evolution of a
definitional construct. Journal of Business and Society, 38(3), 268-295.
doi:10.1177/000765039903800303

Carroll, A. B., & Shabana, K. M. (2010). The business case for corporate social
responsibility: A review of concepts, research and practice. International Journal
of Management Reviews, 12(1), 85-105. doi:10.1111/j.1468-2370.2009.00275.x

Davis, K. (1960). Can business afford to ignore Social Responsibilities? California
Management Review, 2(3), 70-76. d0i:10.2307/41166246

Davis, K., & Blomstrom, R. L. (1966). Business and its environment. McGraw- Hill.

Donham, W. B. (1927). The social significance of business. Harvard Business
Review, 4(4), 406-419.

Drebes, M. J. (2016). Including the ‘Other’: Power and postcolonialism as
underrepresented perspectives in the discourse on Corporate Social Responsibility.
Critical Sociology, 42(1), 105-121. doi:10.1177/0896920513509824

Drucker, P.F. (1984). The new meaning of corporate social responsibility. California
Management Review, 26(2), 53—-63. doi:10.2307/41165066

Emel, J., Makene, M. H., & Wangari, E. (2012). Problems with reporting and
evaluating mining industry community development projects: A case study from
Tanzania. Sustainability, 4(2), 257-277. doi:10.3390u4020257

Epstein, E. M. (1987). The corporate social policy process: Beyond business ethics,
corporate social responsibility, and corporate social responsiveness. California
Management Review, 29(3), 99-114. doi:10.2307/41165254

European Commission (2001). Green Paper-Promoting a European framework
for corporate social responsibility, COM (2001) 366 final. Brussels: Official
publications of the EC.

Eweje, G. (2006). The role of MNEs in Community Development Initiatives in
developing countries: Corporate Social Responsibility at work in Nigeria and South
Africa. Business & Society, 45(2), 93-129. doi:10.1177/0007650305285394

Eweje, G. (2007). Multinational oil companies’ CSR initiatives in Nigeria: The
scepticism of stakeholders in host communities. Managerial Law,49(5/6),218-235.
doi:10.1108/03090550710841340

Fitch, H. G. (1976). Achieving Corporate Social Responsibility. Academy of
Management Review, 1(1), 38—46. doi:10.5465/amr.1976.4408754

132

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



Corporate Social Responsibility Definitions and Practice in Emerging Economies

Foucault, M., Dreyfus, H. L., & Rabinow, P. (1982). Michel Foucault: Beyond
structuralism and hermeneutics. The Subject and Power, 208-226.

Frederick, W. C. (1960). The growing concern over business responsibility. California
Management Review, 2(4), 54-61. doi:10.2307/41165405

Friedman, M. (1970, Sept. 13). The Social Responsibility of Business is to Increase
its Profits. New York Times.

Frynas, J. G. (2005). The false developmental promise of Corporate Social
Responsibility: Evidence from multinational oil companies. International Affairs,
81(3), 581-598. doi:10.1111/j.1468-2346.2005.00470.x

Henderson, D. (2004). The role of business in the modern world: Progress, pressures
and prospects for the market economy. Institute of Economic Affairs.

Hopkins, M. (2003). The Planetary bargain. Earthscan.

Idemudia, U. (2007). Corporate Partnership and Community Development in the
Nigerian oil industry: Strengths and Limitations, UNRISD Markets, Business and
Regulation Programme Paper 2. Geneva: United nations Research Institute for
Social Development (UNRISD).

Idemudia, U. (2011). Corporate social responsibility and developing countries:
Moving the critical CSR research agendain Africaforward. Progress in Development
Studies, 11(1), 1-18. doi:10.1177/146499341001100101

John, O. O., & Samuel, O. I. (2013). CSR Sustainability, Ethics & Governance,
Challenges, Opportunities and Strategies for 21st Century Leaders. Springer.

Jones, T. M. (1980). Corporate social responsibility revisited, redefined. California
Management Review, 22(3), 59-67. doi:10.2307/41164877

Knox, S.,Maklan, S., & French, P. (2005). Corporate Social Responsibility: Exploring
stakeholder relationships and programme reporting across leading FTSE companies.
Journal of Business Ethics, 61(1), 7-28. doi:10.100710551-005-0303-4

Kok, P. G., van der Wiele, T., McKenna, R., & Brown, A. (2001). A Corporate
Social Responsibility audit within a quality management framework. Journal of
Business Ethics, 31(4), 285-297. doi:10.1023/A:1010767001610

Kottler, P., & Lee, N. (2005). Corporate Social Responsibility: Doing the most good
for your company and your cause. John Wiley & Sons.

133

EBSCChost - printed on 2/8/2023 12:55 PMvia . All use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Corporate Social Responsibility Definitions and Practice in Emerging Economies

Kumar, R.A. (2016). A critical study on Corporate Social Responsibility activities
of public sector undertakings in India and its financial implications. IOSR Journal
of Business and Management, 18(10), 31-37.

Lebura, S. (2009). Corporate Social Responsibility (CSR) and the Nigerian oil
industry [Unpublished MSc dissertation]. De Montfort University, Leicester, UK.

Lebura, S. (2013). Stakeholder relationships in the Nigerian oil industry [Unpublished
doctoral dissertation]. De Montfort University, Leicester, UK.

McGuire, J. W. (1963). Business and society. McGraw-Hill.

Momin, M. A., & Parker, L. D. (2013). Motivations for corporate social responsibility
reporting by MNC subsidiaries in an emerging country: The case of Bangladesh.
The British Accounting Review, 45(3), 215-228. doi:10.1016/j.bar.2013.06.007

Muthuri, J. N. (2007). Corporate Citizenship and Sustainable Community
Development: Fostering Multi-Sector Collaboration in Magadi Division in Kenya.
Journal of Corporate Citizenship, 28(28), 73-84. doi:10.9774/GLEAF.4700.2007.
wi.00008

Nwaeke, L. I., & Lebura, S. (2016). Stakeholder relationships as games played by
stakeholders. International Journal of Innovative Research and Development, 5(4),
1-11.

0jo, 0. (2009). Nigeria: CSR as a vehicle for economic development. In S.O. Idowu
& W.L. Filho (Eds.), Global pracitces (pp.393-433). Springer.

Okoye, A. (2009). Theorising Corporate Social Responsibility as an Essentially
Contested Concept: Is a definition necessary? Journal of Business Ethics, 89(4),
613-627. doi:10.100710551-008-0021-9

Porter, M. E., & Kramer, M. R. (2006). Strategy and society: The link between
competitive advantage and corporate social responsibility. Harvard Business Review,
84(12), 2-17. PMID:17183795

Schuchard, R. (2010). Understanding the benefits of CSR. https://www.bsr.org/en/
our-insights/blog-view/understanding-the-benefits-of-csr

Smith, N. C. (2003). Corporate Social Responsibility: Whether or how? California
Management Review, 45(4), 52-76. doi:10.2307/41166188

Spector, B. (2008). Business Responsibilities in a Divided World: The Cold War
Roots of the Corporate Social Responsibility Movement. Enterprise and Society,
9(2), 314.

134

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use


https://www.bsr.org/en/our-insights/blog-view/understanding-the-benefits-of-csr
https://www.bsr.org/en/our-insights/blog-view/understanding-the-benefits-of-csr

Corporate Social Responsibility Definitions and Practice in Emerging Economies

Steiner, G. A. (1971). Business and society. Random House.
Walton, C. C. (1967). Corporate social responsibilities. Wadsworth.

Wan-Jan, W. S. (2006). Defining Corporate Social Responsibility. Journal of Public
Affairs. Journal of Public Affairs, 6(3-4), 176—184. doi:10.1002/pa.227

Wood, D.J., & Logsdon, J. M. (2002, July). A Global Business Citizenship Process
Model. In Proceedings of the International Association for Business and Society
(Vol. 13, pp. 181-186). 10.5840/iabsproc20021325

World Business Council for Sustainable Development (WBCSD). (2002). Corporate
Social Responsibility: The WBCSD’s journey. http://www.wbcsd.ch/

135

EBSCChost - printed on 2/8/2023 12:55 PMvia . All use subject to https://ww.ebsco.conlterns-of-use


http://www.wbcsd.ch/

EBSCChost -

136

Chapter 7

Gender Diversity:
An Issue of Concern

Qaiser Rafique Yasser

https://orcid.org/0000-0001-5585-9814
Preston University, Islamabad, Pakistan

Abdullah Al-Mamun
University of Wollongong, Australia

ABSTRACT

Gender diversity is a new and challenging issue of research in business. Women on
boards are a heavily discussed topic in developed countries, though this issue has
recently appeared to gain the attention of researchers in developing economies as
well. However, research on gender diversity in Malaysia is limited. This study aims
to examine whether female directors on boards can affect firm performance based
on selected public listed companies in Malaysia. In examining the effect of gender
diversity onfirm performance, Pearson correlation coefficient and regression analysis
tests are employed using economic value added (EVA) as a measurement tool. This
study found no relationship between gender diversity and firm performance. Given
this, future studies should try to consider other aspects of corporate governance.

INTRODUCTION

Growing participation of women in the corporate arena both in developed and
developing economies in the last few decades appears to have gained increased
attention from scholars and academicians as well as corporate leaders. Though,
women’s place varies based on social, moral and authoritative status in turn based
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on culture, norms and social values as well as religious sensitivity, gender diversity
is considered as a value driver in business strategy and hence has emerged as a
challenging issue to researchers as well as regulatory bodies. In general, it’s not long
ago since the proportion of female members was not at all notable in top positions
in firms due to the myth that women are not as capable as men in making decisions,
hence unlikely to be effective in the corporate world. However, the effects of female
board members with greater performance reflect that an increased number of women
in the board room bring firms’ higher productivity as well as higher profitability.

A number of studies have been conducted on gender diversity in the board
room and these have argued that diversified board perform better compared to non-
diversified, from which this study has been inspired to conduct further research in
order to produce empirical evidence on developing economies'. A survey by Credit
Suisse (2012) found that approximately 29% of firms had women board members in
2011 compared to 12% by the end of 2005 in emerging Asia. However, this figure is
notable in Europe and North America where 85% of firms had women in their board
rooms by 2011, whereas it only was 48% and 73% respectively in 2005. Results also
showed a steady increase in share price as well as in return on equity (ROE) of firms
with women in the board room from 2005 until 2011. In fact, in order to increase
women’s participation in board rooms governments around the world have recently
started intervening (Credit Suisse, 2012). The report stated that in the past five years,
seven countries have passed legislation mandating female board representation and
eight have set out non-mandatory targets, while the Norwegian government made it
mandatory for large firms to have at least a 40% female presence in the board room
(Juana et al., 2010). On the other hand, the Finnish code of corporate governance
(2008) requires all public listed firms to have at least one female director on the
board starting from 1% January 2010, or otherwise to, explain the reason in their
annual report.

Hence, the aim of this study is to examine the effect of gender diversity on
firm performance in Malaysia. Moreover, this study aims to suggest whether
gender diversity is significant in both of the said economies based on the empirical
evidence as most of the empirical evidences on gender diversity have been grounded
in developed economies. The next section contains a literature review on gender
diversity around the world followed by with sample selection, methodology result
analysis and finally the conclusion of the study.

LITERATURE REVIEW

One interesting study area for many researchers over the last few decades has been
gender diversity (Elgart, 1983; Wall Street Journal, 1986). Research on female
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members on boards has gained significant attention in recent years. Though studies
have claimed that the number of women is increasing on boards (Heidrick & Struggles,
1986; Vance, 1983), there are still optimistic and pessimistic views as to what this
trend represents. The optimistic expression presumes that the increasing number of
female Chief Executive Officers (CEOs) or board members is a signal of transition
in women’s role as top executives (Spencer, 1984), while the pessimistic opinion
claims that though the actual number of women on board has been increasing,
proportionately it is still not notable (Wall Street Journal, 1986). Those of the latter
view claim that women are not an anomaly in the corporate board room as they
were just a decade ago, when only 13% of the 1350 major American companies
had a female director, while it jumped up to 41% in one year in 1987. However, the
recent picture is more surprising, showing that 85% of firms in the US have female
board members.

Itis speculated that though few rose high enough in their organisations to qualify
for service as board members, female members are still concentrated in the lower
half of the corporate pyramid (Kesner, 1988). There is an argument that female
members are put on the board merely for the sake of firm image, without concern for
women’s potential contributions. Therefore, women are unlikely to be asked to serve
on board positions as powerful as male members and to influence committees. It is
predicted that women members on the board will not be given same responsibilities
and duties as their counterparts. Kesner (1988) argued that female directors differ
from males in terms of occupation, nature, tenure and that would account for their
disproportionately lower membership on key committees.

Harrigan (1981) claimed that women’s careers are much more diverse unlike men
and less business oriented. Subsequently, this statement was supported by Loscocco
et al., (1991) and Fischer et al., (1993). Loscocco et al., (1991) concluded that
firms owned by men outperform firms owned by women in terms of profitability.
Loscocco argued that this is due to the lack of experience of women board members
in business and their lower concentration in profitable sectors. Fischer et al., (1993)
claimed that male-owned firms are able to generate more sales compared to female-
owned firms. From the above discussion it is obvious that occupation and gender
are linked. The above mentioned authors also claimed that in terms of productivity,
male-owned firms are more productive compared to female-owned firms.

Prasso (1996) argued that there is a significant difference in the way male and
female owners run and view their firms: male owners are socially more accepted
compared to female owners. Usually men are more competitive, in terms of work
efficiency, expanding their business network and firm performance, while Butner &
Moore (1997) claimed that women owners tend to focus on the long-term objectives
rather than financial performance. As a result, firms controlled by men outperform
firms controlled by women. Fasci & Valdez (1998) studied differences between
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female-owned businesses and male-owned businesses. The study found significant
differences in terms of business experience, number of employees, sales volume,
revenue and ratio of profit. There were a number of issues at work behind these
differences. According to Fasci & Valdez (1998), less experience and lesser business
tenure are resultant of all the differences mentioned above. Apart from these, due
to having less experience, women lack the networks that are important in business.

Even though women on boards are older than their male counterparts and have
a higher level of education, firms controlled by women show significantly lower
performance than male-controlled firms due to the lesser business experience of
women (Alowaihan, 2004). Subsequently, Shaw et al., (2009) argued that female
owners invest approximately one-third of the capital invested by male owners. It
significantly undercapitalises the firms. As a result, firms’ performance is lower
compared to male-owned firms. The land mark-study on gender diversity was
published by Joana et al., (2010) based on Denmark and the Netherlands. Though
the study claims that gender diverse corporate teams will help bring the global
economy back on track during economic recession due to their risk-averse attitudes,
the study reported no relationship between women’s representation in top corporate
positions and firm performance. The study concluded that though the Netherlands
imposed a law requiring 40% women on the board in 2006, it might not yet have
started to impact performance. The authors claim that it might require longer and
future study might include a longer time frame with more variables.

Subsequently, Salim (2011) examined relationships between gender diversity
and firm performance based on firms listed on the Indonesia Stock Exchange. The
study concluded that there is a negative relationship between women’s presence in
the board room and return on asset (ROA) as well as market-based performance
measure Tobin’s Q. The study concluded that female board members being negatively
associated with firm performance does not necessarily mean that women on the board
destroy shareholders’ value. The author suggests encouraging equal opportunity for
all groups of employees, including women depending on their expertise, competence
and contribution to the organisation.

Based on listed firms in Germany, Jesmin et al., (2012) examine the relationship
between gender diversity and firm performance on a time series basis which includes
data for five consecutive years. The authors conclude found a U-shaped result on the
time series data. The study reported that gender diversity at first negatively affects
firm performance and in subsequent years when the proportion of women increased
in the board room, it is associated with higher firm performance. Authors suggest
that a more gender diverse board composition will only enhance performance if
diversity is sufficiently large; they recommended it to be a critical level of 30%
women on the board, while very low levels of gender diversity might be associated
with reduced firm performance. This could be due to getting approval of decisions
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taken by female board members or they might not contribute their opinions in board
meetings.

However, there are studies which advocate on behalf of female-owned firms.
Kalleberg & Leicht (1991) argued that firms owned by women are not less successful
than firms controlled by men. The same study found that small firms owned by
men show the same performance as those owned by women. A study conducted
by Watson (2002) found that there is no significant difference in terms of financial
performance between firms owned by men and those owned by women; in fact
female-owned firms outperform male-owned firms. Apart from these, Nielsen &
Huse (2010) argued that women and men have impact on different tasks at different
extent; as a result no overall performance differences can be detected between firms
with higher and lower performance of women members in the board.

Itis believed that female board members in business are relatively less benefited.
Cuba et al., (1983) asserted that firms controlled by women are less successful
compared to male-owned firms. Looking back to the survey conducted by Wall Street
Journal in 1986 (with reference to Eagly & Carli, (2007)), it is clear that there is
an increased trend of women’s participation in managerial positions in business. It
found that in the US more than 40% of managerial positions are occupied by women
compared to 13% in 1986, while Holton, (2000) argued that in the US there is an
increased number of women taking roles on corporate boards compared to 20 years
ago. The study also claimed that in the Fortune 500, 6% women hold the highest
paid executive positions while 2% CEO positions are held by women. Locally, Afza
(2011) concluded that there are differences between corporations managed by men
and women. The study was conducted based on 182 family-owned firms listed on
Bursa Malaysia and concluded that male owners are more likely to enhance firm
performance than female owners. On the other hand, a study conducted in Pakistan,
by Mirza et al., (2012) examined gender diversity and firm performance in terms
of ROA and earnings per share (EPS). It concluded that firms having women in
top positions are negatively associated with reduced firm performance. The authors
concluded that the reasons for reduced performance included that women are
emotional, aggressive, risk averse, less confident and not well educated and there
were some invisible-barriers, which are built by society to keep women in lower
positions.

The above literature reviews lead us to mixed findings on gender diversity
and firm performance. In fact, evidence shows that women sitting on boards in
developed economies affect firm performance to a different extent compared to
developing nations. For instance, most of the studies conducted in developing
economies reported either no effect or a negative effect of female board members
on firm performance (Afza, 2011; Salim 2011; Mirza et al., 2012), whereas studies
conducted in developed economies reported both a negative and a positive effect
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of female directors on firm performance (Jesmin et al., 2012; Joana et al., 2010).
However there are similarities in both economies, most of the studies empirically
evidenced that women are risk-averse (Afza, 2011; Salim, 2011; Mirza et al., 2012,
Credit Suisse, 2012; Jesmin et al., 2012; Joana et al., 2010) as well as even a decade
ago female board members hardly had any effect on firm performance. Hence, this
study decided to investigate the effect of female board members on firm performance
in terms of EVA based on public listed firms in Malaysia. The next section contains
the sample selection and data.

SAMPLE AND DATA

This study selected 25 listed companies based on Malaysia, listed in Table 1. The
years 2008-2010 were selected which gave 75 observations for three consecutive
years. The years 2008-2010 were selected as these are latest years before releasing the
Code of Corporate governance (Revised 2012) of Malaysia. Hence, this study seeks
to explore the performance before the launch of revised code. The study employs
both financial and non-financial data with a sample of 25 listed companies and
gathered data from the Bursa Malaysia website. In this study, performance variable
EVA was largely computed based on the companies’ annual reports. Governance
and gender diversity data were also obtained from the audited financial reports.
The reason behind using annual reports for data collection is that the reports are
audited, have been published and are publicly available. In addition, data can be
accessed through the stock exchange website. Furthermore, annual reports of PLCs
are presented uniformly and data complies with Bursa Malaysia regulations and the
Companies Act 1965.

This study begins with the identification of the population of the study, which
includes the sample firms listed on the main market and second board of Bursa
Malaysia. There were 843 companies listed in the main market on Bursa Malaysia
as of 31* December 2011. From 843 companies, 32 companies are based in Sarawak
which is the biggest state in Malaysia. However, due to incomplete financial and
corporate governance data, the number of companies was reduced to 25 from 32. The
final list of the sample contains 25 PLCs for this study, and in total 75 observations
for three consecutive years. PLCs were selected because of their publicly published
annual reports which are available on Bursa Malaysia website.
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Table 1. Sector wise distribution of sample

Industry Number of Firm(s)
Cement 1
Building & Construction 9
Food & Consumable Goods 5
Glass & Ceramics 1
Manufacturing 4
Mining & Refining 3
Retailing 1
Shipping & Steel 4
Wire & Cable 2
Others 2
Total 32

Note(s): Number of observation (N) is 75. Sig. represents the significant value (2-tailed). (*) (**) indicates
that correlation is significant at the 0.05 level (2-tailed) and 0.01 level (2-tailed), respectively.

RESEARCH DESIGN

The study was designed to conduct descriptive statistics, Pearson correlation
coefficient and linear regression analysis. The following section contains the variables
measurement and hypotheses development.

Board Gender Diversity

Board gender diversity is measured in three different dimensions in this study: (1) if
there is at least one female member on the board, it is valued at one, otherwise zero;
(2) if the CEO is female, it is valued at one, otherwise zero; and (3) the proportion
of female directors on the board.

H,: There is no relationship between board gender diversity and firm performance;
H : There is a relationship between board gender diversity and firm performance.

Board Size
Board size in this study refers to the number of executive, non-executive and
independent directors serving on the board. The distinction between the roles of

inside and outside directors is significant, as both have their specific merits and
demerits. Easy access of inside directors to inside information is as significant as the
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expertise and knowledge of the outside directors in evaluating managers’ decisions
(Vincent & Peter, 2011).

Board size is a central component of the corporate governance mechanism that
affects firm performance. Recommendations on corporate governance require boards
to be comprised exclusively of non-executive directors (Cadbury Committee Report,
1992; Hampel Committee Report, 1998; OECD, 2004). The same recommendations
were also found in the revised code on corporate governance in Malaysia (2007)
as well as the Malaysian Code on Corporate Governance (2012). This is due to the
investors’ consideration that boards comprised of non-executive directors are an
important determinant of firm performance.

Though the study employed both agency and stewardship theory; it found that
agency theory is applicable to board size. Jensen & Meckling (1976) found that
separation of ownership and management is one of the features of corporations,
which is established in agency theory, as the management seem to attain control in
the firm by pursuing various activities that tend to benefit the managers but not the
owners. As a result, the board’s primary role is to safe guard shareholders’ interests
(Fama & Jensen, 1983). Therefore, agency theory states that boards comprised of a
majority of non-executive directors or outsiders tend to stick with the primary role.

Furthermore, empirical evidence of agency theory suggests that non-executive
directors with their knowledge, experience and expertise can offer advice, solidity
in business, and a green signal when the firm is doing well (Chamsy & Patrick,
2006). Apart from this, non-executive directors play a significant role in supporting
shareholders, while controlling the board for tendering offers, hostile takeovers, poison
pills, as well as reducing possible fraud in financial statements (Byrd & Hickman,
1992; Beasley, 1996). Byrd & Hickman (1992) found a positive relationship between
board size and firm performance, as outsiders are better monitors which can help in
reducing fraud while insiders have inside information on the firm which is helpful
in firm decision making.

On the other hand, stewardship theory is based on the concept that management
are intrinsically trustworthy, are not keen on misappropriation of the organisation’s
resources (Donaldson & Davis, 1991), while Donaldson & Preston (1995) found
that good stewards (managers) in corporations work assiduously aiming to achieve
a higher level of profitability and return on the shareholders’ investment. Moreover,
solicitors of stewardship theory claim that higher firm performance is linked to
a majority of executive directors as they have better knowledge of the business
compared to non-executive directors. Hence, executive directors work to maximize
the return on shareholders’ investment (Donaldson & Devis, 1994). Therefore, there
is aminimum agency cost, due to the trustworthiness of executive directors and that
they are unlikely to deteriorate shareholders’ return (Donaldson & Devis, 1994) and
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stewardship theory proposes the board to be comprised of a majority of executive
directors in order to make effective decisions.

Accordingly, executive directors also tend to have a positive effect on firm
performance, as they possess inside knowledge and information on the company
operation. Insider directors add value to the firm by engaging themselves such
activities as are likely to reduce the risk shareholders face. As a result, it reduces
the firms cost of capital and increases market value and confidence because of their
reputation. All these are possible as the executive directors’ work as arbiters in
disagreements among internal managers, reducing firms’ risk by monitoring various
selection processes as for managers and CEOs. And from this, it is suggested that
if the board is comprised of a majority of executive directors, the firm is likely to
have higher profitability (Donaldson & Devis, 1994). However, board insiders and
outsiders comprise the whole board and the Malaysian code on corporate governance
states that the board should examine its size determining the impact of the number
upon its effectiveness. From this statement it is obvious that corporate governance
suggests firms have a board with a balance of executive and non-executive directors.
To be effective, boards should be of moderate size, neither too big nor too small.
From the empirical study, it has been found that the board should have eight or ten
members (Jensen, 1993; Lipton & Lorsch, 1992; Abdullah, 2004; MSWG-NUBS,
2007).

The previously held literature review was mixed on board size and firm
performance. According to the theories discussed above and corporate governance,
board size might either be positively linked or not linked with firm performance.
Both sides are empirically argued in this study. The relationship between board
size and firm performance has been reported by a number of studies previously,
and according to the arguments stated in this study, there are mixed findings on
both executive and non-executive directors and firm performance. Hence, the study
measured board size as the number of executive and non-executive directors on the
board and suggests the following hypotheses:

H,: there is no relationship between board size and firm performance;
H,: there is a relationship between board size and firm performance.

MEASURING FIRM PERFORMANCE

Ratios are widely used around the world as well as in Malaysia. However, ratios
are not able to measure and capture the economic profit as well as value created
on shareholders’ investment (Abdullah, 2004). In fact, Issham (2011) claims that
Malaysia is suffering from having a suitable performance measurement tool which
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can help investors assess the value created on their investment. Given this, the study
has been inspired to employ a value-based performance measurement tool for this
study, hence selected EVA for this study.

This study measured the economic profit of Sarawak-based public listed companies.
EVA is “a measurement of the true economic profit generated by a firm” (Sharma
& Kumar, 2010; Stewart, 1994 p. 73) and is calculated by comparing a firm’s
net operating profit after tax (NOPAT) to the total cost of all its forms of capital
including debt. If NOPAT exceeds the cost of capital, it gives a positive EVA and
vice Versa. The word capital includes all the assets invested in the firm taking into
consideration the deduction of the current liabilities which are not entitled to any
interest from those assets and the equity.

This study employs two methods. Firstly, proposed study will calculate the
EVA of selected public listed companies in Malaysia. Adjustments will be made
on financial data (Stewart, 1991). Though 164 adjustments are suggested, only
15-25 are adjusted due to lack of information and data availability. The number of
adjustments is as few as five in real life business (Mouritsen, 1998; Stern, Stewart &
Chew, 1997; Young, 1997). In fact, depending on the industry in which the firm is
operating, firms might not be required to make any adjustment in calculating EVA
(Hoque et al., 2004). However, this study intends to make as many adjustments as
possible based on data availability at the time.

This study used the model proposed by Stewart (1991) to calculate EVA2. The
proposed model is as follows:

EVA = NOPAT - (WACC x Invested Capital) (D)

WACC stands for weighted average cost of capital. Capital charges are calculated
by multiplying the cost of debt and the cost of equity with companies’ invested
capital. This generates unadjusted form; EVA is equivalent to what is generated by
subtracting the cost of capital from net income and that is called economic profit
which is residual income from an accountant’s perspective (Young, 1997). The only
difference between EVA and residual income is the accounting adjustments based on
company’s generally accepted accounting principles based on financial statements.

EVA FORMULA AND CALCULATION

Stewart (1991) stated that EVA is the deduction of cost of capital from NOPAT. In
this calculation, firms are required to make as many adjustments as possible based
on the accounting figures from financial statements. The EVA model proposed by
Stewart (1991) requires following number of steps in order to figure out EVA:
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Gathering Required Data

EVA is calculated based on the financial data of firms where income statements,
balance sheets, cash flow statement and other financial notes are available. All the
annual reports were collected from the Bursa Malaysia website. A total of 32 selected
PLCs were taken as a sample based on Sarawak.

Adjustment and NOPAT

NOPAT is a measure of the company’s operating profit. However, before arriving at
NOPAT, it requires making as many adjustments as possible on accounting figures
based on data availability (Young, 1997). Therefore, this study made adjustments on
depreciation, interest expense, and goodwill. NOPAT is also called earnings before
interest and tax (EBIT). Operating income is calculated by subtracting all operating
expenses (cost of sales, selling, general and administrative expenses) from sales.
Finally, deducting tax from EBIT, generates NOPAT (Yahaya & Mahmood, 2011).

Invested Capital

Invested capital is the sum of money invested in a firm. There is more than one
approach proposed in calculating invested capital (Young & O’Byrne, 2001).
However, this study used the formula proposed by Young & O’Byrne (2001) as
follows in order to calculate invested capital.

Invested capital = total debt (short-term debt + long-term debt) + total equity
2)

Cost of Debt

EVA requires calculation of cost of debt in order to consider the tax benefit of debt®.
The study stated that the portion of interest is exposed in an income statement and
subtracted from taxable income before tax liability is calculated, whereas cost of
debt is calculated on an after tax basis and cost of equity is calculated on a before
tax basis.

A recent study argued that the determination of cost of capital should be based on
marginal borrowing rate. However, in real life, it is difficult to identify the marginal
rate as firms generate debts from more than one source for different purposes with
different interest rates. This is because the firm might have good relations with the
lenders or banks, who are willing to issue loans on lower interest charges. Therefore,

146

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Gender Diversity

in order to make the calculation more realistic this study has decided to find the
average interest rate for each company based on their different terms of loan.

Cost of debt (K ) = average interest rate * (1 — Tax) 3)

Cost of Equity Capital

Stewart (1991) asserted thatinvestmentin firms has opportunity cost that shareholders
forgo by making investment and the opportunity cost is represented by cost of
capital. Measuring cost of capital is relatively difficult as there are arguments against
and for cost of capital. However, Roztocki & Needy (2008) proposed a formula in
calculation of cost of capital, the formula as below:

Cost of capital (K ) = Risk free rate + Risk premium...........c.cocoovinininininininnn.

Risk free rate is defined as return and risk models, in finance start off with an asset.
Risk free rate is nothing but the investors expect the return on that asset investment.
However, there is always risk on investment; either it is low or comparatively more.
Expected returns on risky investment are measured as relatively risk free rate based
on the expected risk premium that is added to the risk free rate. The variance in
actual returns and the expected returns are used for the view of risk in finance.

However, only government possesses the control on the currency printing, hence
thatis the only security bonds those have chance of being risk free. Liebenberg (2004)
suggested the average return on government security for risk free rate. Therefore, this
study employed interest rates of treasury bills issued by the bank Negara Malaysia
in order to determine the risk free rate.

Risk premium reflects the risk which results from investing in the equity of a
firm. Roztocki & Needy (2010) stated the level of risk a company can bear depends
on the ability to repay their current liability. The term current liability was used
because, long-term debt may not be the concern as firms can finance for long-term
liability through various sources. However, for short-term debts cash flow is the
source to repay. Therefore, the level of risk premium a firm can bear depends on
their net cash held at the end of the year to repay their debt. Roztocki & Needy
(2010) suggested several risk premium ranges depending on investment risk which
are tabulated in Table 2.

The fluctuation of cash flow is estimated by looking at the result of the cash
and cash equivalents held at year end. According to Roztecki & Needy (2010),
investment bears extremely low risk and suggested risk premium is 6 per cent or less
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Table 2. Risk premium range

Risk Premium Range Investment Risk

Extremely low risk, established profitable company with extremely stable cash

6% and less flows

Low risk, established profitable company with relatively low fluctuation in
6% - 12%

cash flows

Moderate risk, established profitable company with moderate fluctuation in
12%-18%

cash flows
18% and above High business risk

Source: Rozkocki & Needy (2010)

for that specific company, if the cash flow of the company is extremely stable. The
company which has low fluctuations in cash flow is categorised as a risk premium
level in between 6% and 12%. Accordingly, the company that possesses moderate
fluctuation in cash flow has been labelled between 12% and 18% of risk premium.
Finally, the riskier investment with vulnerable cash flow has been categorised as
the high business risk premium with 18% and above.

Cost of Capital

Sharma & Kumar (2010) argued that if the firms are unable to identify the true
cost of capital, they actually destroy value, as they generate less than the total cost
of capital. In real life, firms usually do not realise the true cost of capital. Firms,
employing traditional performance measures, are healthy in terms of profitability,
as they fail to measure costs of capital. However in reality, those firms are unlikely
to create value for shareholders’ investment. The most common two types of capital
employed by firms are borrowed loan and equity. The cost of borrowed loans is the
interest charged on those loans provided by the lenders, whereas equity capital is
provided by shareholders (Yahaya & Mahmood, 2011).
Therefore, this study used the following formula to calculate WACC:

WACC = [K, x Debt/ (Debt + Equity)] + [K, x Equity/ (Debt + Equity)]........

EVA

EVA results are interpreted according to Stewart (1991)
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EVA> 0

This term depicts that return on invested capital is higher than the cost of capital.
In other words a firm has created true profit leading to increase in shareholder value.

EVA <0

On the other hand, the above term presents that return on invested capital is lower
than the cost of capital. In other words, firms who generated less EVA than the cost
of capital created negative true profit for and hence destroyed shareholders’ wealth.

REGRESSION MODEL

This study developed the following regression model to examine the association
between gender diversity, board size and firm performance:

EVA = B, + p,FCEO + B,FPRO + $,GDIV + ,BSIZ + € (2)

Where:
EVA = economic value added;
FCEO = if the CEO is female, it is valued at one, otherwise O;
FPRO = number of female board members/total board of directors on the board;
GDIV =ifatleast one female directoris on the board itis valued at one, otherwise O;
BSIX = number of members on the board.

Descriptive Statistics

Table 3 depicts descriptive statistics results for the variables employed in this
study. The mean EVA is 3.5% of total invested capital. Results show that the mean
proportion of female CEOs is 7% which indicates that on average 7% listed firms
possess female CEO in Malaysia. Accordingly the mean proportion of women on
boards is 9% which states that there is a presence of 9% female directors on the
boards of public listed firms in Malaysia. On the other hand, 56% public listed firms
have female directors on their boards which are quite notable. Average board size
in Malaysia is 8.77, which represents a moderate board size and hence is consistent
with empirical suggestions.
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Pearson Correlation Coefficient

Table 3. Descriptive statistics

Minimum Maximum Mean Std. Deviation
Female CEO 0.00 1.00 0.07 0.25
11: re(i’;lr‘iion 0.00 0.33 0.09 0.10
Gender diversity 0.00 1.00 0.56 0.50
Board size 4.00 14.00 8.77 2.44
EVA -0.89 0.35 .035 0.15
Note: Number of observation (N) is 75.

Pearson correlation coefficient was applied in this study to indicate the relationship
between independent variables (board gender diversity and board size) and dependent
variable (EVA). There is a perfect positive linear relationship, when the r value is
at the level of +0.01. On the other hand, there is a negative relationship between
variables, if the r value is at the level of -0.05. However, in this study there is also
a positive relationship between variables, when the r value is at the level of +0.05.
In statistics, one-tailed test is specified as that in which the critical area of a
distribution is one-sided, or in other words it is either higher than or lesser than a
certain value, but does not specify both sides. If the tested sample results in a one-
sided critical area, the alternative hypothesis is accepted instead of the null hypothesis.
On the other hand, two-tailed test refers to a critical area of a distribution which is
two-sided and tests whether a sample is either higher than or lesser than a certain
range of values (Wayne et al., 1997; Robert, 1998). The hypotheses in this study are
also developed in two-sided critical areas of distribution in which itis tested whether
the sample is either greater or lesser than the certain range of values. Hence, this
study employed two-tailed significance analysis to test the hypotheses developed.
Table 4 shows Pearson correlation coefficient for all the variables employed in this
study, where it examined the association between governance variables (independent
variables) and performance variable (dependent variable). Table 4 presents the
overall correlations for three consecutive years; where the correlations were low,
there are number of statistically significant relationships found in this examination.
The result shows that the female CEO was not significantly correlated with
performance variable EVA over the years, but there was a significant relationship
between female CEO and board size, proportion of female board members as well
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Table 4. Pearson correlations coefficient

Correlation (Sig.)
FCEO GDIV FPRO BSIZ EVA
FCEO 1.00
GDIV 0.24%* (0.04)
FPRO 0.41°* (0.000) 0.751** (0.000) 1.00
BSIZ -0.416** (0.000) 0.083 (0.477) -0.246* (0.033) 1.00
EVA -0.027 (0.820) -0.052 (0.656) -0.100 (0.394) 0.239%* (0.039) 1.00

as gender diversity, r = -0.416, p (two-tailed) < 0.01, r = 0.411, p (two-tailed) <
0.01, and r = 0.237, p (two-tailed) < 0.05 respectively. From the results it appears
that there is a significant negative association between female CEO and board size
and the rest are having positive relationship with female CEQ.

On the other hand, gender diversity is significantly correlated with proportion
of female board members. The significant correlation shows that r = 0.751, p (two-
tailed) <0.01 level. But the result does not show any association with performance
variable. Third independent variable, proportion of female board member is also
not association firm performance EVA, while it is negatively associated with board
size at the level of r = -0.246, p (two-tailed) < 0.05. The only independent variable
positively associated with firm performance is board size. The result shows significant
positive relationship between board size and EVA, r = 0.239, p (two-tailed) <0.05.

LINEAR REGRESSION ANALYSIS

Table 5 shows the summary of Linear Regression which has been conducted based
on the study results between gender diversity, board size (independent variables)
and EVA (Dependent Variable). An examination of t-value indicates governance
mechanisms’ contribution to the prediction of firm performance (Coakes & Steed,
2003). In other words, t-values predict the level of contribution will be held on
performance (EVA) by governance mechanisms (gender diversity and board size).
The contribution level is shown in Table 5. On the other hand, beta (b) value in
unstandardized and standardized coefficients is a measure of how strongly each
predictor variable (governance mechanism) influences the criterion variable (firm
performance) (Brace et al., 2006; Field, 2009). For instance, in Table 5 b of board
is 1.8 per cent states that a change of one standard deviation in the board size
will result in a change of 1.8 per cent standard deviation in the firm performance.
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Hence, a higher b value indicates a greater impact of the independent variable on
the dependent variable.

Table 5. Coefficients

Unstandardized Coefficients t Sig.
B Std. Error Beta
(Constant) -0.112 0.077 -1.453 0.151
Female CEO 0.072 0.080 0.121 0.899 0.372
Female Proportion 0.013 0.306 0.009 0.043 0.966
Gender Diversity -0.033 0.057 -0.113 -0.587 0.559
Board Size 0.018 0.008 0.301 2.164 0.034
R Square 0.074
Adjusted R Square 0.021
F- Value 1.390
Sig. F 0.246

Note: Dependent Variable is EVA

RESULTS

Itlogically follows that if a variable significantly predicts an outcome, then it should
have a b- value significantly different from zero (Field, 2009). The author further
states that it is significant when the result gains confidence in the hypothesis that the
value of b is significantly different from 0 and that the predictor variable contributes
significantly to the test ability to estimate values of the outcome.

From the result analysis, the model of the study was found to be statistically
significant at the level of 5% (p <0.05). According to Table 4, Regression results
found on dependent and independent variables (EVA and gender diversity, board
size) were not significantly correlated except for board size. From Table 4, it can
be seen that not all variables are strongly related to each other. At a given time,
board size and firm performance were shown to be significantly correlated, while
other variables (female CEO, gender diversity and female proportion) were seen to
have no relationship with EVA, based on the results neither were all the alternative
hypotheses accepted nor all the null hypotheses rejected.

For instance, if there is an increase in the number of directors on the board, this
might reflect positively on EVA in 1.8 per cent. In other words, by the introduction
of an additional member on the board, EVA will increase by 1.8 per cent at the year
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end. However, none of the other variables are correlated with firm performance. The
significance level is 3.4 per cent between board size and EVA. This represents that
thereis asignificantrelationship between board size and firm performance. Therefore,
the study rejected null hypothesis and accepted the alternative hypothesis (H2).

DISCUSSION

The results found in this study reported no significant relation between gender
diversity and firm performance in Malaysia. Accordingly, there has been very limited
research conducted on this issue in Malaysia or in other developing economies,
which results in very limited evidence to support the findings. This study reported
that gender diversity, female CEO as well as proportion of female board members
do not have any influence on value-based firm performance EVA. This finding is
consistent with earlier studies conducted by Loscocco et al., (1991), Fischer et al.,
(1993), Prasso (1996), Butner & Moore (1997), Fasci & Valdez (1998), Alowaihan,
(2004), and Shaw et al., (2009).

Harrigan (1981) concluded that women are unable to influence firm performance
duetotheirdiverse career path, while Loscocco et al., (1991) and Fischer et al., (1993)
added that lack of experience in business and lesser concentration on the profitable
sectors are also the reason for women being less successful in business compared
to men. Alowaihan (2004) also blamed lack of business experience among women
for holding them back in making decisions that could influence firm performance.
However, Shaw et al., (2009) summarised that female owners invest less compared
to their male counter-parts, and such investment undercapitalises firms, which holds
back firm growth as well as firm performance.

In contrast, Nielsen & Huse (2010) concluded that there is no difference
between-male and female-owned firm performance, which contradicts findings
in this study. Authors claimed that this is due to women and men having impact
on different tasks at different extents among multiple tasks; as a result no overall
performance differences can be detected between firms higher for women members
on the board. Accordingly, Salim (2011) reported a negative relationship between
women’s presence in the board room and return on asset (ROA) as well as market-
based performance measure Tobin’s Q. A similar result has been found in Pakistan
by Mirza et al., (2012). The authors blamed this on the fact that women are more
emotional, aggressive, risk averse, less confident and not well educated and some
invisible barriers, which are built by society to keep women in lower positions.

On the other hand, Joana ef al., (2010) reported no relationship between board
gender diversity and firm performance, which is consistent with this study. Similarly
Afza(2011) concluded that male owners are more likely to enhance firm performance
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than female owners in Malaysia. Hence, this study accepts the null hypothesis which
states that there is no relationship between gender diversity and firm performance.
However, the study found a significant relationship between board size and firm
performance.

Results from descriptive statistics and Pearson Correlation Coefficient analysis
reported a significant positive relationship between board size and firm performance
in Malaysia by public listed companies. Quite a number of studies have indicated that
board size has a positive influence on firm performance. Yermack (1996) reported
thatboard size leads to effective performance. Dalton et al., (1999) acknowledged that
board size and firm size are correlated and board size is related to firm performance
(Kiel & Nickolson, 2003). Agency theory suggests larger firms require bigger boards
in order to control and monitor the actions taken by management. There have been
some suggestions on the number of member that should be on the board. According
toJensen (1993), an optimal limit should be around eight directors, while previously
Lipton & Lorsch (1992) recommended the maximum number of board members
should be ten, due to the perception that interference by a higher greater number
of board members with group dynamics may hinder performance. This leads to
minimized agency costs and increased performance. The results showed that the
majority of the firms had experienced positive EVA hence leading to enhanced
shareholders’ value (Abdullah et al., 2012).

However, there is a claim that a larger board is more effective in solving problems
with the expertise of its members, which was supported by Haleblian & Finklestein
(1993); they reported that a larger board is more beneficial as it can provide more
information and knowledge in critical situations in order to solve problems. The
finding is consistent with results in this study on board size and firm performance.
Mir & Souad (2008) also found a positive and significant relationship between board
size and value-based performance measure EVA, where the researchers claimed that
board members’ expertise has a big impact on firm performance which is reflected
through positive EVA.

There are also some studies to the contrary which found no relationship between
board size and firm performance. Aggarwal et al, (2007) found no evidence to
support board size having an effect on firm performance. Accordingly, a larger
board may lead to more conflicts of interest in arriving at a decision and research
claims that there is an ideal board size, exceeding which leads to decreased firm
value (Jensen, 1993). These findings are consistent with the results found in this
study, as the mean board size is 8.77.

Abdullah’s (2004) study which favours large board size also found that board
size is positively associated with firm performance, where Sulong & Nor (2009)
concluded that larger boards are effective in oversight duties relative to small boards
and are capable of monitoring the actions of top management. Therefore, it can be
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concluded that higher profitability for firms in Malaysia is due to better management
which is the result of better monitoring of boards; hence this study accepts the
alternative hypothesis rejecting the null hypothesis.

CONCLUSION

Female board directors influencing firm performance have gained a huge amount
of attention recently. However, most of the empirical evidence reported that women
are more risk-averse, extra careful in making investment decisions and lack business
experience affecting their capability of decision making, which is less likely to have
an effect on firm performance as has been found in this study. From the results found
in this study based on gender diversity and EVA, the study concludes that there is
no relationship between female board members and firm performance in Malaysia,
which is consistent with past research. The study identifies some reasons notably the
lower proportion of female board members, risk-averseness, making lesser investment
as well as the views towards women in society. Hence, it is hard to decide whether
gender diversity is an issue to be concerned with or not, as there are a number of
issues work behind the finding. However, the study suggests further research is
necessary with a larger sample size for longer period of time, which might give a
different picture as the number of female board members is increasing day by day.

REFERENCES

Abdullah, A. M., Entebang, H., Shazali, A., & Qaiser, R. Y. (2012). Financial
performance of public listed companies in Sarawak. Paper presented at the
postgraduate conference on social science and humanities, Kuching.

Abdullah, S. N. (2004). Board composition, CEO duality and performance
among Malaysian listed companies. Corporate Governance, 4(4), 47-61.
doi:10.1108/14720700410558871

Afza, N. A. (2011). The Effect of owner’s gender and age to firm performance: A
review on Malaysian public listed family businesses. Journal of Global Business
and Economics, 2(1), 104-116.

Aggarwal, R., Erel, 1., Stulz, R. M., & Williamson, R. G. (2007). Do U.S. firms
have the best corporate governance? A cross country examination of the relation
between corporate governance and shareholder wealth. Fisher College of Business
working paper no. 2006-03-06.

155

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Gender Diversity

Alowaihan, A. K. (2004). Gender and business performance of Kuwaiti small firms:
A comparative approach. International Journal of Commerce and Management,
14(3/4), 69-82. doi:10.1108/10569210480000185

Beasley, M. S. (1996). An empirical analysis of the relation between the board of
director composition and financial statement fraud. The Accounting Review, 71,
443-465.

Brace, N., Kemp, R., & Snelgar, R. (2006). SPSS for Psychologists. Palgrave
Macmillan.

Butner, E. H., & Moore, D. P. (1997). Women’s organizational exodus to
entrepreneurship: Self-reported motivations and correlates with success. Journal
of Small Business Management, 35(1), 34-46.

Byrd, J. W., & Hickman, K. A. (1992). Do outside directors monitor managers?
Evidence from tender offer bids. Journal of Financial Economics, 32(2), 195-222.
doi:10.1016/0304-405X(92)90018-S

Cadbury, A. (1992), Report on the Committee on the Financial Aspects of Corporate
Governance. Gee.

Chamsy, O., & Patrick, H. (2006). Critical theories of globalization. Palgrave
Machmillan.

Coakes, J. S., & Steed, G. L. (2003). SPSS Analysis without Anguish. John Wiley
& Sons Australia Ltd.

Cuba, R., Decenzo, D., & Anish, A. (1983). Management practices of successful
female business owners. American Journal of Small Business, 2(8), 40—46.
doi:10.1177/104225878300800208

Dalton, D. R., Daily, C. M., Johnson, J. L., & Ellstrand, A. E. (1999). Number of
directors and financial performance: A meta analysis. Academy of Management
Journal, 42, 674-686.

Donaldson, L., & Davis, J. (1991). Stewardship theory or agency theory: CEO
governance and shareholder returns. Australian Journal of Management, 16(1),
49-64. doi:10.1177/031289629101600103

Donaldson, L., & Davis, J. (1994). Board and company performance: Research
challenges the conventional wisdom. Corporate Governance, 2(3), 151-160.
doi:10.1111/}.1467-8683.1994.tb00071.x

156

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Gender Diversity

Donaldson, T., & Preston, L. (1995). The stakeholder theory of the corporation:
Concepts, evidence, and implications. Academy of Management Review, 20(1),
65-91. doi:10.5465/amr.1995.9503271992

Eagly, A. H., & Carli, L. L. (2007). Women and the labyrinth of leadership. Harvard
Business Review, 1-2. PMID:17886484

Elgart, L. D. (1983). Women on Fortune 500 Boards. California Management
Review, 24(4), 121-127. doi:10.2307/41165036

Fama, E. F., & Jenson, M. (1983). Separation of ownership and control. The Journal
of Law & Economics, 26(2), 301-325. doi:10.1086/467037

Fasci, M. A., & Valdez, J. (1998). A performance contrast of male and female owned
small accounting practices. Journal of Small Business Management, 36(3), 1-7.

Ferguson, A. M., Heritage, T., Jonathon, P., Pack, S. E., Philips, S., Ragon, J., &
Snaith, P. J. (1997). EVA: A new theoretically based molecular descriptor for use
in QSAR/QSPR analysis. Journal of Computer-Aided Molecular Design, 11(2),
143-152. doi:10.1023/A:1008026308790 PMID:9089432

Fiend, A. (2009). Discovering statistics using SPSS. Sage.

Fischer, E. M., Reuber, A. R., & Dyke, L. S. (1993). A theoretical review and
extension of research on sex, gender, and entrepreneurship. Journal of Business
Venturing, 8(3), 151-168. doi:10.1016/0883-9026(93)90017-Y

Haleblian, J., & Finkelstein, S. (1993). Top management team size, CEO dominance
and firm performance: The moderating roles of environmental turbulence and
discretion. Academy of Management Journal, 36(4), 844—863.

Harrigan, K. R. (1981). Numbers and positions of women elected to corporate
boards. Academy of Management Journal, 24, 619-625.

Heidrick & Struggles, Inc. (1986). The Changing board. Heidrick & Struggles Inc.

Herzberg, M. M. (1998). Implementing EBO/EVA analysis in stock selection.
Journal of Investing, 7(1), 45-53. doi:10.3905/j0i1.1998.408447

Issham, I. (2011). Company performance in Malaysia after the 1997 economic crisis:
Using Economic Value Added (EVA) as a predictor. African Journal of Business
Management, 5(7), 3012-3018.

157

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Gender Diversity

Issham, I., Samad, A. M. F., Siew, Y. H., Kamil, A. A., & Ayub, M. A. (2008).
Economic value added (EVA) as a performance measurement for GLCs vs Non-
GLCs: Evidence from Bursa Malaysia. Prague Economic Papers, 3(2), 168-179.
doi:10.18267/j.pep.328

Jasmin, J., Kerstin, P., & Karin, V. (2010). Gender diversity in the boardroom and
firm performance: What exactly constitutes a critical mass? Retrieved from https://
papers.ssrn.com/sol3/papers.cfm?abstract_id=2009234

Jensen, M. C. (1993). The Modern Industrial Revolution, Exit, and the Failure of
Internal Control Systems. The Journal of Finance, 48, 831-880.

Jensen, M. C., & Meckling, W. H. (1976). Theory of Firm: Managerial behaviour,
agency costs and ownership structure. Journal of Financial Economics, 3(4), 305-350.
doi:10.1016/0304-405X(76)90026-X

Joana M., Janneke P., & Chantal R., (2010). Gender diversity and firm performance:
Evidence from Dutch and Danish boardrooms. Tjalling C. Koopmans Research
Institute, Discussion paper series no. 10-03.

Kalleberg, A., & Leicht, K. (1991). Gender and organizational performance:
Determinants of small business survival and success. Academy of Management
Journal, 34(1), 136-161.

Kesner, 1. F. (1988). Directors’ characteristics and committee membership: An
investigation of type, occupation, tenure, and gender. Academy of Management
Journal, 31(1), 66—-84.

Kiel, G.C., & Nicholson, G.J. (2003). Board composition and corporate performance:
How the Australian experience informs contrasting theories of corporate governance.
Corporate Governance, 11(3), 189-205. doi:10.1111/1467-8683.00318

Knight, J. A. (1998). Value based management: Developing a systematic approach
to creating shareholder value. McGraw-Hill.

Lipton, M., & Lorsch, J. W. (1992). A modest proposal for improved corporate
governance. Business Lawyer, 48(53), 89-77.

Loscocco, K. A., Robinson, J., Hall, R. H., & Allen, J. K. (1991). Gender and small
business success: An inquiry into women’s relative disadvantage. Social Forces,
70(1), 65-85. doi:10.2307/2580062

Madden, B. J. (1999). CFROI valuation: A total system approach to valuing the
firm. Butterworth-Heinemann.

158

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Gender Diversity

Minority Shareholder Watchdog Group and Nottingham University Business School
Corporate Governance Survey Report. (2007). Minority Shareholder Group.

Mir, A. E., & Souad, S. (2008). Corporate governance and the relationship
between EVA and created shareholder value. Corporate Governance, 8(1), 46-58.
doi:10.1108/14720700810853392

Mirza, H. H., Shahid, M., Sumaira, A., & Farzana, R. (2012). Gender diversity and
firm performance: Evidence from Pakistan. Journal of Social and development.
The Sciences, 3(5), 161-166.

Nielsen, S., & Huse, M. (2010). The contribution of women on boards of directors:
Going beyond the surface. Corporate Governance, 18(2), 136-148. doi:10.1111/
j-1467-8683.2010.00784.x

Prasso, S. (1996). Poll: Women in office, not offices. The Commercial Appeal, TB.

Ramana, V. D. (2004). Market value added and economic value added: Some
empirical evidences. Retrieved from https://papers.ssrn.com/sol3/papers.
cfm?abstract_id=871404

Robert, G. N. (1998). Two-sided confidence intervals for the single proportion:
Comparison of seven methods. Statistics in Medicine, 17, 857-872.

Salim, D. (2011). Board diversity and firm performance: The Indonesian evidence.
Corporate Ownership and Control, 8, 1-39.

Shaw, E., Marlow, S., Lam, W., & Carter, S. (2009). Gender and entrepreneurial
capital: Implications for firm performance. International Journal of Gender and
Entrepreneurship, 1(1), 25—41. doi:10.1108/17566260910942327

Silverman, I. H. (2010). Valuing technology stocks with EVA: A bridge too far?
Journal of Business Case Studies, 6(2), 9-20. doi:10.19030/jbcs.v6i2.863

Spencer, G. (1984). Female executives foresee gains. Best of Business, 6(2), 49.

Stewart, G. B. (1991). The Quest for Value: A Guide for Senior Managers. Harper
Business.

Suisse, C. (2012). Gender diversity and corporate performance. Retrieved from
https://infocus.creditsuisse.com/data/_product_documents/_shop/360145/csri_
gender_diversity_and_corporate_performance.pdf

Sulong, Z., & Nor, M. F. (2009). The effective of corporate governance mechanisms
in Malaysian listed firms: A panel data Analysis. Paper presented at the meeting of
11th MFA 2009, Bayiew Breach Resort, Penang.

159

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use


https://infocus.creditsuisse.com/data/_product_documents/_shop/360145/csri_gender_diversity_and_corporate_performance.pdf
https://infocus.creditsuisse.com/data/_product_documents/_shop/360145/csri_gender_diversity_and_corporate_performance.pdf

EBSCChost -

Gender Diversity

Vance, S. C. (1983). Corporate leadership: Boards, directors, and strategy. McGraw-
Hill Book Co.

Vincent, O., & Peter, O. (2011). Effects of selected corporate governance
characteristics on firm performance: Empirical evidence from Kenya. International
Journal of Economics and Finance Issues, 1(3), 99-122.

Wall Street Journal. (1986, Mar. 24). The board game: More women are becoming
directors but it’s still a token situation. Wall Street Journal, p. 29D.

Watson, J. (2002). Comparing the performance of Male and female controlled
businesses: Relating outputs to inputs. Entrepreneurship Theory and Practice, 26(3),
91-100. doi:10.1177/104225870202600306

Wayne, C. D., Joseph, L. P., Joseph, R. S., Richard, D. T., Reich, T., Michael, V., &
Marcus, E. R. (1997). Subgedual prefrontal cortex abnormalities in mood disorders.
Letters to Nature, 386(6627), 824—-827. doi:10.1038/386824a0

Worthington, A. C., & West, T. (2001). Economic value-added: A review of the
theoretical and empirical literature. Asian Review of Accounting, 9(1), 67-86.
doi:10.1108/eb060736

Yermack, D. (1996). Higher market valuation of companies with a small board
of directors. Journal of Financial Economics, 40(2), 185-211. doi:10.1016/0304-
405X(95)00844-5

Young, D. (1997). Economic value added: A primer for European managers. European
Management Journal, 15(4), 335-343. doi:10.1016/S0263-2373(97)00014-5

ENDNOTES

! For instance, Elgart (1983), Wall Street Journal (1986), Heidrick & Struggles
(1986), Vance (1983), Salim (2011), Jesmin (2010), and Credit Suisse (2012).
Previously this model has been supported by Young (1997), Issham et al.
(2008) and Silverman (2010).

3 Refer to the study of Hall & Geyser (2004).

160

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

161

Chapter 8

Governance Practices
and CEO Hubris:

An ltalian Banking Case

Paola Ferretti
University of Pisa, Italy

Cristina Gonnella
University of Pisa, Italy

ABSTRACT

This chapter analyzes the connection between CEO hubris and corporate governance
contingencies, including a case study of an Italian bank for which the state of
financial distress shall be linkable also to bad governance. The main objective is
to verify whether, in presence of hubristic CEO, the internal control mechanisms,
set to ensure the board vigilance and limit the overconfidence of the leader, are
implemented, and if so, whether such mechanisms, even when formally respected,
may be not so appropriate to guarantee a good governance. Particularly, the
existence of a CEO hubris could neutralize their positive expected balancing effects
on the power dynamics between CEO and board, such as to give prevalence to
substance over form. Therefore, it may occur that some governance mechanisms
(e.g., independence, non-duality), even if formally implemented, are unable to stem
the managerial entrenchment of the CEO, who succeeds in enhancing immoderately
his substantial power in the decision-making process.

DOI: 10.4018/978-1-7998-6669-5.ch008

Copyright © 2021, IGI Global. Copying or distributing in print or electronic forms without written permission of IGI Global is prohibited.

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Governance Practices and CEO Hubris
INTRODUCTION

The many calls for banks’ sound internal governance as one of the fundamental drivers
for achieving institutions stability underline the relevance of corporate governance
issues, whichrecently receive increased attention from scholars as well as international
authorities (e.g., EBA, 2017). In the wake of such scenario of growing interest, and
considering the various perspectives of analysis of corporate governance of banks,
the authors decided to focus their attention on the CEO psychological pattern
attributable to hubris, trying to understand whether such pattern could enable the
CEO to strengthen immoderately his power, thereby weakening the effectiveness
of board vigilance mechanisms, set to contribute to the protection of the decision
process from a CEO hubris, and, ultimately, to a sound and prudent management.

The concept of hubris, defined originally by studies in mythology as the
disproportionate, blind and arrogant presumption of man in the face of the
unsurpassable limits decreed by the gods (Cantarella, 2002; Cerinotti, 2018; Cipolla,
2011; Graves, 2014), has been progressively extended to other disciplines, such
as the economic and financial one (Hayward & Hambrick, 1997; Malmendier &
Tate, 2008; Roll, 1986). Within the latter line of research and focusing particularly
on the connection with the role of the CEO, the existing literature (Brennan &
Conroy, 2013; Petit & Bollaert, 2012) identifies the presuppositions of hubris, on
one side, with overconfidence together with narcissism, and on the other side, with
CEO substantial power. It becomes therefore crucial to understand the essence of
hubris from a strictly managerial perspective, and whether it could negatively affect
the managerial procedures, among which the governance practices cover a role of
primary importance.

In order to give a contribution to this debate, this study analyzes the complex
question of hubris, in terms of definition and conceptualization (e.g., it is almost
frequent the overlapping with overconfidence and narcissism), as well as in connection
with some corporate governance contingencies (e.g., independence of directors,
non-duality, ownership). Then, the authors examine such issues considering a case
study of an Italian bank for which the financial distress may be linkable also to its
inadequate governance. The focus on the banking sector is explained in the light of
the above-mentioned interest for internal governance matters, currently increasing
also in response to the global financial crisis. Additionally, the limited number of
studies on CEO hubris within the banking sector (Brennan & Conroy, 2013; Lawrence
et al., 2011; Wray, 2016) calls for further investigation, in respect of which this
study intends give a contribution. Particularly, the case study undertakes to verify
the existence of hubristic traits in the CEO of an Italian bank, in order to answer
the research question: “Is there evidence of CEO hubris?”. Secondly, it attempts
to examine the presence of board vigilance mechanisms, that literature suggests as

162

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Governance Practices and CEO Hubris

suitable to contrast the distortions derivable from a possible pathological behavior
of the CEO. Indeed, the hubristic pattern could allow the CEO to exercise strong
decisional power within the bank if no obstacles are set in the restrictions placed
on his discretion. The board of directors is charged with the responsibility of the
development and implementation of appropriate control mechanisms. This is the
essence of board vigilance, in presence of effective mechanisms the board should be
able to monitor and discipline the management in general and the CEO in particular;
otherwise, the top executive could tend to self-serve, especially in the case of hubris
(Park etal., 2018). It is therefore important to take into account both the behavior of a
leader potentially inebriated with power, and the ability of the board to comprehend,
react to and moderate hubristic tendencies. These aspects are examined in this
study in order to provide response to the second research question: “What is the
weakness of the governance mechanisms which does not halt the imbalance of the
power dynamics between the CEO and the board, especially in the case of hubris?”.

In line with Petit and Bollaert (2012), the authors expect hubris to manifest in
the CEO’s relations with the self, with the others and with the world. To investigate
such aspects the authors collected information from internal and external sources
(e.g., statements from the CEO, press releases, daily newspaper, and reports of the
authorities). Additionally, they gathered information on awards and media praises
during his tenure. The analysis of the case study appears to confirm the existence
of traits of hubris in the CEO, so that it is possible to answer affirmatively to the
first research question.

As for the second research question, the examination seems to show that the
formal compliance with some governance practices, alone, may not be enough to
ensure the effectiveness of the board oversight. The compliance with formal rules
has been examined within the case study with particular reference to independence,
non-duality, tenure and mechanisms for nominating directors, and block ownership,
by gathering data from the financial statements, curricula vitae of directors, and
press releases.

This chapter contributes to the existing literature along two dimensions. In
consideration of the limited number of studies on CEO hubris and its connection
with governance practices within banks, authors try to provide a contribution in this
respect. Secondly, while most studies are focused on the relationship between hubris
and default or performance (Brennan & Conroy, 2013; Park et al., 2018), this study
considers the CEO hubris from a corporate governance perspective, particularly
focused on the relations with the board.

The implications for policy makers are also important. In the current scenario
good governance practices represent one of the crucial levers for the stability of
banks: hence, authorities should work on corporate governance matters adopting
different approaches, and thus, also avoiding that substance takes precedence over
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form, particularly concerning the effectiveness of the internal control mechanisms,
set to contribute to the sound and prudent management of banks.

This chapter is structured as follows. Section 2 focuses on the main features of the
concept of hubris considering the managerial approach. Section 3 presents a review
of the literature on the contingencies of corporate governance and their connection
with hubris. Section 4 shows the case study: research questions and results. Finally,
Section 5 concludes.

THE QUESTION OF HUBRIS: DISTINCTIVE FEATURES

The term hubris owes its semantic and heuristic poignancy to studies in mythology,
in which it expressed the disproportionate, blind and arrogant presumption of man in
the face of the unsurpassable limits decreed by the gods (Cantarella, 2002; Cerinotti,
2018; Cipolla, 2011; Graves, 2014). This connotation inspired the first studies in
the field of psychology (e.g., Owen & Davidson, 2009), from which the economic
and financial literature borrowed the concept (e.g., Brennan & Conroy, 2013; Petit
& Bollaert, 2012). Within this line of research, Petit and Bollaert (2012) looked
specifically at the role of the CEO. They suggested a definition of hubris that draws
on the concept of Owen and Davidson (2009), elucidating its cognitive and behavioral
levels and further developing it through the identification of relations with the self,
with others and with the world. They also analyzed the ethical consequences of
hubristic conduct and then they provided a theoretical framework of CEO hubris,
which helps, among other things, to untangle several conceptual overlapping between
the psychological constructs of narcissism, overconfidence and hubris, which are
often treated interchangeably as a result of a lack of clear definitions (e.g., Buyl et
al., 2019; Hayward & Hambrick, 1997; Park et al., 2018; Roll, 1986).

The existing literature (Brennan & Conroy, 2013; Owen & Davidson, 2009; Petit
& Bollaert, 2012) recognizes as presuppositions of the hubristic attitude, on one
hand, the overconfidence together with narcissism (Chatterjee & Hambrick, 2007;
Finkelstein et al., 2009; Kroll et al., 2000) and, on the other hand, substantial power.
One of the most common elements between hubristic and narcissistic constructs is
the overconfidence (Brennan & Conroy, 2013; Chatterjee & Hambrick, 2007; de
Vries, 2004; Hayward & Hambrick, 1997; Kets de Vries, 1994; Kroll et al., 2000;
Maccoby, 2000; Owen & Davidson, 2009). However, narcissistic construct is
meanly characterized by a dependence on the recognition of others, as the narcissist
requires a constant exchange with the context of reference, because of the extreme
and ineluctable need to find confirmation for his false and grandiose sense of self
(Kets de Vries, 1994; Petit & Bollaert, 2012), thus contributing to his narcissistic
supply (Buyl et al., 2019; Chatterjee & Hambrick, 2007; Tang et al., 2018).
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As a further prerequisite, hubristic pattern needs recognition and social attention
(e.g.,awards and media praises; Hayward & Hambrick, 1997), butunlike the narcissist,
the hubristic individual perceives a very limited need to engage with others, whatever
their company, social or institutional role might be (Godfrey, 2005). As such, he trusts
in his own capabilities (Li & Tang, 2010), overestimates his resource endowments
(Malmendier & Tate, 2005), and believes that the fate is entirely in his own hands
(Tang et al., 2018). For this reason, hubristic CEO tends to believe in his superiority
and self-sufficiency and is less other-oriented. These considerations underline the
specific presence of overconfidence in the hubristic pattern.

Studies show that the presence of a moderate CEO overconfidence could be
linked also to positive behavioral patterns (Kets de Vries, 1994; Maccoby, 2000;
Vilanova, 2017). In the case of researches on narcissism, findings reported a strong
entrepreneurial sense in addition to the ability to seize opportunities within the
CEO economic context of reference (Maccoby, 2000; Lawrence et al., 2011; Tang
et al., 2018). Such a CEO is hence able to create an aura of charisma, consensus
and admiration, both inside and outside the company (Brennan & Conroy, 2013;
Maccoby, 2000; Tang et al., 2018; Vilanova, 2017).

When, however, the overconfidence is taken to extremes and is accompanied by
substantial power — and this is the realm of hubris — it appears that potential benefits
tend to be cancelled out (Kroll, 2000; Lawrence et al., 2011; Park et al., 2018; Tang
etal.,2018). In accordance with a greater or lesser degree of overconfidence, a CEO
has the tendency to engage in more or less risky operations (Black & Gallemore,
2013; Buyl et al., 2019; Ho et al., 2016; Lawrence et al., 2011; Niu, 2010; Obitade,
2013; Suntheim & Sironi, 2012; Tang et al., 2011). These findings emerged from
empirical evidence on banks which show that a high level of CEO overconfidence
tends to be associated with policies that favor an expansion of lending by reducing
credit quality standards (Black & Gallemore, 2013; Buyl etal., 2019; Hoet al., 2016;
Lawrence et al., 2011), with greater investment in non-core innovative activities
(Buyl et al., 2019; Obitade, 2013) and with an increased leverage (Ho et al., 2016;
Suntheim & Sironi, 2012). Some studies have further shown that banks whose
decision-making processes in years prior to the 2008 crisis were dominated by
CEOs with exaggerated self-confidence experienced more serious defaults (Ho et
al., 2016; Obitade, 2013). CEO overconfidence can then be included as a factor able
to worsen a situation of instability, such as that of the recent international financial
crisis (Buyl et al., 2019; Ho et al., 2016).

As mentioned, literature identifies the existence of substantial power as another
presupposition of hubristic pattern (Brennan & Conroy, 2013; Owen & Davidson,
2009; Petit & Bollaert, 2012). It therefore becomes important to understand which
elements contribute to a CEO’s rise to high levels of substantial power (Finkelstein,
1992), in circumstances in which the board of directors does not impose conditions
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on or offers resistance to his actions (Boyd et al., 2011; Ghaemi et al., 2016; Park et
al., 2018; Sadler-Smith, 2016; Sadler-Smith etal., 2017). Thus, a CEO can gradually
achieve dominance in the decision-making process vis-a-vis a board (Shleifer &
Wishny, 1989), which seems to be not fully able to understand the damaging effects
of overconfidence on the company (; Blaug, 2016; Petit & Bollaert, 2012; Schwizer
et al., 2014). For this reason and to better understand the impacts of overconfidence
on a company, it is necessary to take into account the inefficiencies of the board to
comprehend, react to and moderate hubristic tendencies (Buyl et al., 2019; Park et
al., 2018; Schwizer et al., 2014; Suntheim & Sironi, 2012).

CONTINGENCIES OF CORPORATE GOVERNANCE AND
CONNECTION WITH HUBRIS: A LITERATURE REVIEW

Agency theory is one of the main theoretical paradigms on corporate governance
(Fama & Jensen, 1983; Jensen & Meckling, 1976; Walsh & Seward, 1990). According
toit,a CEO can behave opportunistically and act against the interests of shareholders.
For this reason, literature on corporate governance has taken upon itself the task
of defining the mechanisms capable of attenuating the impact of CEO power on
company performance; the aim is to bring the respective interests of the CEO and
the company in line (Buyl et al., 2019; Park et al., 2018; Walsh & Seward, 1990).
Because a CEQO'’s level of freedom to affect company behavior will be higher when
he is not effectively monitored (Hambrick et al., 2015; van Essen et al., 2013; Zhu
& Chen, 2015), the literature calls for a series of internal control mechanisms, with
the board of directors charged with the responsibility of their implementing and
developing (Walsh & Seward, 1990).

The topic of CEO hubris can be, therefore, included within the framework of
agency theory, given the negative effects that through his behavior a such CEO can
have on company performance (Petit & Bollaert, 2012). In particular, according to
the findings of Obitade (2013) and Ho et al. (2016), the psychological predisposition
toward hubris can be considered as one of the determining factors of the behavior
of a CEO in a conflict of interests.

Empirical studies on hubris have therefore come to consider internal control
mechanisms identified by agency theory literature as moderating variables on the
behavior of hubristic CEOs (Buyl et al., 2019; Park et al., 2018; Schwizer et al.,
2014; Suntheim & Sironi, 2012). Such variables should act as safeguards of the
board’s vigilance and include parameters as the non-duality, the independence of
directors and the ownership (Buyl et al., 2019; Park et al., 2018; Schwizer et al.,
2014; Suntheim & Sironi, 2012).
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Non-duality refers to the separation of the roles of CEO and board chairman
(Finkelstein & D’Aveni, 1994; Petrovic, 2008). Combining these two leadership
roles in a single person can lead to a decrease in the effectiveness and objectivity
of the chair, on the one hand, and to managerial entrenchment of the CEO, on the
other (Finkelstein & D’Aveni, 1994; Grove et al., 2011; Hayward & Hambrick,
1997; Park et al., 2018). As Finkelstein and D’Aveni (1994) have argued, CEO
duality can exacerbate problems of managerial entrenchment because chair-CEOs
are able to dominate the agendas and contents of board meetings, control the most
valuable information emerging from board meetings, and strengthen their power by
selecting and facilitating consideration of directors who are loyal to them (Hayward
& Hambrick, 1997; Park et al., 2018). In the case of CEO hubris, empirical analyses
show that non-duality can prevent a CEO from excessive investment in high-risk
projects (Hayward & Hambrick, 1997), with positive results on corporate financial
performance (Park et al., 2018).

The effectiveness of board vigilance on management activities is also ensured by
independent directors. Outside directors (Buyl et al., 2019; Finkelstein & D’Aveni,
1994; Groveetal.,2011; Hayward & Hambrick, 1997; Park etal.,2018) are individuals
nototherwise affiliated with the firm on whose board they sit (Finkelstein & D’Aveni,
1994): when they meet certain requirements (e.g., not being personally related to
management — Combs et al., 2007), they are able to guarantee operations in the
exclusive interest of the company, and not in that of individual stakeholders (Cheng
etal.,2015; Hoetal., 2016). As Petrovic affirms (2008, p. 1375), their distance from
the day-to-day affairs “makes them instrumental in providing an external view to
help develop the company’s strategy and bringing in fresh perspectives.” Outside
directors, then, can contribute to increasing the board’s independence, in that they
—among other things — have a greater interest in protecting their own reputations as
board members (Finkelstein & D’Aveni, 1994; Park et al., 2018). In addition, to the
end of guaranteeing the effectiveness of the monitoring functions which they perform,
independent directors are more likely to oppose the CEO in case of anomalies in
the conduct of sound and prudent company management (Finkelstein & D’Aveni,
1994; Park et al., 2018). By contrast, in such circumstances “inside” directors could
be more inclined to support the CEQO’s initiatives (Graham et al., 2017; Hayward
& Hambrick, 1997; Hermalin & Weisbach, 2003; Walsh & Seward, 1990). With
specific regard to CEO hubris, empirical analyses show that a greater percentage
of independent board directors weakens the correlation between the cognitive
character of the hubristic CEO and results in terms of company performance (Park
et al., 2018; Schwizer et al., 2014).

Finally, concerning the point of ownership, on the one hand, CEO ownership
may reduce contrasts between shareholders and CEO interests (Jensen & Meckling,
1976; Walsh & Seward, 1990), thereby preventing potential conflicts of interest;
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on the other, especially in the case of CEO overconfidence, such a circumstance
could have damaging effects (Fama & Jensen, 1983; Walsh & Seward, 1990). Park
et al. (2018) have looked at the relation between hubristic CEO’s ownership and
company performance, finding that significant ownership held by the CEO can
generate behavior associated with managerial entrenchment, thereby reinforcing the
negative correlation between hubris and performance. Conversely, in presence of
block-holders owning at least 5% of share capital, the interest on creating company
value may weaken the positive correlation between overconfidence and riskiness
of policies by opposing the CEQO’s discretionary power through a concentrated
ownership (among others, Buyl et al., 2019).

Ifitis important to analyze the presence of corporate governance mechanisms, it
is also important to test their real capacity to ensure a good and sound governance.
This is relevant because their only formal presence could not ensure such goal, not
being able substantially to avoid a power imbalance between CEO and board.

Some studies that have attempted to test the effectiveness of internal control
mechanisms provided for matching CEO interests with company interests have
produced ambiguous findings (Huse, 2005; Morck, 2008). The reason for such mixed
results lies, among other things, in the focus of the studies on the compliance of
governance mechanisms with formal rules (such as the independence of directors
and non-duality), while neglecting analysis of the behavioral processes and dynamics
that characterize the CEO and board relations. As Hermalin and Weisbach (2003)
argue, a board dominated by a CEO will not carry out efficient vigilance in spite
of formal conditions: indeed, formal governance attributes such as directors’
independence have been shown to be ineffective if not associated with motivation
and intense activity (e.g., Chen & Zhou, 2007). For example, even while respecting
the requirement of independence of a part of the board, an entrenched CEO could
manage to create a board with individuals who do not oppose his opinions, as in the
case of independent directors with previous experience on passive boards or who
are unable to make the proper degree of commitment to the position entrusted to
them (Zajac & Westphal, 1996). Such directors may turn out to be less diligent and
more subservient to managerial power or may simply show full trust in a powerful
CEO (Cormier et al., 2016). Thus, if internal control mechanisms that appear strong
actually turn out to be ineffective, this circumstance may reinforce and facilitate
CEO hubris (Cormier et al., 2016).

It therefore also becomes important to consider informal rules, that is, the spirit
with which the formal rules are implemented in company (Daily etal.,2003; Hermalin
& Weisbach, 2003; Huse, 2005; Schwizer et al., 2014; Tosi, 2008; Van Ees et al.,
2009). Analysis of interpersonal relationships between key actors within the bank
— in group dynamics and behavioral processes — could reveal situations in which
the discipline of internal control mechanisms turns out to be insufficiently forceful
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in guaranteeing effective monitoring. A consideration of such elements would be
even more important in the case of CEO hubris. The crucial moment for blocking
managerial entrenchment could be located in the initial stages of a CEO’s tenure
in which he is still seeking legitimation and acceptance on the part of the board
(Shen, 2003; Park et al., 2018). In this stage, it is necessary to find mechanisms of
governance able to counter the persuasive effect of a charismatic CEO on board
members and the development of excessively close ties that often emerge between
top managers and board members (Hermalin & Weisbach, 2003; Walsh & Seward,
1990). It is these close interpersonal connections that can guarantee to the CEO
the power to influence the composition of the board without the need to violate
formal requirements.

The present study forms part of this branch of research by analyzing an Italian
bank for which poor governance contributed to its instability. The objective is to
understand if it is possible to discover traces of CEO hubris and the presence of
corporate governance mechanisms suggested by the literature; if so, the authors try
to ascertain if the substance tends to prevail over the form due to the CEO hubris.

CEO HUBRIS AND BOARD VIGILANCE: A
CASE STUDY OF AN ITALIAN BANK

In the wake of existing literature (e.g., Brennan & Conroy, 2013; Lawrence et
al., 2011; Wray, 2016) the present study undertakes, first of all, to ascertain the
existence of hubristic pattern in the CEO of a distressed Italian bank. Studies on the
existence of traits of hubris in CEOs have considered both the factors which fuel
the psychological pattern, (e.g., awards and media praises) (Hayward & Hambrick
1997; Lawrence et al., 2011; Park et al., 2018) and the psychological disposition of
the individual (Brennan & Conroy, 2013; Cormier et al., 2016; Wray, 2016). To this
end, the authors investigate the various aspects of framework of Petit and Bollaert
(2012) together with criteria for hubris syndrome (Owen & Davidson, 2009). They
also examine the factors (awards and media praises) that could develop CEO hubris
during CEO tenure (Hayward & Hambrick, 1997; Lawrence et al., 2011; Park et
al., 2018). The aim here is to validate the first research question: “Is there evidence
of CEO hubris?”.

Then, the study attempts to understand the main shortcomings of board vigilance
of the bank, to the end of validating the second research question: “What is the
weakness of the governance mechanisms which does not halt the imbalance of the
power dynamics between the CEO and the board, especially in the case of CEO
hubris?”. In particular, this part of the study concerns research of independent
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directors and CEO-chair non-duality; furthermore, the study focuses on the tenure
of some directors, the criteria for the nomination of directors, and the ownership.

The Italian bank (whose anonymity we will guarantee, referring to it as “Banca
Alfa”) was chosen because of its state of severe difficulty and the undoubtable
role played by inadequate governance in bringing it into these circumstances. As
highlighted by Barbagallo (2017): “The critical situation which emerged [at Banca
Alfa] is ultimately attributable to the shortcomings of [its] corporate governance
and, in this light, to the self-referentiality of the management. These weaknesses
aggravated a situation made precarious by an economic recession whose seriousness
and breadth had never been experienced in the postwar period. Loans granted with
levity or in contexts of conflicts of interest contributed to the decline of the quality
of credit following the effects of the crisis, bringing [the Bank] close to ruin.”

To track elements of hubris in the CEO of Banca Alfa, the authors collected
information from documents mentioning both Banca Alfa and its CEO. In particular,
relevant data have been gathered from the statements given by the CEO, press
releases of the Bank and sources beyond the control of the CEO and the Bank,
such as daily newspapers, and documents pertaining to inspection reports of the
supervisory authorities'. Accordingly with the literature on hubris triggers (Brennan
& Conroy, 2013; Hayward & Hambrick, 1997; Kroll et al., 2000; Lawrence et al.,
2011; Owen, 2011; Park et al., 2018) the authors also collected information on CEO
awards as well as media praises referring to him during his tenure. For the structure
of several internal control mechanisms the authors manually collected information
on the composition of the board during the CEO’s tenure. Data required to conduct
this part of the study were taken from the Banca Alfa charter, financial statements,
curricula vitae of board members and press releases.

The CEO of Banca Alfa headed the institution from 29 January 2008 to 25 April
2014. Before 2008, he held various positions as he rose through the bank hierarchy,
from department head manager to deputy general manager; from 1997 he was general
manager, a position he held a second time from April 2014 to July 2015, after which
his working relations with Banca Alfa were definitively severed.

From the analysis carried out, the CEO of the Banca Alfa seems to satisfy three
criteria among those defined by Owen and Davidson (2009) and taken up by Petit
and Bollaert (2012) with regard to relations with the self: i) a messianic manner of
talking about current activities and a tendency to exaltation; ii) a tendency to speak in
the third person or use the royal “we”’; and iii) exaggerated self-belief, bordering on a
sense of omnipotence, in what he personally can achieve. These results emerge from
a series of newspaper reports and press releases from the period 2008-2014, which
provide examples of successes of Banca Alfa that the CEO attributed to himself.
The idea is that the CEO perception of the Bank’s scenario was often distorted, as
several tendencies typical of those affected by hubris become evident. To name
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a few, an overestimation of one’s own abilities and a propensity to take credit for
successes while blaming others for failures (e.g., Black & Gallemore, 2013; Ho et
al., 2016); an overestimation of one’s own power and of the probability that one’s
decisions will be successful (Obitade, 2013); and the belief that a single person can
have all the necessary information to be able to take decisions to guarantee positive
performance, while downplaying the possibility of negative events (Vilanova, 2017).
These forms of overconfidence seem to persuade the CEO of Banca Alfato persevere
in pursuing strategies which made him successful and to repeat past actions without
effectively determining their suitability for the future (e.g., Lawrence et al., 2011).
In this context, for example, Banca Alfa showed a marked nonchalance in lending
policies, especially for the benefit of its home region: in the period 2007-2011 —
which saw an initial phase of economic crisis followed by a temporary recovery
— the Bank reported high rates of increase in its investments, even greater than the
average of the banking system. The result was a decline in the quality of credit
(Barbagallo, 2017), with a subsequent dizzying increase in non-performing loans
over the next five years (2012-2017). In addition to factors of economic difficulty
faced by the borrowing companies, this poor standing has been attributed to conduct
which tended to provide indiscriminate financial support to businesses in the market
of reference of Banca Alfa (Barbagallo, 2017). If this strategy may have also been
adopted by other banks, especially local ones, it is beyond doubt that it was favored
by those tendencies present in the overconfident CEO of Banca Alfa. In essence, an
imprudent investment policy, one based excessively on speculation, was pursued,
as it is also revealed by inspections of the supervisory authorities.

In addition to affecting lending policies, the hubristic behavior seems to have
impacted various strategic choices, such as those regarding dimensional growth.
The literature on this point suggests that a hubristic CEO is more likely to pay a
higher price for target companies (Hayward & Hambrick, 1997; Roll, 1986) and
make more acquisitions than a non-overconfident CEO (Malmendier & Tate, 2005).
Such decisions are made in a context in which a hubristic CEO tends to see his
world primarily as an arena in which to exercise power and seek glory. The project
of a grandiose “banking empire” (Kroll et al., 2000) expressed by Banca Alfa CEO
moved in this direction, especially when he defined the acquisitions and mergers in
the national context as his “Italian campaign”. This project of aggressive expansion
on the national level was considered by many as excessively risky and unjustifiable,
so much so thatin 2009 the supervisory authorities discovered anomalies and refused
authorization for new acquisitions until the operations for consolidating those already
underway had been completed (Barbagallo, 2017).

Concluding the analysis of the relation with the self, it also appears that the Banca
Alfa CEO was convinced that he was uniquely qualified to run the company (Petit
and Bollaert 2012). In essence, his behavior seems to be aimed at consolidating
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managerial entrenchment, to which can be linked passive delegative legitimation
on the part of the board (Barbagallo, 2017). The CEO held a position of absolute
and individual dominance on the board that played a passive role with respect to the
decision-making process, which was completely in the hands of the CEO frequently
called “dominus” of the Banca Alfa. Moreover, the board had no power to check the
appropriateness of decisions in front of a CEO who acted as an “absolute monarch”.
Other important aspects linked to relations with the self are the CEO tardy
resignation and his failure to accept removal from position of power. He was reluctant
to step down, for example, in the wake of the inspections of the supervisory authorities,
who on several occasions (specifically, once in 2009 and twice in 2013) brought to
light that management of the Bank was excessively concentrated in the figure of the
CEO with the resulting weakness of the system of governance and control. In spite
of the undue centralization of power in the hands of the CEO - reinforced by his
close relationship to the Bank’s chairman and the near absence of counterbalance
on the part of the board — and in spite of the explicit request made by the authorities
to bring thorough change to the composition of the bank’s governing bodies, the
CEO persisted in refusing to resign. Having received a request by the authorities to
carry out “a change in its corporate governance as a matter of urgency,” the Bank
responded with measures that were not effective in making a break with the past or
producing a radical reform of the governance. In the face of the inadequacy of these
steps, in 2014 the authorities again urged the Bank to make the necessary changes. At
this point the Bank took more far-reaching measures, without, however, completely
excluding the CEO: in April 2014, on the occasion of the re-election of the governing
bodies, he was in fact confirmed, although in the position of general manager. Yet
neither a new CEO nor an executive committee was nominated. These decisions
clearly indicate the tendency of the overconfident CEO to maintain his power and
his failure to accept removal from position. Furthermore, even when he stepped
down from all Banca Alfa top positions, the Court of Cassation cited the presumed
tendency of the CEO to continue to influence the bank following his resignation.
The consolidation of power, so far linked to the relationship with the self, can
also be analyzed with reference to the relationship with others and with the world.
In the first case it is expressed through situations of management by fear vis a vis
employees and in the second case through the contempt towards authority. Examples
of management by fear are given by the statements-made by “victims” (e.g., Bank’s
employees) of the CEO abuse of power that show the CEO tendency to manage
through fear (e.g., threat of job loss) and intimidation. On the other hand, the CEO
presented manifestations of contempt towards the authorities, as in the case he
claimed that the decision (required by authorities) to step down was a way to send
a signal to supervisors that change formally was occurring, in the hope that they
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exerted less pressure. This suggests the extent to which he came to see himself and
his work as being somehow above and beyond the jurisdiction of the authorities.

Lastly, the CEO hubris was further ascertained by finding those factors which can
fuel this psychological pattern during his tenure. The case study shows that during
his tenure the CEO was recognized as having made awards and praises by the media.
Specifically, in 2005 he was granted an honorary degree, while in 2008 he received
honorary citizenship from the township in which Banca Alfa was headquartered.
On the second occasion in particular, the CEO was eulogized for having promoted
and developed local entrepreneurship. Banca Alfa’s CEO also received significant
positive media attention in relation to the successes of the Banca Alfa; indeed, some
examples of positive media coverage include newspapers praising the CEO and
identifying his key role in the Bank.

The second step of the research was carried out by examining some characteristics
of the Banca Alfa board aimed at understanding the main shortcomings of board
vigilance in presence of CEO hubris: independent directors, CEO-Chairman non-
duality, tenure of some directors, criteria for nominating directors, and ownership.

Generally speaking, a central role in guaranteeing adequate governance is played
by independent directors, to whom is entrusted the task of monitoring management
with autonomous judgement, thus contributing to ensuring the interests of the
company, as required by regulations. In the case of Banca Alfa, however, this control
was not so adequate, as stated, for example, in a report by the supervisory authorities
following an inspection of the Bank: shortcomings regarding governance included
“inconsistency in the role of the independent directors”. This observation emerged
despite the statutory provision of Banca Alfa of criteria underlying the independence
of directors. This seems to suggest that members of the board expected to fulfill
formal requirements of independence were often persons “loyal to the CEO.” This
seems to underscore the weakness of regulations with regard to independent directors.
Indeed, norms in many countries, including Italy, do not provide an unambiguous
definition, thus leaving broad autonomy to businesses to draft and interpret their
charters. Asin the case of Banca Alfa, such a situation may constitute a presupposition
for a divergence of form and substance: in the presence of a hubristic CEO, formal
practices of governance can be respected, while in reality these are not sufficient
for ensuring efficient board oversight. As a result, the quality of governance can be
compromised, to the point of contributing to corporate default.

Similarly, with regard to norms regulating non-duality between CEO and
chairman, Banca Alfa never formally allowed for the same person to hold both of
these positions. Nonetheless, the analysis reveals that a solid, symbiotic relationship
existed between the chairman and the CEO: this connection dates to 1997, when
the latter held the position of general manager. The chairman may therefore have
witnessed the course of the development of the CEO’s self-perception and could
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even have unconsciously been led to fuel the confidence of CEO by sharing in his
operative and strategic decisions without critically evaluating their consequences.
This attitude may have gradually produced the circumstances which allowed the
CEO to consolidate his self-referentiality once he reached the apex of the hubristic
psychological pattern. Some examples indeed suggest that a condition of non-duality
— even if respected on a formal level — was inconsistent in practice, giving rise to
distorsions and power manipulations.

Another crucial element regards the analysis of the composition of the board at
Banca Alfa, including the tenure of some directors. This part of the investigation is
necessary to understand whether during the CEO’s tenure the board was characterized
by the presence of a solid core of directors faithful to him, who therefore contributed
to strengthening his substantial power. In the years during which the CEO held his
position (namely from 2008 to 2013) nine directors were re-nominated (out of a
total of 13 for 2008, 2009 and 2010; of 15 for 2011 and 2012; and of 12 for 2013).
Each of these remained in that role for the entire period under consideration, thus
representing a majority thatdid not change with time. Such a high number of directors
holding their positions over a continuous and extensive period created a strong sense
of continuity and conservatism on the board. It can therefore be assumed that these
nine directors (whom we can label as “faithful to the CEO”) gradually conformed to
the decisions of the CEO during the years in which his grandiose sense of self grew
stronger and stronger. It is likewise probable that in prior years, when the individual
in question was not yet CEO but general manager (from 1997 to 2008), these persons
— some of whom were already board directors — had been taken in (perhaps again
unconsciously, as is the case with self-deception) by his charisma and talents, thus
allowing him to promote “a vision that is appealing and motivating to followers”
(Shipman & Mumford, 2011: 662). It could be therefore possible to affirm — in
particular — that these directors became subservient to the CEO’s intoxication of
power: faced with an individual who was excessively overconfidence, they developed
an attitude of “awareness of, and orientation to, the leader’s psychological needs”
(Blaug, 2016). Representing a solid nucleus, their presence on the board could
have therefore allowed its composition to become the expression of the CEO’s
needs, playing the roles that Park et al. (2018) define as compliant directors: these
are persons loyal to the CEO who do not hinder his intentions, thus allowing him
to gradually increase his substantial power and thereby to further neutralize the
effectiveness of board oversight.

The possibility of guaranteeing the permanence of a compact core of compliant
directors is also the result — in authors view — of the distorted application of the
mechanisms for nominating the directors. During the CEQO’s tenure, it indeed
happened that following the resignation of several directors before the end of their
mandates, their replacements were nominated by cooptation. In essence, the board
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directly identified a new colleague to take the place of the one who had resigned;
subsequently, the endorsement and nomination of the new director was approved by
the assembly of shareholders at the first possible meeting (which typically coincided
with the approval of the annual report).

This continued holding of directorships on the part of persons “faithful to the
CEO” further reinforced his position of leadership, especially given the absence of
block ownership in the shareholder composition of Banca Alfa. The concentration
of CEO power seems to be thus facilitated by the fragmentation of share capital
together with the confidence expressed by shareholders, especially about the CEO
and his talent. Indeed, the shareholding structure does not seem to have constituted
an obstacle to the carrying out of the will of the company’s highest echelons but
rather to have reinforced it by expressing its confidence and nominating the proposed
candidates without presenting alternatives.

CONCLUSION

This chapter focuses on the connection between CEO hubris and governance practices
in banks, including a case study of an Italian bank. The main objective of this study
is to verify whether, in presence of hubristic traits in the CEO, the internal control
mechanisms, set to ensure the board vigilance and limit the overconfidence of the
leader, are implemented, and if so, whether such mechanisms, even when formally
respected, may be not so appropriate to guarantee a good governance. Particularly,
the existence of a CEO hubris could neutralize their positive balancing effects on the
power dynamics between CEO and board, such as to give prevalence to substance
over form. Therefore it may occur, as results from the case study, that governance
mechanisms concerning board oversight (e.g., independence, non-duality), even
if formally implemented, are unable to stem the managerial entrenchment of the
CEO, who through his psychological traits succeeds in enhancing immoderately
his power in the decision-making process in absence of “real” restrictions placed
on his discretion. This is detrimental to the balance between the various corporate
bodies as well as to the soundness of banks. In fact, on the one side, there could
be negative impacts, among others, on the composition of the board; for example,
even while respecting the requirement of independence, an entrenched CEO could
indeed manage to nominate directors who — for various reasons — succumb to his
influence (compliant directors). On the other side, such a CEO could tend to engage
in more risky activities: in this respect, the analysis shows particularly the easing
of credit standards.

Insum, neglecting the analysis of behavioral processes and dynamics characterizing
the board of directors could have a distorting effect for a clear understanding of the
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good governance practices. In this sense, the case study foregrounds the need to
guarantee, especially in the presence of a CEO hubris, the importance of an effective
board oversight, if good governance is to be ensured.

However, this study suffers some limitations that need to be overcome, first of all
by extending the governance contingencies to be analyzed. Additionally, acomparison
between banks, having different features (as regards the size, ownership, gender
diversity in the board, to name a few), could be subject of future research, in order
to test whether the results could be confirmed or not in presence of some diversities.
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ENDNOTE

! Sources recalling explicitly and exclusively Banca Alfa and/orits CEO have not
been intentionally reported in the paper in order to guarantee anonymity; they
may be made available upon request. Besides, the authors present a summary
of the main investigations carried out; even in such case, the details may be
made available.
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Chapter 9

Corporate Citizenship:
Moving Beyond Philanthropy
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ABSTRACT

The lastfew decades have witnessed serious sustainability challenges such as economic
uncertainty, depletion ozone layer, increase in pollution, urban decay, overpopulation,
degradation, and shortage of natural resources, etc. The increasing pace of change
and rising competition has posed unknown challenges and unparalleled pressure
on the corporates not only to prosper, but also to sustain in future. With customers,
investors, and other stakeholders becoming increasing aware and critical about
sustainable practices, the companies are forced to think past short term monetary
gains. As there exists an interdependence, integration, and co-creation among the
three basic tenets of sustainability-people, planet, and profits. There is a global call
on companies to pursue socially responsible conduct and adopt innovative practices
which create value for people, planet, as well as economy.

INTRODUCTION

Last few decades have witnessed serious sustainability challenges such as economic
uncertainty, depletion ozone layer, increase in pollution, urban decay, overpopulation,
degradation and shortage of natural resources etc. Ever increasing pace of change
and rising competition has posed unknown challenges and unparalleled pressure
on the corporates not only to prosper, but also to sustain in future. With customers,
investors and other stakeholders becoming increasing aware and critical about
sustainable practices, the companies are forced to think past short term monetary
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gains. As there exists an interdependence, integration and co- creation among the
three basic tenets of sustainability-people, planet and profits. There is a global call
on companies to pursue socially responsible conduct and adopt innovative practices
which create value for people, planet as well as economy.

Companies cannot exist short of support from society, hence they are indebted
to repay to the society. It is their social obligation to engage in socially and legally
responsible behavior while they pursue profits. The companies should be anticipatory
and preventative in their approach, rather being reactive and curative. The companies
should have progressive and sustainable outlook and adopt strategies that are
inclusive in nature. As companies have ownership on productive resources without
their support, society will never attain sustainable development. Thus it is essential
that companies should become responsible corporate citizens.

Changing Role of Corporate

Though governance still reposes with governments over the period of time role of
state governance has deteriorated at regional level, national level, and international
levels. Today corporate engagement in society is unavoidable due to numerous
reasons. In the modern world, no single government can have resources to do all.
The increased pace of globalization, technological advancements, quick flow of
information, have negated the significance of political boundaries. Increasing issues
and challenges at regional, national and international level require localized as well
as global solutions and the deployment of resources needed may be beyond the
capacity of any single government.

Political power has its own limitations and as power of the state tapered, the
influence of business seems to be widening. Companies engage in delivery of
health, education, employment of employees and their children. Corporations have
all pervasive impact right from air quality to the availability of life-saving drugs.
They are integral to the existence of governments and can create political stability
at regional and national level.

Business enterprises are growing at a fast pace, many companies from emerging
nations have become global entities. Thus, the impact of companies on societies,
on the lives of peoples, and on the environment has suddenly enlarged. This major
shift in the power game means that just as societies and citizens look up to state
for leadership and solutions, now they will appeals for help from corporates. Thus,
there is a need for a more holistic conceptualization of corporate engagement that
integrates at various levels.
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Corporate Citizenship: Theoretical Background

Companies always influence the society both in good as well as bad ways. Increase
in scope and extent of their rippling effect necessitates increased focus on their
responsibility towards the society and environment. During 1990s companies
realized that “social embeddedness” was essential as well as desirable. This led to
the evolution of the term Corporate Citizenship.

The term Corporate Citizenship was used to “connect business activity to broader
social accountability and service for mutual benefit,” highlighting the philosophy that
a corporation is an entity with equivalent to a human being. Corporate Citizenship
thus encompasses actions and methods embraced by businesses to meet their societal
responsibilities while pursuing their dreams for profits.

Corporate citizenship can be simply defined as being about ‘business taking greater
account of its social, environmental and financial footprints. (Simon 2001 ).

Corporate Citizenship wants corporations to become more knowledgeable and
enlightened part of society and appreciate both private and public entities. As they
are generated by society and they derive their validity from societies in which they
function. They need to express their role, scope and purpose in a manner that they
fulfill social and environmental responsibilities as well. (Mclntosh et al, 2003)

Often Corporate Social Responsibility and Corporate Citizenship are considered as
synonyms and used in inter-changeably, while the reality is that the latter is symbolic
of a holistic approach adopted by businesses, where the improved consciousness of
theirrole, responsibility and influence in society, is incorporated in all the commercial
decisions and is further supplemented by the stakeholder engagement.

Matten et al., (2003) presented three perspectives of “corporate citizenship”:
(a) “narrow view” that paralleled Corporate Citizenship with the Philanthropy or
Charity; (b) “the equal view” that paralleled Corporate Citizenship with Corporate
Social Responsibility; and (c) “the comprehensive view,” which stated Corporate
Citizenship was “re-conceptualization of the relationship between the business and
the society”.

Citizenship means sense of identification and obligation towards common good,
which outspreads one’s own interest (Peterson and Seligman, 2004). Citizenship
contains display of loyalty, social commitment, and solidarity. Just as individual the
Corporate Citizenship also need to focus certain obligations and accountabilities
in their course of profit generation. Corporate Citizenship stresses three forms of
responses: identification, compliance and internalization. Corporate Citizenship
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means self-regulation imbibed into business model. Like any individual citizen a good
corporate citizen is also obliged to display of the character strength of citizenship.

One school of thought is companies are not citizens rather they are merely
entities enjoying legal status, constituted to carry out business activities providing
they satisfy some social obligations. Society take away the right to operate, if
companies show a misconduct. While the other school of thought says a company
will be regarded as good corporate citizen only when it is socially responsible and it
abides all laws. Corporate Citizenship is not a check on business activities but rather
inspires “reciprocity of relationships” with the society. Citizenship strengths helps
the corporates decision-making, to resolve social issues, to develop relationships,
and to nurture trust among people. Corporate Citizenship is comprehending and
handling company’s widespread influence on society and environment for the benefit
of the system as a whole.

A good Corporate Citizen is one which capitalizes on its competencies and value
system to exploit

opportunities by integrating social and environmental concerns in its core vision
and strategies. Corporate Citizenship thus talks of integration of ethical, social,
environmental, philanthropic and economic values in the core decision making
processes. The basic traits that can strengthen ethos of Corporate Citizenship, include
loyalty, social responsibility, teamwork, moral behavior and progressive leadership.
Corporate Citizen may also imbibe human qualities such as compassion, dignity,
equality, autonomy and fairness. Focus should be positioned more on aspects that
augment ethical thinking.

RELEVANT THEORIES

Wide range of theories have been proposed covering a vivid panorama from neo
classical view to more contemporary schools of thoughts, which clearly bring out
the expectations form corporates.

Shareholder Approach

A classical view is that primary obligation of any business is to enhance the profits
and worth for its owner (Friedman, 1962; Quazi and O’Brien, 2000). Friedman said
that the sole responsibility of any company is to use resources, engage in business
activities, within the legal framework, and participate in competition to generate
profits.

186

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Corporate Citizenship
Stakeholder Approach

This approach explained that the companies are not solely answerable to its owners.
They should also think about the other stakeholders who will be affected by their
decisions. The other stakeholders includes employees, customers, suppliers of raw
materials, the community, the government, the environment, and other associated
groups (Freeman, 1984; Evan and Freeman, 1988).

Social Contract Theory

Shocker and Sethi (1973) said any social organization, business being no exception,
get to function in society through social acceptance and contract, either expressed
or implied, where its existence and growth depend on delivery of socially desirable
things and equitable dispersal of social, economic, or political benefits to groups
from whom it gets its power. According to Thomas Hobbes (1649), the motivation
should be to create a social system where each treat the other with respect and abide
some basic rules for the benefit of both the entities.

System Thinking

This theory states that only when we understand the relationship between elements,
can we comprehend the behavior of the whole. Because business and society are
interrelated and interdependent hence the need is to adopt systems thinking, well-
thought-out decision are taken based on organizational objectives and needs of the
larger goal (Senge,1990). Stacey (2011) said systems thinking basically strives to
understand the whole, which is made of numerous parts with the help of strategic
thinking.

Social Impact Hypothesis Theory

This theory points out that the companies need to be conscious of the implicit needs
of its various stakeholder. Failing to meet the less explicit demands of stakeholders
may result in to severe market blows (e.g. product recalls or litigation), and it may
also destroy reputation of the company. This in turn may negatively impact the
financial performance and the value of the company (Cornell & Shapiro, 1987;
Salzmann et al., 2005).
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Good Management Theory

According to Waddock and Grave (1997) if company’s financial returns improves,
enough resources shall be available with the company to enable it to conduct
activities for society, employee, community and environment. Such activities develop
the competitive advantage and also enhance the company’s image, reputation,
segmentation, and long term gain. This theory also proposes that the company's
performance shall inevitably improve when the company meets the needs of its
various stakeholders.

Instrumental Stakeholder Theory

This theory is based on combination of economic theory, the stakeholder theory,
ethics and behavioral science. The theory states that moral ideologies such as trust
and cooperation can result in momentous competitive gain for the companies who
adopt good conduct and are thoughtful in all their decision and actions (Donaldson
& Preston, 1995; Freeman, 1984).

Legitimacy Theory

According to this theory existence enjoyed by any company is possible because of
the allowance and legitimacy provided to it by the system whose part it is. Thus if
there arises inequality — potential or existing, between the two systems that might
create a threat for right to existence and hence it is crucial that companies respect
the existing system (Dowling and Pfeffer, 1975). Thus if companys intends to play
a long innings there should be harmony between the company's ethos with that of
the society.

Responsibilities of Corporate Citizen

As business and integral part of society, environment and economy it influence all
the three. The diagram below gives a bird eye view of the responsibilities of the
companies as responsible Corporate Citizen:

The companies can create social impacts, by partnering with the government
and the local communities in order to ensure equal opportunity, education, food,
job and health and other amenities facilities for all.

Environmental impact can be created by addressing concerns by adopting sharing
of resources, working on the principle of reduce, reuse, recycle, creating sustainable
infrastructure, using sustainable technologies, reducing carbon footprints and taking
measures to preserve the biodiversity, making use of renewable sources of energy, etc.
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Similarly economic impact can be created by taking care labour norms, human
rightsissues, adopting moral codes, creating sustainable processes, legal compliance,
supporting supply chains players, beings fairs with customers and employees, training
and engaging employee for public good.

PRINCIPLES OF CORPORATE CITIZENSHIP

There are ten basic principles that have been developed for building efficient
corporate citizenship are:

1.  The companies need to extend corporate responsibilities beyond their core
business. They need to integrate "citizenship™ concept throughout the company.
The need is to cultivate a culture where everyone regardless of his/her role and
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status, should have duties beyond their stated jobs. Their codes and charters
of good practice and behaviour should include: participation, compliance,
good governance, ethical behaviour, environment and social obligation, law
abidance, and commitment towards public welfare.

Business should be able to engage and interact with local communities. They
need to visualize bigger social picture and work towards “creating of prosperous
communities”. First, they need to identify and articulate exactly for whom it
wants to work, to be able to do well. The second challenge, is to appreciate and
comprehend the diversity of the communities and after that design strategies
and plan activities to take advantage of on that diversity in order to augment
values and returns for business as well the community.

Use of local knowledge to be able to contribute beyond their core business
expertise. They should be able to contribute, in decisions related to local
communities, their basic amenities, funding for local charities, school etc.
The companies should try to find ways to reduce the divide between private
and public in order to understand the bigger picture and engage as part of a
broader picture and with consciousness about the larger social and environmental
effects of their actions.

The companies need to go beyond compliance, and try to make sure that
markets, government, customers and other stakeholders are aware about that.
The companies should send strong signal to the world, customer and clients.
The companies should empower the people involved in the business. They
should support and encourage personal development beyond the required tasks.
This shall increase self-esteem and self-worth amongst all its staff irrespective
of their role and position in the workstation.

The companies should try to bring cultural change in business through
education in the workplace and rather through official directive from “top
management”. It should be in the “agenda item” at each stage or level of any
business. It should encourage reflection and thinking about itself, like to think
about health, safety, marketing, procurement, coordination, social good etc
The companies need not only to operate morally but it also needs to think
ethically in order to prevent range of corporate scandals and collapses. Thinking
ethics is mainly pertinent for developing good corporate citizenship, for the
reason that lest extensive thought is given by business as to how to show, that
it is a morally aware and conscious business. Again, this require change in
culture, merely the compliance of set of rules developed by others unthoughtful
adherence would not serve the purpose.

The companies should try to create ownership for staff in any new expansions.
Everyone engaged in the business must have ownership of growths, policies,
education, practices that will reassure improved organizational citizenship.
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10. The companies need to ensure that each one in business contributes to the
creation of new value. Everyone such as employees, customers, management,
communities, irrespective of the part and position in the workplace must create
new value for that business and should be recognized and rewarded for the
same.

BENEFITS OF CORPORATE CITIZENSHIP
Corporate Citizenship and Sustainability

Corporate sustainability means integration of financial goals, environmental safety,
and social obligation in business management and operations. The spells out the need
to blend the triple bottom line of people, planet, and profits to attain sustainability.
In today’s highly competitive environment, the question that often is being asked
is can engaging in sustainability bring benefit to the organization. Business leaders
have started perceiving corporate sustainability as an opportunity instead of a
necessity- steadily revisioning and creating value. Many empirical studies uncovered
the constructive relationship between Corporate Citizenship and financial benefit.
Businesses and organizations should operate in a socially responsible manner.
Value for organizations is possible when organizations integrate sustainability
practices into their core business strategy. If companies invest in local and global
communities, interact with stakeholders, and respond to their needs, it shall result
in long-term viability.

Increased Financial Returns

Profit and sustainability can go hand in hand. Researches have proved that companies
that adopt sustainable practices record higher return on capital invested, return on
equity and earnings per share in contrast to those who do not. Companies with
higher social and environmental performance tend to record higher financial gains,
in comparison to those who score lower scores achieve lower ones. Disclosure of
nonfinancial information enhances the firm’s ability to access finance in capital
markets, reduces volatility in returns and its cost of capital. Integration of social
and environmental obligation in the corporate strategies and practices reduces the
risk for the company. The adoption of ecofriendly business strategies and essential
disclosures have positive impact on the value of the company. Long term investors
are very conscious and considerate about social and environmental conduct of the
company while making theirinvestmentdecisions. Studies have shown that Corporate
Citizenship strategies can help companies in obtaining better resources, better
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employees. It can open unforeseen opportunities, improve their acceptance in local
community, enhance their value, reputation, image in the eyes of the stakeholders
and also enhance its competitiveness.

Employees

There are various benefits arising out of Corporate Citizenship. Some of them are
employee engagement within the company and the improvement of motivation.
Leaders and boards of directors who integrate social and community concerns in
company’s core philosophy and strategies participate in community development
and consider it to be as vital as other company functions. It helps in attracting
prospective candidates, improves employee morale and retention, builds relationships
with communities and government, helps to create healthier communities, increases
employee productivity, and improve public image.

Resilience for Future

The sustainability landscape is constantly changing. Day to day new issues emerge
and it is expected from the company to resolve the same. No one can predict future
contingencies that it will be expected to encounter over the next decade. The rapidly
changing environment is prime reason why all companies need to review, refresh
and update their strategies: new opportunities emerge expectations increase. Amid
all these external stresses and understandings, businesses should not lose track of
the need to create value for all.

Corporate Citizenship encourages companies to develop sustainability strategies:
by identifying core strength and weakness, look for new opportunities and potential
risk, engage all stakeholders through meaningful dialogue and feedback. Thoughtful
decision making and sustainability initiatives bring increased returns. By harnessing
the unique capabilities the company can create value for society and itself and are
resilient during turbulence. Companies who do not create value, might face risks
during tough times. The evidences show that the companies which as socially and
environmentally responsible are more resilient.

CONCLUSION

The lack of responsible behaviour can shorten the survival of the human race. An
improvement in the life of humanity and preserving nature, while creating profitability
outcomes results can go hand in hand. Businesses and organizations should operate
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inasocially responsible manner. Socially responsible behaviors must be anticipatory
and preventative, rather than reactive and restorative.
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ABSTRACT

The concept of governance is as old as human civilization. However, recently the usage
of this term has increased multifarious. A broader concept of corporate governance
involves a set of relationships amongst the organization’s stakeholders. A stakeholder
is any person, organization, social group, or society at large that has a stake in the
business. Recognizing the importance of corporate governance, most of the countries
in the world have developed their own corporate governance mechanism known as
corporate governance models. The mechanism of corporate governance depends
upon various indigenous factors such as legal framework, regulatory framework,
the pattern of shareholding, breadth, and depth of financial markets.

CONCEPT OF CORPORATE GOVERNANCE

The Organization for Economic Cooperation and Development defines corporate
governance as (OECD 1999, cited in Clarke, 2010), the system by which business
corporations are directed and controlled. The corporate governance structure
specifies the distribution of rights and responsibilities among different participants
in the corporation, as the board of directors, managers, shareholders, and other
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stakeholders, explaining the rules and procedures for corporate decision-making,
and provides the structure and foundation of the establishment of objectives, the
means to achieve and ways to monitor their implementation.

According to Freeman (1984), stakeholders are individuals or groups who can
affect or be affected by the purposes and business success, however, several scholars
have suggested that this definition is too broad because in the final analysis all social
players are directly or indirectly affected by the actions of the company. What has
given rise to different classifications of stakeholders, has suggested that they are
primary and secondary, according to the degree of impact on the organization in terms
of achieving its mission and objectives of the company (Clarkson, 1995). Others
have suggested that the stakeholders are all parts that are positively or negatively
affected by the operations of the company those involve risks and therefore gain or
lose by the results of corporate activities (The Clarkson Centre for Business Ethics
School Joseph Rotman Management, University of Toronto, 1999, in Principles of
Stakeholder Management, 2002).

Inliterature, the concept of corporate governance has been an approach in various
contexts. The UK’s Cadbury Committee on corporate governance as “(It is) the
system by which companies are directed and controlled.” In 2004, the definition
from Organization for Economic Cooperation and Development (OECD) gives us an
insightinto the philosophy of corporate governance. Corporate governance involves a
setof relationships between a company’s management, its board, its shareholders and
other stakeholders. Corporate governance also provides the structure through which
the objectives of the company are set, and the means of attaining those objectives
and monitoring performance are determined (OECD, 2004).

The World Bank (1992) defined Governance as: “Governance is amethod through
which power is exercised in the management of a country’s political, economic,
and social resources for development.” The Asian Development Bank, in 1995, is
defined as Governance is the manner in which power is exercised in the management
of a country’s social and economic resources for development. UNDP defined it
as Governance is the exercise of economic, political, and administrative authority
to manage a country’s affairs at all levels. It comprises the mechanisms, processes,
and institutions through which citizens and groups articulate their interests, exercise
their legal rights, meet their obligations and mediate their differences.

The comprehensive definition of Corporate Governance is presented by Sir Adrian
Cadbury, which states as Corporate Governance is defined as holding the balance
between economic and social goals and also between individual and communal goals.
The governance framework is there to encourage the efficient use of resources and
equally to require accountability for the stewardship of the resources. The aim is
to align as nearly as possible the interest of individuals, corporations, and society.
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The incentive for states is to strengthen their economies and discourage fraud and
mismanagement.

A broader concept of corporate governance involves a set of relationships
amongst the organization’s stakeholders. A stakeholder is any person, organization,
social group, or society at large that has a stake in the business. The stakeholders
can be internal or external to the business. Stakeholders may affect a business, or
that they may be affected by a business. A stake is a primary interest in the business
or its activities. It can include ownership and property interests, legal interests and
obligations, moral rights, and social implications. A legal obligation includes the
duty to pay for wages or to honor contacts. A moral right may include the right of a
consumer not to be intentionally harmed by business activities. Corporate governance
is not restricted to these relationships but it holds may other dimensions to this
subject. Rather, corporate governance provides you increased transparency into the
structure, business operations, business ethics, and corporate social responsibility
and across the board accountability.

Corporate Governance in Pakistan

The SEC, since it took over the responsibilities and powers of the Corporate
Law Authority in 1999, has been acutely alive to the changes taking place in the
international business environment, which directly: and indirectly impact local
businesses. As part of its multidimensional strategy to enable Pakistan’s corporate
sector to meet the challenges raised by the changing global business scenario and
to build capacity, the SEC has focused, in part, on encouraging businesses to adopt
good corporate governance practices. This is expected to provide transparency and
accountability in the corporate sector and to safeguard the interests of stakeholders,
including the protection of minority shareholders’ rights and strict audit compliance.
Parties involved in corporate governance include the regulatory body (e.g., the Chief
Executive Officer, the board of directors, management, and shareholders). Other
stakeholders who take part include suppliers, employees, creditors, customers, and
the community at large. In corporations, the shareholder delegates decision rights
to the manager to act in the principal’s best interests. This separation of ownership
from control implies a loss of effective control by shareholders over managerial
decisions. Partly as a result of this separation between the two parties, a system of
corporate governance controls is implemented to assist in aligning the incentives
of managers with those of shareholders. With the significant increase in equity
holdings of investors, there has been an opportunity for a reversal of the separation
of ownership and control problems because ownership is not so diffuse. Corporate
governance in Pakistan has recently started scratching the surface. Due to many
distortions in the economy, market forces do not reward good governances or punish
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unethical practices. The large part of the undocumented economy discourages
the promotion of transparency and accountability in the organization. The overall
management structure is also not conducive to establishing the norms of good
governance. Many companies in the listed Stock Exchange are not fully practicing
the code of good governance. Tightly held ownership, lack of professional skills,
missing change agents, audit dependability and overall structural weaknesses are
bottlenecks in developing corporate governance in organizations.

Characteristics of Good Governance

United Nation Economic and Social Commission explains that Good Governance has
eight major distinguishable features. These are accountability, transparency, follow
the rule of law, responsiveness, equitable and inclusive, participation, efficient and
effective, and consensus-oriented.

1.  Good Governance is accountable. Accountability is the key to governance.
In corporate governance, shareholders elect directors to run the affairs of an
organization. It has been witnessed that lack of accountability of directors has
resulted in the failure of various big organizations like ENRON etc.

2. Good Governance believes in transparency. In corporate governance
framework, transparency is being enforced through financial disclosure and
audit requirements.

3. Following the rule of law is essential for good governance.

4.  Good Governance is responsive. A timely and reasonable response is required

and expected from an institution to all stakeholders. Such responsiveness is

less available from public sector organizations in Pakistan.

Good Governance exhibits equity and inclusiveness.

Good Governance is participatory.

Good Governance is efficient and effective.

Governance process consists of various formal and informal economic agents,

therefore, good Governance demands the mediation of various interest groups

and therefore, it is believed that good governance is consensus-oriented.

N

OECD principles for Corporate Governance
The Organization for Economic Cooperation and Development (OECD) is one of
the earliest organization to work on governance principles in the corporate sector.

OECD inits report recognizes that good corporate governance is not an end in itself,
rather, It is a means to create an integration in businesses across markets and thus
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confidence. This market trust is essential for companies that need access to equity
capital for long term investment.

OECD presented the first version of governance principles in 1999 and later on,
it was updated in 2004. The current review has been carried out under the auspices
of the OECD Corporate Governance Committee in 2016. This review was benefited
from experts from key international institutions, notably the Basel Committee,
the FSB, and the World Bank Group have also participated actively in the review.
Although the recent version maintains many of the governance recommendations
from earlier versions, however, they also introduce some new issues and bring
greater emphasis or additional clarity. One size does not fit all therefore some of
the recommendations may not be more appropriate for all sizes of organizations.
OECD Principles provide guidance about the following six elements:

e  Ensuring the Basis for an Effective Corporate Governance Framework:
OECD principles consider the role of corporate governance framework
very critical factor in promoting transparent and fair markets, and the
efficient allocation of resources. These focus on the quality and consistency
the different elements of regulations that influence corporate governance
practices and the division of responsibilities between authorities, along with
the quality of supervision and enforcement.

e  TheRights and Equitable Treatment of Shareholders and Key Ownership
Functions: OECD principles give prime importance to the rights of a
shareholder, their right to have information and active participation in strategic
decisions. OECD also gives critical consideration to the disclosure of control
structures through different voting rights, the participation of shareholders in
the various meeting using information technology, the procedures for approval
of related party transactions and shareholder participation in decisions on
executive remuneration.

e Institutional Investors, Stock Markets and Other Intermediaries: This
element addresses the need for sound economic incentives throughout the
investment chain, with a particular focus on institutional investors acting
in a fiduciary capacity. The importance of disclose and minimize conflicts
of interest that may compromise the integrity of proxy advisors, analysts,
brokers, rating agencies and others that provide analysis and advice that is
relevant to investors is also emphasized in these principles. OECD provides
new principles with respect to cross border listings and the importance of fair
and effective price discovery in stock markets.

e  TheRole of Stakeholders in Corporate Governance: The OECD Principles
encourage active cooperation between corporations and stakeholders and
underline the importance of recognizing the rights of stakeholders established
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by law or through mutual agreements. Timely access to information on a
regular basis and shareholders right to obtain redress for violations of their
rights are also emphasized.

e Disclosure and Transparency: Key areas to ensure transparency and
accountability such as disclosure of financial and operating results,
company objectives, the major share ownership, remuneration, related party
transactions, risk factors, board members have critical importance in these
principles.

Corporate Governance Systems

Recognizing the importance of corporate governance, most of the countries in
the world have developed their own corporate governance mechanism known as
corporate governance models. The mechanism of corporate governance depends
upon various indigenous factors such as legal framework, regulatory framework, the
pattern of shareholding, breadth and depth of financial markets, etc. Irrespective of
dissimilarities of corporate governance in various counties, the majority of de facto
and de jure factors affect the corporate sector in a reasonably analogous way. Taking
advantage of such similarity, academia and policymaker have outline corporate
governance models for various groups of countries. Two broad categories of corporate
governance models are the outsider model and the insider model. Outsider model
can be referred to as Shareholder oriented model. Such a mechanism generally
exists in Anglo-Saxon counties like the USA, UK, etc. On the contrary, the Insider
model also referred to as Stakeholder oriented model, can be further categorized
into three sub-models known as the German model, Japanese model and Family/
State-based model.

Outsider Model

Outsider model is also known as Shareholder model or Anglo-Saxon model is
based on the unitary board model approach where all directors contribute to the
decision-making process while in a single board. The idea behind this model is
that shareholders are the rightful owner of the company and therefore the ultimate
objective of the corporation should be the maximization of their (i.e. Shareholders’)
wealth. In this model, the idea of Principal-Agent a relationship exists, being
shareholders as Principal whereas directors perform their services as Agents of
the shareholders. One distinguishing characteristic of this model is investors, in
highly dispersed ownership pattern, who are not affiliated with the corporation.
The day-to-day operations of the corporation are run by professional and the board

207

EBSCChost - printed on 2/8/2023 12:55 PMvia . All use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Corporate Governance Mechanisms on the Internal Relations Between Managers

generally does not interfere in management. This situation depicts the separation
of ownership and control.

This model operates under a well-developed legal framework wherein the duties
and responsibilities of key players, i.e. shareholder, directors and executives have
been properly defined in relatively less complicated environment.

The Anglo American Model

Such corporate model generally can be seen in the United States, United Kingdom,
Canada, Australia, New Zealand, etc. The corporate structure of certain Asian
counties, being part of the colonial regime, essentially resembles with the Anglo-
Saxon model.

Insider Model

The insider model is also known as the Stakeholder model. The fundamental rationale
behind this model lies in the belief that the corporation must ensure the benefits

Figure 1.
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accrue to other stakeholders as well in addition to shareholders. This approach
considers that stakeholders (i.e. creditors, employees, unions etc.) participate in the
production process and corporations are socially responsible towards them. This
model can be further categorized into three types:

e  German Model
e  Family/State-based Model
e  Japanese Model.

The distinguishing characteristic of such model include less-dispersed ownership
structure, relatively less strong capital markets, interlocking structure and directorship,
less disclosure in financial reporting, high leverage firms.

The term insiders, here, include family interest, institutional interest, banking
interest, and holding companies’ interest. Contrary to the Anglo-Saxon model,
insider plays a dominant role in the governance of the firm in this arrangement,
and agency cost is significantly reduced. Controlling shareholders (i.e. family, the
state, or institutions, etc.) manage the corporations, thus the agency cost under such
a model is almost irrelevant. However, the conflict of interest between controlling
interest holders and minority shareholder, i.e. expropriation problem, is very much
relevant in this corporate arrangement.
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German Model

German model is based on the two-tier board model. In this model, banks hold
long-term stakes and their representatives are elected to sitin boards. Large German
banks, both private and public sector, play a major role in being key shareholder
incorporation and their existence in the board is the reason for relatively fewer
agency problems. The German corporate governance exhibits certain significant
dissimilarities from, both, the Anglo US and the Japanese model. This model is
prevalentin Germany and Austria. Due toits unique characteristics, some corporations
in the Netherlands, Scandinavia, France and Belgium is also incorporating some
elements of this model. In the German model, two-tier board mechanisms consist
of the Supervisory Board and Management Board. Supervisory Board consists
of shareholders representatives, union representatives, and the bank obviously.
Management Board consists of executives of the organization, i.e. insiders only.
Compulsory presence of employees; representative on supervisory board in German
firms is one of the most differentiating characteristics of this model in comparison
with Anglo-Saxon and the Japanese model. An important characteristic of this two-
tier mechanism is that no one is allowed to serve on both boards simultaneously.
Another distinguishing fact is that size of the board is fixed according to the law of
the land and cannot be changed by shareholders. Voting right restrictions, irrespective
of the percentage of shareholding are also part of the legal framework.

These restrictions limit a shareholder to voting a certain percentage of the
corporation’s total share capital.

Family/State-Based Model

Family-based or State-based model can be mainly observed in East Asian economies
and in some emerging economies including Pakistan. The family business is defined
as a form of enterprise in which both management and ownership are controlled by
a family kinship group, either nuclear or extended and the fruits that remain inside
that group, being distributed in some way among its members. Adam Smith, in his
book Wealth of Nation implicitly stresses the importance of family business in the
following words. Being the managers of other people’s money than of their own,
it cannot well be expected that [the managers of widely held corporations] should
watch over [public investors’ wealth] with the same anxious vigilance with which
partners in a private copartnery frequently watch over their own. Like the stewards
of a rich man, they consider attention to small matters as not for their master’s
honor and very easily give themselves a dispensation from having it. Negligence
and profusion, therefore, must prevail more or less in the management of such a
company.” Family or State-based models exhibit the following characteristics:
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Figure 3.
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Irrespective of certain problems, this model of corporate governance bears certain
advantages as well. Some of the advantages include stable ownership, less agency
cost, long term commitment of shareholders, etc.

Japanese Model

The Japanese model is characterized by a high level of stock ownership by affiliated
banks and companies. The Japanese character of corporate Governance is many-
sided centering around the main bank and a financial/ industrial network. The bank
provides its corporate clients’ with the loan as well as services related to bound
issues, equity issues settlement accounts, and related consulting services. The main
bank is generally is a major shareholder in the corporation.

Many Japanese corporations also have a strong financial relationship with a
network of affiliated companies.
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Figure 4.

Share
In Japan, Financial institutions and corporations firmly hold
ownership of the equity market.
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ABSTRACT

In the wake of corporate scandals in major companies like Enron, Tyco, and East
Asian crisis have emphasized the need of sufficient number of independent directors
on the board for proper oversight and functioning of the company. Code of corporate
governance recommends the presence of independent directors for better performance
of the company. As board independence ensured good corporate governance
practices, it is considered that having independent directors on the board is not
for better performance but for better governance. In seeking reasonable answer
for these arguments, the purpose of this study is to review some of the literature
of board independence with respect to corporate governance theories specifically
agency theory, stewardship, and resource dependency theory. All these theories
have provided mixed evidences in different studies about the impact and importance
of board independence and reason behind these mixed evidences might be the
institutional context of different organizations in different countries.
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INTRODUCTION / BACKGROUND OF THE STUDY

Inrecent years, world governance practices have changed significantly. Revisions in
corporate governance codes and shareholders engagement practices in the organization
all have contributed to the new standards of governance for developed and developing
economies. Change in the standards remains robust, because market is continuously
reassessing the guidelines to further improve the governance code of conduct (Aifuwa
& Embele, 2019). Corporate scandals of major companies like Enron, WorldCom
and Tyco, along with that East Asian crisis gave rise to the concern about monitoring
and effectiveness of the board. These scandals emphasized that independent board
members are vital for the organization and shareholders interest. They should be
enough in numbers to oversee management of the company (Mishra, 2018).

Muneer and Allam (2017) explained the concept of board of directors in the
firm. According to their study, board of directors includes the CEO, non-CEQO,
affiliated outside directors and non-affiliated outside directors. CEO is the person
who often serves as a chairman of the board, non-CEO is considered as officers of
the company. Affiliated directors defined as the directors who are former employees
of the company, relatives of the employees of the firm or who have any kind of
business relationship with the company, and nonaffiliated outside directors are the
individuals having no past or present relationship with the firm.

The board of directors is a collective body that should act in the best interest of
their company shareholders. Board is a combination of executive and non-executive
directors to pursue the shareholders’ interest. The non-executive directors are not
the full-time employees of the company as compared to executive directors who
are full-time employees and are involved in day to day activities of the company.
Role of non-executive directors is to pursue monitoring mechanism of performance
and activities of management or executive directors. The non-executive directors
on the board prime duty is to provide unbiased judgments, and that is only possible
when independent board is vital to exercise their duties. The code of corporate
governance and regulators suggests that mere compliance with recommendations is
notenough, itis essential that composition of board members should be balanced and
independent to perform effectively. In general, the representation and independence
of non-executive directors is vital for the board’s effectiveness (Fuzia, Halim, &
M.K, 2016).

The phrase board characteristics comprises of two concepts in it. Former is the
board (usually known as board of directors) is vested with the duty to hire managers
and administrating the activities of these managers as well as overall organization. The
latter typically means the quality of something or someone. From this concept board
characteristics can be explained as internal corporate governance mechanism which
expounds on the features of the board (Akeju & Babatunde., 2017). Characteristics
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of the board are their size, diversity (age, gender, nationality, expertise, educational
background, institutional and functional experience), independence, and diligence.
Among all these characteristics board independence is considered important for
board efficiency and effectiveness (Aifuwa & Embele., 2019).

Monitoring and overseeing of overall performance and functioning of the
organization are the basic administrative activities of the board. According to
Vafeas (2000), board is responsible for effective monitoring of financial reports
and to protect the shareholders interest. As managers have their own interest and
incentives to manipulate earnings and this action potentially mislead stockholders.
Akeju and Babatunde (2017) opined that board independence as a vital characteristic
of board that improves the internal corporate governance mechanism in the firm.
Supporting this view D’onza and Lamboglia (2014) emphasized that among all
characteristic board independence is unique one to detect any fraud. It is the best
suitable monitoring mechanism for organization financial statements.

The major contribution of the board is formulating company’s strategy and
exercise proper oversight function throughout the company operations (Zinkin, 2010).
Independent directors contribute their independent views and actively participate
in board discussion. The company appoints independent directors to monitor the
performance of executive directors and top managements. As independence person,
they must ensure that their presence and performance is free from any kind of
influence of insider management. Zinkin (2010) also stated that as non-executive
directors represent shareholders on the company’s board so, several areas like
expertise, industry background should be addressed by independent directors that
would contribute to the effective formulation of the company strategy.

Berghe and baelden (2005) studied the construct of board independence and
declared from their results that board independence is an important factor in ensuring
board effectiveness. Through monitoring and strategizing roles, it can enhance
company performance. Foo and Zain (2010) examined the association between
disclosure of information and independent board and suggested significant association
between these constructs. It means when board is independent more transparency
in disclosure is expected which later results in good governance practices. In this
context researchers further elaborated that board independence is not just for good
performanceratheritbrings good governance in the firm. They represent shareholders
in the firm and understands their responsibility of transparency and thus they strictly
monitor all the self-serving activities of management. Therefore, independent
directors would not have any chance to do any wrongdoings for their own interest.

The board’s ability to monitor management independently has attracted much
attention in the research related to corporate governance because of the high-profile
corporate collapses in early 2000s, such as the collapse of Enron, WorldCom, and HIH
insurance. Itis alleged that one cause of these collapses was insufficient monitoring,
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as the management of these firms had a strong grip on board members leaving the
board unable to provide independent advice (Susanto, Pradipta, &, Djashan, 2017).
While discussing the board attributes specifically independence, corporate governance
theories have received a great deal of attention from investigators. Theoretical
paradigms that dominated corporate governance research and importance of board
of directors are named as agency theory most common in all (Jensen and Meckling,
1976; Fama and Jensen, 1983; Eisenhardt, 1989a), stewardship theory (Donaldson,
1990; Donaldson and Davis, 1991; 1994) and resource dependence theory (Pfeffer,
1972; 1973; Pfeffer and Salancik, 1978).

Agency theory explained the inherent imperfections in the relationship between
capital provider (principals) and fiduciaries (agents) of that capital. It argues that
corporate ownership is separated from corporate management. Behaviors, actions
and decisions of the managers or inside directors deviate from those required to
maximize shareholder value. This divergence creates agency conflict between
manager and shareholders. This theory was originated in the 1970s by Michael Jensen,
William Meckling, Harold Demsetz and others while propagation in the theory can
be seen much earlier during 1932 in the work of Berle and Means. Agency theory
remained as a prominent anchor to elaborate the corporate governance practices in
the organization (Aguilera, Filatotchev, Gospel, & Jackson, 2008).

The idea of board independence mainly arises from the traditional setting of the
agency problem, in the Anglo-American context where there is a distribution of
ownership and where managers acts as agents of shareholders, having objective to
maximize their shareholders wealth. Independent directors are the person entrusted
by shareholders to represent them and help them to reduce agency problem. Agency
theorist argued that managers unless restriction to do so, undertake self-serving
activities that may be detrimental to economic welfare of the principal (Susanto
et al., 2017). The existence of this conflict of interest between principal and agent
deviate managers from their objective to maximize shareholders value first.

Several control mechanisms are recommended as part of check and balance to
reduce the conflict between the managers and shareholders which can be helpful
to achieve the objective of the firm in a cost-effective way. These include external
control mechanism such as takeovers and internal control mechanisms as the presence
of large shareholders, contracting and independent monitoring board. Among all
these mechanisms independent corporate board is the primary and dominant internal
corporate mechanism to monitor the management to promote shareholders interest
(Rashid, 2014).

In contrast to agency theory, stewardship theory of corporate governance has
its roots in psychology and sociology. It was adapted as a theoretical framework
for researchers to investigate the decision making, actions, and performance of the
executives who are acting as a faithful steward. This theory hypothesized that managers
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or inside directors are trustworthy individuals and they are good stewards of the
resources entrusted to them. As they spend their working lives in the organization
the govern, they understand the business better than the outside directors so they can
make better decisions to protect shareholders interest (Donaldson, 1990; Donaldson
and Davis, 1991; 1994).

Proponents of stewardship theory argues that board attributes and effectiveness
that are linked to the better corporate performance is basically relevant to the inside
directors rather than outside directors as they naturally work to maximize profits for
shareholders. Based on stewardship theorists view, research scholars have investigated
that outside directors are not able to make proper decisions for firm even if they are
independent to do so. This is because of the reason that outside directors do not have
the same access to informal knowledge sources within the firm as inside directors
have (Rashid, 2014). Alternatively, opponents of this view suggest that, if there are
few inside directors on the board, the board would not be able to fully understand
the company and their lack of knowledge can affect decision making process.

Another theory of corporate governance is that of Resource dependence theory,
which can explain the concept and importance of the board in an organization
under its arguments. This theory has maintained that board attributes have crucial
link between the firm and the essential resources that it needs to maximize its
performance (Pfeffer, 1973; Pfeffer & Salancik, 1978). This theory has its roots in
sociology and management disciplines. There is no universal definition that what
actually an important resource is for an organization.

Sociologists concentrated on different type links of resources that an independent
board can provide to its organization such as the access that a board provides to
a nation’s business elite (Useem, 1984), access to capital (Stearns and Mizruchi,
1993) or links to competitors (Mizruchi, 1996). Management scholars tended to take
a more generic approach of the theory, Scholars such as palmer and barber (2001)
view the board as an important resource for the firm, especially in its link with the
external environment. The value of resource is considered as contextual, depending
on the urgency of need. Several resources that have been studied because of their
perceived value to the firm are information, finance or capital and links to customers
and other stakeholders. The ability of the board to access internal information and
link its significant resources to that information is seen as one of the key roles for
proper decision making and management of organization (Nicholson, Gavin, &
Geoffrey, 2007).

As theories of corporate governance have suggested different views for the board
and its attributes and considered board effectiveness mandatory for firm functioning
and performance. Among all other attributes board independence is considered vital
for this study. Thus, the objective of the study is to explore the construct of board
attributes specifically board independence under the light of corporate governance
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theories mainly with respect to agency theory, stewardship theory and resource
dependency theory. In order to review the literature of the board independence
which has been studied across the world this study is intended to shed light on
the theoretical disclosure of the construct. To enhance the understanding of the
concept, study will explore the understanding of board independence and its role in
the organization and it will further elaborate whether board independence ensured
good corporate governance practices or not.

LITERATURE REVIEW: THEORETICAL DISCOURSE

This section will provide insights of board independence impact on different
financial variables with respect to corporate governance theories. Firstly, it will
provide literature about board independence as a construct and then it will further
reveal its impact with respect to agency theory first and then stewardship, resource
dependency theory later.

Board Independence as a Construct

The construct of board independence is generally explained as the ability of
independent board members to make decisions independently from the firm insider
management. As inside managers and other non-independent board members
sometimes (referred as affiliated or grey members) responsibilities are tied with
the board where they sit. These managers receive substantial monetary benefits
for non-director related activities provided to firm on whose board they sit. In this
situation outside independent board members are considered more trustworthy even
they have limited role with the organization (Yunos, 2011).

Berghe and Baelden (2005) supported the concept of board independence and
declared it as important factor for enhancing corporate performance and board
effectiveness through the monitoring and strategic roles of the directors. According
to the authors, ultimate factor for board independence is by acquiring maximum
number of independent directors. Their skills, abilities, willingness and board
environment might lead them to pursue independent attitude of each director.
Kakabadse, Yang and Sanders (2010) narrated that effectiveness of non-executive
directors is determined by their formal independency, competency, incentives
provided and information accessibility.

Board independence refers to the participation of outside directors independently.
The more the board is independent, more effective it will be in monitoring the
management behavior (Afify, 2009). Non-executive directors on the board will
not be able to effectively exercise their duties, unless they are independent from
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management. Independent directors who are free from any kind of influence provides
unbiased judgments and make proper and effective decisions. In board discussion
independent directors with relevant industry background and wide expertise would
be more able to challenge chief executive officers (CEOs) and management team.
If these directors only exist and do not perform the expected roles as required by
the firm, then their functioning will be ineffective. However, mere compliance with
the recommendation is not necessary for these directors they also need to deliver
their best in order to functions effectively (Fuzia et al., 2016).

Board independence confirmed good corporate governance practices in the
firm. Foo and Zain (2010) investigated that board independence ensured liquidity
in the firm. According to their analysis there is a positive association between
independent board members and disclosure of information. It means that when
board is independent there would be more transparency in the information which
later improves the firm’s liquidity.

The company appoints independent directors to monitor the performance of firm’s
top management. Their prime responsibility is to formulate company strategy and
exercise proper oversight function throughout the company operations. Independent
directors contribute their independent views and actively participate in board
discussion. As Independent directors or board members represent shareholders
in the company, therefore they pursue the interest of shareholders by maximizing
shareholders value (Zinkin, 2010).

Agency Theory: Board Independence

While discussing corporate governance theories board independence has received
great deal of attention from investigators. In order to explain the phenomenon of
board independence agency theory has got much attention from the researchers.
Agency theory explains a conflict of interest between the managers and shareholders
of the firm. According to this theory, agency conflict arises between managers and
shareholders, because managers actions and behaviors deviate from those required
to protect and enhance shareholders interest. In this situation, Independent directors
are the person entrusted by shareholders to represent them and will help to reduce
agency problems (Akeju & Babatunde, 2017). Different studies have found that
agency theory can assist to find out the appropriate impact of board independence.

In line with this, agency theory can help to understand the impact of board
independence on firm performance. One study in India showed that effective
monitoring mechanism by independent directors in the firm reduced agency problem
and enhanced firm performance (Fuzia et al., 2016). Wallison (2006) under this view
argued that independent directors on the board are not just for better performance but
for better governance. They represent shareholders in the company and monitor the
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activities of management and executive directors to enhance company performance.
Therefore, executive directors would not have any chance for wrongdoings under
this monitoring mechanism. This action reduces the agency conflict and improves
the firm performance.

Most of the studies conducted in emerging markets found that these markets do not
have enough laws and legislation to protect investors interest and governing financial
markets. Despite the absence of institutions these markets showed positive effect of
board independence on firm performance. A strong relationship was found between
board independence and firms’ performance in those countries which have no laws
and regulation to protect their shareholders and stakeholders’ interest. Independent
board serve as a shield for shareholders and hinder all the self-serving activities of
the manager and mitigate the risk of agency conflict (Mubarak & Hamdan, 2017).
Thisis apparentas Liu et al, (2015) also found positive impact of board independence
on firm performance in sixteen thousand firms listed in “Shanghai” stock exchange.
They stated that board independence acts as a substitute for laws and regulations and
serve the owners right appropriately thus efficiently contribute in the improvement
of their performance level.

Garg (2007) identified another perspective of board independence in association
with firm performance, stated that board independence did not guarantee firm
performance due to poor monitoring roles of independent directors. If independent
board members monitoring mechanism is not effective, they cannot reduce agency
problem and thus performance of the firm will remain poor. Supporting this view
Hermalin and Weisbach (1991) also found that there is no relation between firm
performance and the proportion of independent outside directors.

Academics have examined the relationship of board independence and other
corporate activities thought to impact shareholder wealth positively (Nicholson,
2007). But a negative relation was found in few studies. Researches which
analyzed the relationship between board independence and various activities such
as corporate diversification (Baysinger and Hoskisson, 1990), CEO compensation
(Fosberg, 1999), the use of long-term incentive plans (Zajac and Westphal, 1994),
the adoption of takeover defenses such as poison pills (Coles and Hesterly, 2000)
all have produced negative findings, or been unable to identify any correlation at
all. Long line researches have provided little consensus that board independence
has positive impact on shareholder wealth through different corporate activities

As independent directors represent shareholders in the firm and protect their
interest, few researchers contradict from this view argued that independent directors
did not enhance shareholders return when their relationship is investigated with
earning management in the firm (Johari, Saleh, Jaafar & Hassan, 2008). Earning
information is used as a basis to measure firm success or failure in achieving
operational goals. This will encourage management to manipulate earning information

220

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Theoretical Disclosure of Board Independence

to make financial statements look good. These actions are basically called earning
management. Earning management is the activity of manipulating reported earnings
(Goel & Thakor, 2003).

Abdul Rahman and Mohamed Ali (2006) also supported this view from Malaysia
and concluded that companies had insignificant relationship between corporate
governance mechanisms such as the independence of the board with the earnings
management. Susanto and Pradipta, (2016), Nabilaand Daljono (2013) and Adigiizel
(2013) also found anegative and significant effect of board independence on earnings
management. This showed that board independence is not associated with the earning
management even though the proportion of them is one third of the total majority.
This means that even though the company had many independent board members it
would notincrease the shareholders return through controlling earning management.
Thus, separation of ownership and control will remain in conflict.

Another study reveals that board independence is effective to resolve agency
problems due to its effectiveness in monitoring management (Johnson, Daily, &
Ellstrang, 1996). In line with this view, Previous studies have proposed that board
independence has positive and significant impact on the timeliness of financial
reporting. Afify (2009) suggested positive and significant relationship between
independence of the board member and audit report lag. The study implies that
monitoring role of the independent board members have positive influence on of
timeliness financial reporting. through more effective and efficient auditindependent
board members can reduce audit report lag and resolve agency conflict.

Abdelsalam and ElI-Masry (2008) also supported this argument and claimed that
independence of directors is positively associated with the timeliness of financial
internal reports. The reason behind this positive relationship is that outsider directors
usually did not take any advantage from delayed or selective disclosures. Moreover,
it was identified that high percentage of independent directors employ expert
auditors than less percentage of them. This indicates a positive association between
high quality auditors and board independence. Therefore, a more timely financial
reporting can be easily achieved (Beasley & Petroni, 2001). In contrast, Wu et al.
(2008) believed that existence of independent members in the organization results
in longer financial reports lag as they are not the employees working on daily basis
in the organization thus, they take more time to monitor and verify firms’ events.

Another research stream provided opinion that how board independence can help
shareholders to save their interest from managers. For this purpose, board independence
is analyzed with the voluntary disclosure of information (Al Maskati & Hamdan,
2017). Board independence has found positive impact when voluntary disclosure
of firm exists, it increases transparency of information, and reduces asymmetry of
data provided to investors. Ferris et al. (2003) reported that independent directors
provide firsthand and rare knowledge and valuable experience which is hard to get
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from somewhere else. This is true because of their unique experiences that they bring
from their mothers’ firms and thus they become important advisor for shareholders
(Balsmeier et al., 2014).

Among many other reform’s agenda, board independence remained a particular
interest for the proponents of the agency theory. board willingness and ability to
monitor the firm responsibly is a concerned view that has set forth its importance
in agency theory (Dalton & Dalton, 2011). the basic argument of agency theory is
to protect shareholders interest thus supporting the notion about its importance in
theory Brickley and Zimmerman (2010) suggested that Independent board members
without any influence can monitor and advised managers to protect shareholders
interest.

Hermalin and Weisbach (2003) see the board independence as a market solution
that helps mitigate the agency problems that mostly occurs in the organizations.
According to Jenfa (2000), independent board members are responsible for a
company’s internal control systems and operations of the company. They provide
high level of advice at the time of risk. Vafeas (2000) also see independent boards
as mainly responsible directors for monitoring the quality of information contained
in financial reports because managers often have their own interest and incentives
with regard to managing earnings and potentially misleading stockholders. Thus,
presence of independent directors is vital for an organization.

Stewardship Theory: Board Independence

In contrast to agency theory, another corporate governance theory named as
stewardship theory hypothesized that managers are trustworthy individuals in the
firm, and they are good stewards of the resources entrusted to them (Donaldson &
Davis, 1991). According to the proponents of this theory, inside directors spend their
working lives in the organization they govern, they can better understand the need of
the business and thus can make better decisions then outside directors (Donaldson
& Davis, 1994). As a result, advocates of the theory further stated that superior
corporate performance and shareholders interest is not linked to the outside directors
rather they suggested that it is linked to the inside directors as they naturally work
in the organization to maximize the shareholders interest.

Stewardship theory plays an important role to understand the concept of
independent board and their role in the organization. While discussing the impact of
board independence on firm performance this theory argues that outside independent
board members are not much capable to enhance firm performance. If agency
cost is a significant concern for an organization and monitoring is necessary, then
proponents proposed that outside or independent directors will lack the proper
knowledge, time and resources to monitor management effectively (Fuzia et al.,

222

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Theoretical Disclosure of Board Independence

2016). This argument is comparable to another study, stated that overemphasis on
monitoring is unnecessary for the independent board members to impact corporate
performance (Donaldson & Preston, 1995).

Inline with this, several other studies explored the concept of board independence
in different ways. According to Mubarak and Hamdan (2017) independent board
members are less effective for organization financial matters and thus negatively
impact the company performance. According to their study board independence
negatively affect the firm performance when it is measured using two accounting-
based measures: Return on Asset (ROA), and Return on equity (ROE). Based
on these inverse results, it was found that internal directors are more effective in
enhancing the management and functioning of the organization, as information
asymmetry and lack of company specific information leads to the inefficiency of
independent directors.

Keeping the view of stewardship theory, another study reveals that organization
having large number of independent board members bears excessive management
cost related to these members. Their decisions are not effective when they are in
majority. While inside directors having no extra management cost at all because they
are already employed in the organization. So, this study recommended that non-
executive directors on the board should be reduced to reduce excessive management
cost (Fahlenbrach et al., 2010).

The code of corporate governance recommended a unique structure of board
where outside directors which are mostly referred as non-executive directors (NEDs)
are expected to bring independent scrutiny which is free from any kind of influence.
This expectation separates the decision management from decision control.But a
key argument eradicates this fact is that these directors are selected by the same
management and this practice jeopardize the quality of board independence. Because
of this practice effectiveness of board towards quality of financial reporting is
negatively impacted (shankaraiaha & Amirib, 2017). This point is further supported
by another study asserting that the board independence has insignificant relationship
with quality of financial reporting. Notwithstanding, very little can be said about
the effectiveness of an independent board towards effective financial reporting as
the theoretical surmise is far from being displayed practically. Thus, inside board
members are more effective than independent board members in the organization
(Daoud, Ismail, & lode, 2014).

CEO duality and board independence are inevitably intertwined. Stewardship
theorist who prefer CEO duality are in favor of greater inside directors’ representation
in the board. conversely, proponents of agency theory who oppose CEO duality
vehemently prefer that board seats should be occupied by highest percentage of
independent members (Yusoff & Alhaji, 2012). Van, Miesing and Kang (2009) found
that when board has maximum numbers of insider as a controller, they are more prone
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to pursue anti hostile takeover moves in order to protect firms from corporate invaders.
Donaldson and Davis (1991) found that strong insider representation is associated
with significantly higher firm performance, particularly when the board was chaired
by the firm’s chief executive officer. Similarly, Arthurs, Hoskisson, Busenitz, and
Johnson (2008) found that inside directors on board positively effect IPO pricing.
Stewardship by its nature infers that insider board members are more motivated
then outsiders’ independent members thus long-term success of an organization is
relevant to the inside management (Davis, Schoorman, & Donaldson, 1997).

Muth and Donaldson (1998) further reinforced this idea with their findings and
stated thatinternal directors are positively related to shareholder wealth and corporate
revenue growth. Conversely, agency theorist supported the view that independent
board members are the main protector of the shareholders interest, stating that
independent directors are the person who can better advocate the shareholders
interest because they are independent from management control (Carter, Simkins,
& Simpson, 2003). For instance, Mayers, Shivdasani, and Smith, (1997) verified
this view in their study and declared that presence of independent outside directors
is accompanied with lower operating costs for corporation. This point is further in
line with the study of Perry and Shivdasani, (2005) stating that board independence
represents significant improvement in operating performance and exert stronger
financial performance (Pearce and Zahra, 1991).

Keeping this view Wright, Kroll, and Elenkov (2002) suggested that outside
independent board directors are associated with stronger controls over CEO
compensation packages. Westphal and Khanna (2003) found that independent
directors are more likely to disapprove poison pill clauses than inside directors.
They also determined that outside directors are more likely to vote to separate the
position of CEO than inside directors. Value-oriented risk taking is an important
function of a business and there is indication to suggest that independent board
members are seamlessly associated with overall enhancing strategies (Wright, Kroll,
Lado, & Van Ness, 2002).

Based on stewardship theory, several studies have opposed the presence of
independent board members and disclosed the importance of inside board members
presence for rational decision making in the organization. Baysinger and Hoskisson,
(1990) found a positive relationship between the ratio of internal managers and the
availability of the information in the rationalization of decision making. Managers
in the firm are more familiar with the conditions than others and therefore they can
make best suitable decisions for organization thus, there is no need to hire external
independent members for decision making. Even some studies have questioned the
independence of members from outside the firm as internal managers might have an
influence on the selection of independent board members that share special interests
with them (Coles et al., 2010).
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Moreover, multiple appointments of independent outside executives engage
them a lot that they could not find time to serve each firm. These busy directors are
then unable to serve shareholders interest appropriately. This leads to reluctance of
investors to invest in those firm (Fich and Shivdasani, 2006). Some other researchers
also provided evidence for this argument and exhibited that independent directors
work best for the interest of parent firm in which they belong to and not for the
interest of hosting firm. These directors choose to work in firms that increase their
own benefits, regardless of the value of the hosting firm. That’s why it is suggested
that firm should rely more on inside directors (Fahlenbrach et al, 2010).

Resource Dependency Theory: Board Independence

Several other studies explained the construct of board independence in accordance
with third major corporate governance theory named as “Resource dependency theory”
by Jeffrey Pfeffer and Gerald R. Salancik (1978) that says, resources required by
the organizations need to be acquired through a network of contacts and efficiency
and effectiveness in bridging these networks will determine the quality of corporate
performance. This theory describes that access to essential and scarce resources
increase the ability for organizational success (Ulrich & Barney, 1984). Theorists
of this theory suggest that corporate boards can help organization in gaining access
to these resources otherwise it is beyond their reach (Brown, 2005).

Corporate boards are considered imperative boundary spanners that secure
necessary resources, such as capital, knowledge, and venture partnering arrangements
(Ruigork, Peck, & Tacheva, 2007). Board characteristics or features like diversity,
size, independence and diligence has found to be an important element in this
theory to improve financial performance (Waddock & Graves, 1997). According
to Abdullah and Valentine, (2009) this theory is centered on the roles of the board
that they provide to access the resources for the organization. As a resource provider
their characteristics specifically independence and diligence should be considered
vital for organization success.

Different Researchers explored the feature of board as independent member and
suggested that board independence is positively related to the firm performance
and enhance quality of financial reporting. According to them, independent board
members are more concerned about stakeholders’ interest and they give their best
to access all the needed resources for organization and protect all the stakeholders
interest without any influence. This activity of members increases the performance
of the firm and enhance quality of financial reporting (Ezelibe et al., 2017). In line
with this view another study also indicated that an independent board have positive
impact on the performance of the business due to their stronger grip on inside
and outside environment and organization need as well as help to reduce earnings
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management (Ilaboya & Lodikero, 2017) and consequently increase the quality of
financial reports (Akeju & Babatunde, 2017).

Flowing from extant literature, Klein (2002) does not support this view and hold
a stance that independent board members are relevant to different organization they
cannotunderstand the need of the hosting firm thus board independence has anegative
relation with financial reporting quality. This study stated that board independence
is not statistically and significantly related to quality of financial reporting and
overall performance of the firm. Result of this study partially supported Pfeiffer’s
and Salancik’s Resource dependency theory. This finding is consistent with the
works of Ahmed et al. (2006), Alkdai and Hanefah (2012), Chalaki et al. (2012)
and Goi (2014), however inconsistent with the findings of (Akeju & Babatunde,
2017; Alves, 2014; D’onza & Lamboglia, 2014; Firth, et al., 2007; Holtz & Nieto,
2014; Klai & Omori, 2011; Kantudu & Somalia, 2015; Lara, et al., 2009; Marra et
al., 2009; Nesrine & Abdelwahid, 2011).

Sample of studies suggested that resource dependency theorists have not weighed
heavily on the issue of board independence, they are likely to agree with agency
theorists since a larger number of independent outside board members in the board
may increase the access to valuable resources like knowledge, capital, and venture
partnering arrangements and they can better protect the interest of shareholders in
an organization(Aifuwa & Embele, 2019).

DISCUSSION

In seeking a reasonable answer to the question of whether board independence is
important for the organization or adds value to the firm, researchers have extensively
depended on number of corporate governance theories, in which most common are
agency theory, stewardship theory and resource dependence theory. These theories
have undoubtedly assisted to understand the role of independent directors that they
may play in contributing firm performance and their impact on different elements
in the organization. Different studies have provided different insights of board
independence with respect to different theories of corporate governance mentioned
above.

The main premise of stewardship theory is that executive inside managers are
best stewards of their firm, thus there is no need of outside independent directors
monitoring. Pursuant to this theory, it is argued that inside directors spend their
working lives in the company they govern, they better understand the businesses
than outside or independent directors, they have more knowledge and information
which allow them to evaluate the need for the organization, outsiders rely more on
insiders to make decisions including access to the information necessary to achieve
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their monitoring role So, inside directors can make superior decisions than outside
independent directors . This theory further suggests that board independence in
isolation is not able for good monitoring role it required a skilled and knowledgeable
insider management. All the arguments in favor of inside directorship suggests that
superior firm performance is linked to the insider management because they work
for the organization.

Despite this fact, there is a dearth of studies examining the beneficial impact of
inside directors. Evidence prevail in literature that less independent board members
can sometimes be more effective at monitoring than inside directors. Similarly, it
is further emphasized that inside directors are in great demand externally, and the
fact is that outsider directors are infect the insiders of another firm. This notion
can be further supported from the insights that inside directors improve board
performance but outside directorships if it is independent is vital source of inside
director incentives.

In sharp contrast with stewardship theory, agency theory supported the notion that
board independence adds value to the firm. It argues that as managers gain control in
the firm, they pursue those actions that benefit themselves but not the firm owners.
Theorists argued that independent board act as an effective monitor and it ensured
that management is acting in the best interest of the company .These members will
contribute to the reduction of agency costs, protect the interest of the shareholders
and will not be involved in quotidian operational (management) activities.

These non-management directors who are unaffiliated with the corporation
and considered as independent directors provides superior performance benefits
to the firm due to their strong commitment to their independence role. Board
independence in the form of representation of outside independent directors do not
have any material interest in the firm thus, effectively perform the controlling role
of the board. These directors provide important monitoring functions to resolve the
agency conflict between management and shareholders and they are more vigilant
than inside directors, as their primarily focus is on the firm’s financial performance.
According to this theory, an independent board will be able to exercise its role as a
controller, which will add value to the firm.

Another theory of corporate governance named as resource dependency theory
also played an important role to understand the concept of board independence.
Apart from stewardship and agency theory, resource dependence theory is concerned
about the external resources and their access from external environment. This theory
incorporates the directors’ backgrounds, such as their age, tenure, skills, knowledge,
expertise, managerial, industrial and functional experience for the access of resources
for organization. These theorists argued that outside independent directors have
valuable resources, such as objectivity and technical expertise that they can use to
enhance firm performance. Supporting this notion this study contended that outside

227

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Theoretical Disclosure of Board Independence

independent board members with their strong expertise influence the board decisions
and add value to the firm. Therefore, according to this theory perspective regarding
board independence is that outside independent directors may act as a means of
facilitating the acquisition of external resources such as advice, legitimacy and
council that are considered critical for an organization success.

Literature has revealed that corporate governance theories provided insights
regarding board independence, but these theories skipped other aspects to clarify
the construct to some extent. Rather providing holistic view these theories displayed
narrow view of board independence to some extent according to their perspective.
From literature this study can predict that agency theory offer a glimpse effect of
one aspect of board independence with performance relationship focusing that
shareholders are the prime responsibility of board, similarly resource dependency
theory perspective concentrates on single aspect of board role that is basically
engaging with the external environment to access critical resources. This view ignores
alternative activities of the board such as providing advice, monitoring, strategizing.

CONCLUSION AND FUTURE RECOMMENDATIONS

The major contribution of the board is to formulate company strategy and
exercise proper oversight function in the company. Board independence among
all characteristics is considered vital for board effectiveness. Code of corporate
governance recommended that board should consist of Non-executive independent
directors in order to bring proper scrutiny and management in the company. In seeking
a reasonable answer, researchers have extensively depended on number of theories
of corporate governance with most common named as agency theory, stewardship
and resource dependency theory. These theories have provided different insights of
board independence according to their perspective. Literature argued that theorists
of these theories provided a narrow view of board independence rather providing
a holistic view.

After delving into the literature this study also concluded that board independence
positive and negative impacts showed that it might base on institutional context. An
individual’s willingness as an agent, to act as a steward or as a self-serving agent,
or a resource provider may be contingent on the institutional context. Furthermore,
an individual’s capacity to act as an independent director is entirely based on
situational factor and may vary across firms, institutional settings and industries as
well as across the roles, power and stakes of the key internal external actors that
could be shareholders, managers, creditors and employees. Thus, whether the board
acts as an effective monitor, or ineffective rubber stamp is totally depends on the
institutional context.
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Moreover, it is concluded that governance may differ from country to country
due to their various cultural values, political, social and historical circumstances.
Further recommendation suggests that board independence as a construct can be
analyzed with other corporate governance theories such as stakeholder theory,
transaction cost theory, and it can be further investigated with other approaches of
different disciplines in different developed and developing economies. It is believed
that this study contributed to the literature by shedding light on how future studies
might be strengthened and reduce the degree of ambiguity.
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ABSTRACT

Diverse boards have been seen as providing impetus for initiating change. This study
focuses on the relationship between female representation on boards of directors and
its effect on firm performance, based on evidence from the Thailand. The authors
use empirical data on SET 100 Index firms observed in 2015 to 2019. The result
indicate that at least one female director in the board is associated with the firm
financial performance, while the female CEO/Chairman or higher percentage of
females in board having no firm performance association.

INTRODUCTION

Research has shown that men and women behave differently and have different talents
and perspectives. With respect to behavioural differences, Croson and Gneezy (2009)
based on a literature survey; argue that women differ from men with respect to risk,
social and competitive preferences. In particular, they argue that women are more
risk-averse, less overconfident and more sensitive to social signals in determining
appropriate behaviour. With respect to differences in talents and perspectives, Hillman
et al. (2002) find that female directors are more likely to come from non-business
backgrounds, are more likely to hold advanced degrees and join multiple boards at
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a faster rate. Singh et al. (2008) report that adding women to the board increases
international diversity. They also show that women are significantly more likely to
be experienced board members, as they have fulfilled several of these positions,
especially in smaller firms.

Brammer et al. (2007) also argue that greater equality of representation provides
the firm with benefits that arise from alignment with the demographic characteristics
of key stakeholder groups such as customers, employees and investors. However
there is not general consensus in the board diversity literature with scholars arguing,
appointing female directors in response to regulatory pressure has, at best, a limited
effecton firm value (Adams and Ferreira, 2009; Gregory-Smithetal.,2014). We expect
that women’s prospects and ability to exercise influential corporate leadership may
vary based on their social, moral and authoritative status which in turn is determined
by culture, societal norms and values as well as religious sensitivity (Grosvold and
Brammer, 2011; Adams and Ferreira, 2009; Terjesen and Singh, 2008). Accordingly,
acknowledging the socio-economic context within which women exercise their board
roles can be informative for identifying the mechanisms through which female directors
influence shareholder value. Therefore, we signify the performance implications of
gender diversity in the context of developing economies, where less is known about
the contextual validity of insights for understanding female corporate leadership
contributions in Asia’s fast-developing economies.

One positive attribute assigned to female directors is their superior ability,
compared to male directors, to recognise and control risk (Erhardt et al, 2003;
Carter et al., 2010; Schwartz-Ziv, 2015). Excessive risk taking and poor risk
management are commonly cited causes of the recent global financial crisis and
it is not surprising that many firms identified by irresponsible risk decisions had
boards that consisted mostly of male members. The recent growing participation
of women in the corporate arena, both in developed and developing economies, has
gained increased attention from scholars, corporate leaders, and policy-makers but
evidence of their effectiveness, particularly in Asian economies, is sparse. Therefore,
this study seeks to investigate the level of female participation in corporate roles
in one of Asia’s fastest growing economies, Thailand, and determine whether link
between female board participation, reduced enterprise risk and enhanced overall
corporate performance exists.

A substantial body of evidence from Western corporate contexts suggests that
appointing women on boards of directors has a positive influence on firm outcomes
and shareholder value (Erhardt et al., 2003; Nielsen and Huse, 2010; Ahern and
Dittmar, 2012). However, the opportunity for women to influence corporate leadership
in the context of Asian economy firms has been explored by only limited studies.
Thailand presents as an important research environment given it is one of the fastest
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developing economies in Asia Pacific and a society where the recognition of female
leadership contribution is rapidly evolving.

LITERATURE REVIEW

A considerable body of empirical evidence maintains a positive relationship between
female involvement in upper management, particularly the board of directors, and
enhanced outcomes for firms. The assertion of a firm-level benefit from gender
diversity is based on theoretical streams shared by the sociology, management,
organisational and corporate governance literatures. Herring (2009) provides a good
summary of the literature and concludes proponents of diversity argue it enhances
firm performance for three reasons. Firstly, diversity improves workplace outcomes
as, compared to homogeneous work teams; diverse work teams have greater resources
and insights for problem solving (Cox, 2001; Adams and Ferreira, 2009). Secondly,
innovation depends less on homogeneous individuals than on diverse groups working
together and capitalising on their individuality (Page, 2007). Thirdly, diversity can
influence customers’ perceptions and purchasing practices (Sen and Battacharya,
2001).

Additional support for board gender diversity is provided by the corporate
governance literature. In particular, Stakeholder theory posits that as the board’s
function is to represent its stakeholders it is more efficient when it is representative
of those stakeholders (Huse and Rindova, 2001; Ahern and Dittmar, 2012). Resource
dependency theory also holds that board gender diversity increases networks that
link the firm to important external resources (Ruigrok et al., 2006). Other researchers
argue benefits of gender diversity in upper management come from the enhanced
creativity, knowledge and innovation that divergent views of females bring to the
board (Carter et al., 2003; Wiersema and Bantel, 1992; Carter et al., 2010); their
more inclusive and collaborative management style (Van Knippenberg et al., 2004)
and their superior ability to recognise and control risk (Erhardt et al., 2003). Recent
Australian evidence is provided by Hutchinson, Mack and Plastow (2014) who report
that greater board gender diversity moderates firm risk which in turn improves
firms’ financial performance.

By recruiting female directors companies may also derive benefits from greater
linkage with their external stakeholders (Singh and Vinnicombe, 2004) with the
provision of legitimacy highlighted in the gender diversity literature. For example,
female directors have been shown to provide a valuable form of legitimacy in the
eyes of potential and current employees with female directors also symbolising
career possibilities to prospective recruits (Hillman et al., 2007). The appointment
of female directors to governance committees has also been shown to be indicative
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of a flexible board that includes high ability individuals in governance o enhance
firm performance (Smale and Miller, 2015).

Inrecognition of the abilities and opportunities of women a number of developed
countries, such as Norway and Denmark, have mandated regulations that prescribe
fixed quota percentages for women on corporate boards (Joana, Jannekeand Chantal,
2010; Isidro and Sobral, 2014). While researchers claim that the increased number
of women on boards (Vance, 1983; Heidrick and Struggles, 1986; Grosvold and
Brammer, 2011; Ahern and Dittmar, 2012) and the increasing number of female Chief
Executive Officers (CEOs) is a signal of the transition of women to top executive
roles (Spencer, 1984) others argue that though the actual number of women on
board has been increasing, proportionately it is still not notable (Gregory-Smith,
Main and OReilly, 2014).

However, emerging economies are lagging behind in mandating legislation or
promoting policies that encourage increased female participation in the board room
with participation rates remaining low. While the empirical evidence documents
mixed findings on women’s ability to influence corporate leadership and performance
in the context of western economies, the situation in fast growing Asian economies
has barely been examined (Alowaihan, 2004; Afza, 2011; Abdullah et al., 2015).
Therefore, the main focus of this study is to examine the extent to which women are
appointed to corporate boards in Thailand, the corporate governance characteristics
of firms that appoint them and to investigate their impact on firm outcomes.

Yet there are other studies that do not find any significant relationship between
female board representation and firm performance. Using a panel dataset of 300
firms from Fortune 1000 firms over the period 1990-1999 with Poisson regression,
Farrell and Hersch (2005) found that the addition of female directors to the board
has no significant impact on the return on assets. Carter et al. (2010) also found
that the number of female directors is not significantly related to Tobin’s Q or
return on assets in S&P indexed companies. Moreover, Rose (2007) shows there
is no significant link between firm performance and board gender diversity with a
sample of Danish firms for years 1998-2001. Adams and Ferreira (2009) found that
although female directors are more diligent monitors of the firm, they appear to have
a negative impact on Tobin’s Q. Ahearn and Dittmar (2012) found that imposing a
40% female director quota in Norway results in lower Tobin’s Q. They argue that
the reason might be that the law forces firms to pick younger or less experienced
females as their board directors.

The literature on how female board members affect governance decisions is
scarce. Adams and Ferreira (2009) document that female directors generally have
fewer attendance problems, suggesting that female directors are more active monitors
compared their male counterparts.
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HYPOTHESES DEVELOPMENT

Within a corporate governance framework, the composition of corporate boards
is crucial to aligning the interest of all stakeholders, to providing information for
monitoring and counselling, and to ensuring effective decision-making (Becht,
Bolton and Réell, 2002; Hermalin and Weisbach, 2003). Gender diversity, together
with board size, age dispersion and the share of directors chosen by the employees,
all relate to board decision-making processes (Bghren and Strgm, 2007).

In western economies diversity issues have taken centre stage on account of the
following reasons; first, many institutional investors are implementing diversity
aspects as part of their investment practices and commitment to diversity in
employment is part of socially responsible investment indices (Yasser, 2012). Also
board gender diversity is desired by customers, employees and other stakeholders
since it demonstrates the sensitivity of management to stakeholder preferences,
aspirations and concerns (Ibid, 2012). Lastly, board gender diversity has been the
subject of discussions for best practices in corporate governance.

Smith et al. (2006) found that female employee elected directors have a positive
impact on firm performance, while female shareholder elected directors have the
opposite effect. A significant part of the shareholder elected female directors is
found to have family ties to firm owners.

Carter et al. (2003) explain the relationship between board gender diversity
and firm performance based on the agency theory and they posit that board gender
diversity enhances the board’s ability to monitor top management. In addition to
this, they argue that increasing the number of female directors may increase board’s
independence since women tend to ask questions that male directors may not ask.

Inaddition, Smithetal. (2006), posit that board gender diversity enhances problem
solving as a variety of perspectives arise hence more alternatives are evaluated in
the process. Furthermore, a more gender diverse board may also improve a firm’s
competitive advantage provided it improves the image of the firm and if this has a
positive effect on customers’ behaviour and thus on a firm’s performance (Smith
et al., 2006). Based on the above arguments, we hypothesis that:

Hypothesis 1: Does gender diversity in a firm impact positively on firm performance?

Since the marketplace itself is diverse, higher proportionate of female directors
will make it easy for firms to penetrate these markets. Robinson and Dechant
(1997) also noted that a higher percentage of female directors in boards increase
creativity and innovation. This view therefore states that the attitudes, beliefs and
cognitive functioning of humans are not distributed in a random pattern but appear
to be systematically distributed with variables like gender, race and age. It is further
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noted that diversity especially in terms of gender leads to greater problem solving.
This is because many alternatives are carefully evaluated in terms of pros and cons.

Carter etal. (2003) examined the relationship between board gender diversity and
firm value for the Fortune 1000 firms. Using Tobin’s Q as a measure of firm value,
they found statistically significant positive relationships between the percentage
of women on the board of directors and firm value as well as presence of women
on the board of directors and firm value. In line with these findings, this research
argues that it is likely that higher percentage of female directors in the boardroom,
as measured, may influence firm performance. Brammer et al. (2007) suggest that
higher female proportion in boards is shaped by a close proximity to stakeholders,
such as customers, employees, labour unions and investors as the firm’s external
business environment whose demands are for a greater diversity. Broome and Krawiec
(2008) assume this is because firms need to signal that they are committed to equality,
although it is argued that this practice may lead to a negative reputational cost for
the firms as an impact of an inability to give meaning to the higher diversity (Shin
and Gulati, 2011). Lindstédt et al. (2011) show that positive significant performance
effects of female supervisory board members are only attained in firms with a high
proportion of females in the workforce or in firms in the business to customer
(B2C) business. Torchia et al. (2011) document that having three or more women
on boards positively influence firm innovation through board strategic tasks. We
propose the following hypothesis:

Hypothesis 2: Does female proportion in a firm impact positively on firm
performance?

We also find that women directors with senior corporate experience are associated
with higher firm performance relative to women directors with non-corporate or
junior corporate backgrounds. This is consistent with women directors with senior
corporate experience having greater monitoring and advising capability and being
better informed given their background and business connections. This may also
indicate that women directors with senior corporate experience are able to elicit
value adding incremental monitoring efforts from other board members.

Literature (for example, Bliss and Potter, 2002, Wei, 2007), notes that women, in
addition to being more risk averse, worry more about the way the company money
is spent and normally extract less personal benefits from the company than men.
Laakso (2010) complement this information, stating that women make more ethical
decisions in the workplace than men on CEO position. Based on the above, our first
null hypothesis is proposed:

Hypothesis 3: Does female CEO/Chairman impact positively on firm performance?
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METHODOLOGY

The focus of the study is a sample of the largest 100 companies listed on the Stock
Exchange Thailand for the years 2014-2019. This allows for a sufficient lag for firms
to adjust their board nomination practices and enables a comparison of Thailand
corporate governance pre and post the Code. As previously mentioned the revised
Code of Corporate Governance had a particular emphasis on increasing female
presence on Thai boards'.

The final sample comprises 500 observations over five consecutive years with
each company investigated for increases in female board member appointment.
Using annual reports for data collection is preferred as these reports are audited,
have been published and are publicly available. Furthermore, annual reports of
public listed companies are presented uniformly and disclosures must comply with
SET. There were 843 companies listed in the main market on Thailand as of 31st
December 2018, from which100 large companies are taken for this study for each
of five consecutive years.

The study employs non-financial data relating to the sample of 100 listed
companies and data gathered from the SET website. We employ financial measures
for performance including ROA (return on asset) and ROE (return on equity). These
are derived from the relevant firm financial reports. Data on gender diversity and
other board characteristics are also obtained from the audited annual reports. In
this study, we also control for board size (total number of board members) and
firm size (natural log of total assets held by the firm). We use three measures of
female board representation, i.e. the number of female directors, the percentage of
female directors and a dichotomous variable that equals 1 when a female is CEO
or Chairman and O otherwise.

FINDINGS

In order to increase female participation in board rooms, governments and regulators
around the world have recently started intervening (Credit Suisse, 2012; Isidro and
Sobral, 2014), Thailand among them. However there is scarce empirical research on
the issue in Thailand and in other developing economies. To date, our preliminary
findings suggest that as few as 9% of our sample of 100 large Thai firms disclose
the existence of female directors on the board. The presence of female CEOs, the
proportion of female board members and their influence on firm performance will
be examined in the next stage of this study.

Earlier studies have also found minimal presence of women on boards including
Loscoccoetal. (1991), Fischeretal. (1993), Prasso (1996), Butner and Moore (1997),
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Fasci and Valdez (1998), Ahern and Dittmar (2012), Alowaihan (2004) and Shaw
etal. (2009). In addition we will investigate corporate governance characteristics of
those firms that appoint female directors with an important focus on the examination
of the influence of female board members on firm performance, measured in terms
of ROA and ROE. Building on the work of extant studies, we examine how (H1)
female presence on board and (H2) the percentage of female board members and
(H3) the presence of a female CEOQ/Chairman status on firm performance.

Descriptive statistics explain the primary characteristics of quantitative data
acquired during the data collection process to summarize the data (Hair et al. 2003).
Table 1 presents the statistics of the gender diversity and performance. We see
from the table that, the mean values of gender diversity in board is 28%, 34%, 27%,
38% and 28% from 2015 to the 2019 respectively. While the female percentage in
board is 5.5% on average and CEOQ/Chairman status of female is 5% with a standard
deviation of 18.5%.

Table 1. Descriptive statistics

Variables 2015 2016 2017 2018 2019 Total S.D.
Gender Diversity in Board 0.28 0.34 0.27 0.38 0.28 0.31 0.44
Female Proportionate in Board 52 5.6 5.1 5.9 52 55 11.12
CEO/Chairman Gender Status 0.04 0.05 0.04 0.06 0.04 0.05 0.185
Firm Size 5.26 535 5.27 5.36 5.42 5.38 1.65
Board Size 8.71 8.90 7.89 8.05 8.12 841 3.26
Return on Assets 2.32 3.15 2.89 2.99 2.83 2.94 4.31
Return on Equity 5.69 7.05 6.21 6.66 5.89 6.32 5.58

The ROA reflects the profitability of firms based on accounting numbers taken
from the financial reports. The ROA is a ratio of net income and total assets. On
average, from 2015 to 2019, the value of ROA was 2.94%. However, the ROE is a
ratio of net income and total equity. On average, from 2015 to 2019, the value of
ROE was 6.32% with a standard deviation of 5.58.

The results of correlation coefficient analysis (Table 2) indicate that gender
diversity is positively associated with the return on assets. Except that, there is no
association with the variables in the data set.

Table 3 indicates the regression analysis of the gender diversity issue of the Thai
100 indexed companies. The result indicate that at least one female director in the
board is positively associated with the firm financial performance in line with the
results of Adams and Ferreira (2009) and Wei (2007). The higher percentage of
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Table 2. Correlation coefficient analysis

Variables 1 2 3 4 5 6 7
1. | Gender Diversity 1
2. | Female Proportionate 0.10 1
3. | Female CEO/Chairman 0.59 2.32 1
4. | Board Size 1.26 0.89 0.69 1
5. | Firm Size 1.11 0.10 0.22 -51 1
6. | ROA 0.02°%* 0.32 -46 0.56 0.43 1
7. | ROE 0.19 0.22 0.59 1.17 0.66 0.33 1

female directors and female as CEO or the chairman of the board is not associated
with any performance indicator by taking the performance as ROE and ROA.
The corporate landscape of Thailand is different from the European context and
the presence of the female CEO/Chairman and the selection criteria of different
gender are also different from the European constitution as examined by Smith at
al. (2006). However, firm size is also having a positive association with the firm
financial performance. There is no apparent effect on the firm financial performance
by changing the board numbers.

DISCUSSION AND IMPLICATIONS

The role of females as board members and top corporate executive in a company,
CEQ, in driving firm performance has become a very topical issue, especially in the

Table 3. Regression analysis

ROA ROE
Gender Diversity 0.127%* 0.85
Female Proportionate 0.42 1.10
Female CEO/Chairman 0.97 1.08
Board Size 2.39 2.15
Firm Size 2.28%* 1.97%%
R’ 36% 42%
Adj. R? 31% 34%
F-Statistics 5125 6.235
Prob. 0.00 0.00
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current times of economic catastrophe in which largely attributed to unsound risk
management practices, there is debate if the global economic picture would have
looked less grim, had there been more women on boards of directors in the distressed
financial institutions. The results of this study suggest that female directors not only
contribute more types of expertise than male counterparts do but also offer particular
sets of expertise currently missing in the incumbent corporate boards. Therefore,
adding women directors, with their unique skill contribution, to corporate boards
would increase heterogeneity of board skills. This skill heterogeneity increase would,
in turn, enhance the overall advisory effectiveness of the board and improve firm
value (Kim and Starks, 2015).

This study uses social identity theory and resource dependence theory to examine
factors in relation to female presence in the corporate board rooms in a fast-growing
developing Asian economy, Thailand. We examine the social identity aspect of
gender diversity in establishing a theoretical foundation for listed firms in Thailand
where board diversity has been emphasised by the regulators.

In providing empirical evidence for the drivers of and benefits of gender diversity
on corporate boards in an emerging economy, our findings evidence several
implications for practice, policy, theory and the future research agenda. These findings
in particular will allow policy makers and stakeholder groups to evaluate current
board diversity recommendations and provide evidence to firms to strengthen their
corporate governance through greater female participation.

LIMITATION AND FUTURE RESEARCH

Even though the sample focuses on Thai large firms whose practices should be expected
to comply regulations the transferability of our findings to other jurisdictions may
be limited by the idiosyncratic characteristics of Thailand. If preliminary findings
of no relation between female presence on board and performance hold we suggest
future research to investigate the relationship in other emerging economy firms.
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ENDNOTE

! The board should establish a policy formalising its approach to boardroom
diversity. The board through its Nominating Committee should take steps to
ensure that women candidates are sought as part of its recruitment exercise.
The board should explicitly disclose in the annual report its gender diversity
policies and targets and the measures taken to meet those targets.
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Chapter 13

The Impact of Conservatism

Accounting on Audit Fees:
Evidence From Portugal and Spain

Sandra Alves
School of Accountancy and Administration, University of Aveiro, Portugal

ABSTRACT

For a sample of listed Portuguese and Spanish firms from 2010 to 2018, this study
draws on audit pricing, substitution, signaling, and complementary theories to
evaluate the impact of conservatism accounting on audit fees. Using fixed effects
technique, the author finds a positive relationship between conservatism accounting
and audit fees. The results suggest that firms with more conservative accounting
(with strong internal corporate governance) could be more likely to demand high-
quality audit to strengthen investor confidence in financial information and, thus
pay higher audit fees. Therefore, this study supports signaling and complementary
theories. The results also suggest that Big 4, growth, firm size, and leverage are
positively related with audit fees. To Spain, audit risk and ROA are also positively
related with audit fees.

INTRODUCTION

Management is responsible for providing stakeholders with information regarding
various entity activities, which can be achieved through financial reporting (Baker
& Al-Thuneibat, 2011). Nevertheless, the inherent flexibility in many accounting
standards facilitates managers to take advantage of it and misrepresent information.
Thus, a key element of the financial reporting process is to guarantee an independent
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verification of the financial statements prepared by the firm’s management (Chan,
Ezzamel, & Gwilliam, 1993). Auditing aims to ensure the credibility of the financial
statements. Audit quality is the joint probability that the external auditor detects
an irregularity in financial statements, and then reveals it to the external users
(DeAngelo, 1981).

Audit pricing theory suggests that in a competitive audit market, audit fee is
a function of audit effort and the auditor’s client-specific business risk (Simunic,
1980; Simunic & Stein, 1996). Audit effort is driven by audit risk. According to
International Auditing and Assurance Standards Board, audit risk is defined as the
risk that the auditor expresses an inappropriate audit opinion when the financial
statements are materially misstated. The client’s business risk is also expected to
influence audit effort. Thus, for a client presenting a higher risk level, the auditor
asks for higher fees to cover higher audit effort (costs) (Simunic & Stein, 1996).

Auditors risk losing reputation capital when audit market participants perceive
that they have allowed misreporting (Skinner & Srinivasan, 2012; Weber, Willenborg,
& Zhang, 2008). Prior research finds evidence that restatements harm auditors’
reputation by triggering auditor dismissals (Hennes, Leone, & Miller,2014). Litigation
exposes auditors to direct financial penalties, while lost reputation impairs the ability
to retain and attract clients (DeFond, Lim, & Zang, 2016). In the case of wrong
opinions or a failure to discover breaches, auditors suffer significant damages to their
brand reputation and high litigation costs if sued (Becker, DeFond, Jiambalso, &
Subramanyam, 1998; DeAngelo 1981; Francis & Krishnan 1999; Khurana & Raman,
2004). Therefore, a client’s business risk is expected to be associated with audit fees.

Audit quality is reflected by financial reporting quality, and accounting
conservatism is one of the key factors that determine financial reporting quality
(Lim, 2011; Watts, 2003a, b). Therefore, auditors may also consider the level of
conservatism in financial reporting to avoid legal liability and promote shareholder
interest, which reduces audit risk and, thereby, decreases audit fees.

Accounting conservatism enhances financial statement usefulness by reducing
residual losses arising from asymmetric information between managers and other
parties to the firm (Ahmed & Duellman, 2007). This is achieved by restricting
managers’ opportunistic payments to themselves and other parties, minimising
agency problems associated with managerial investment decisions, improving the
efficiency of debt and other contracting, better facilitating the monitoring of contracts
and reducing litigation and political costs (Ball & Shivakumar, 2005; Watts, 2003a).
Conservative reporting reduces the potential for overstatements by mitigating
aggressive managerial estimates (Basu, 1997; Holthausen & Watts, 2001; Khan &
Watts, 2009; Watts, 2003a). Accounting conservatism also reduces managements’
tendency to misreport (LaFond & Watts, 2008; Watts, 2003a); thereby reducing
the chances that auditors will fail to prevent misreporting, which adversely affect
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the auditor’s ability to attract and retain clients (Hennes et al., 2014; Weber et al.,
2008). Thus, the client’s conservative reporting is expected to reduce the risks of
material misstatements. Consequently, the client’s conservative reporting is expected
to influence audit fees.

Audit pricing theory suggests that auditors might charge lower fees to less riskier
clients. Client’s conservative reporting leads to lower risk. Therefore, it is expected
that the conservative reporting induces lower audit fees.

External auditors are considered an important role in corporate governance
by giving credibility to published financial reports. Thus, as a form of external
governance, independent auditing can alleviate agency conflicts among stakeholders
and reduce agency costs. Effective internal corporate governance reduces agency
costs, and consequently the external auditor’s risk (Carcello, Hermanson, Neal, &
Riley, 2002). This implies less effort by external auditor and in turn lower fees.
Therefore, substitution theory suggests that a significant part of external audit is
substituted by effective internal corporate governance that results in high quality
financial reporting. This is expected to reduce external auditor’s risk of providing
inaccurate audit opinion (Beasley, Carcello, Hermanson, & Neal, 2009; Krishnan
& Visvanathan, 2009). As a result, due to the positive roles of conservatism in
mitigating agency costs and reducing litigation and reputation risks, it is expected
that the conservative reporting (effective internal corporate governance) induces
lower audit fees. Recent research demonstrates that auditors demand lower fees if
a client’s accounting is more conservative (e.g. DeFond et al., 2016; Lee, Li, &
Sami, 2015).

Conversely, signaling theory argues that managers signal high-level corporate
governance to external stakeholders by inviting high-quality auditing. Audit quality
leads to higher audit fees. Complementary theory predicts that good internal
governance mechanisms are related to high-quality audit (Srinidhi, He, & Firth,
2014). Companies with strong corporate governance pay higher audit fees (Wu, 2012).
This theory suggests that conservatism accounting and audit are complementary
governance mechanisms. Therefore, according to signaling and complementary
theories, it is expected a positive relationship between conservatism accounting
and audit fees.

Using a sample of non-financial listed Portuguese and Spanish firms-year
from 2010 to 2018, this study draws on audit pricing, substitution, signaling and
complementary theories to examine the effect of conservatism accounting on audit
fees.

The study makes some contributions to the existing literature. First, although many
studies have examined the factors influencing audit fees, the relationship between
conservative accounting and audit fees is only now beginning to receive research
attention, mainly in the United States (DeFond et al., 2016; Lee et al., 2015). There
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is no evidence concerning the impact of conservatism accounting on audit fees in
Iberian Peninsula countries. This paper attempts to fill that gap in our knowledge.
Second, this study contributes to the literature in corporate governance by showing
that conservatism accounting affects an important external governance mechanism.
This study also contributes to prior literature on audit pricing and financial accounting
choices by showing how conservatism accounting can influence auditors’ perceptions
of client risk and, in turn, affect audit fees. Third, the US auditors when compared
to other countries’ auditors faced significantly higher litigation risk (Chung, Firth,
& Kim, 2003; Francis, 2006). Therefore, since Portugal and Spain have a lower
litigation risk environment (Beveridge, Nott, & Stephen, 2018), it is possible that
accounting conservatism would have little impact on audit fees. That is, whether or
not accounting conservatism affects audit fees in environments with lower litigation
risk and lower demand for accounting quality - in code-law countries such as
Portugal and Spain- remains an open question. Fourth, this paper represents the first
known study examining the association between and conservatism accounting and
audit fees in Portugal and Spain. Fifth, the Portuguese and Spanish capital markets
present a unique case in the study of auditing, because the ownership in Portuguese
and Spanish listed firms is highly concentrated, in contrast with the ownership in
the US listed firms, which is widely diffused (Shleifer & Vishny, 1997). Sixth, this
study also contributes to the limited Portuguese and Spanish corporate governance
literature by examining the impact of conservatism accounting on audit fees. Seventh,
the findings of this study can provide useful information for auditors, regulators,
standard setters and shareholders, mainly whether accounting conservatism affects
audit fees, especially in countries with a lower litigation risk environment, which is
likely to eliminate the deep pockets incentive for investors, and in firms with highly
concentrated equity ownership. Finally, findings based on Portuguese and Spanish
data also help build a more expansive international understanding of the effect of
conservatism accounting on audit fees.

LITERATURE REVIEW AND TESTABLE HYPOTHESES
Conservatism Accounting and Audit Fees

A key element of the financial reporting process is to guarantee an independent
verification of the financial statements prepared by the firm’s management (Chan et
al., 1993). External audit adds credibility to the financial statements of management.

Audit fee is the price of audit services provided by external auditors. The amount
of cost of external audit or the audit fees can vary greatly (DeAngelo, 1981). Audit
pricing theory suggests that in a competitive audit market, audit fee is a function of
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audit effort and the auditor’s client-specific business risk (Simunic, 1980; Simunic
& Stein, 1996).

Audit effort is driven by audit risk. The higher the audit risk associated with a
particular client firm the more time and effort the audit firm is likely to devote to
the audit of the client firm’s financial statements and this in turn will more than
likely lead to an increased level of audit fees (Gul, Chen, & Tsui, 2003). The client’s
business risk is normally defined as the probability that an auditor will suffer loss
because of a client relationship. This risk can affect the reliability of the financial
statements and the auditor’s expected losses. Such losses may arise e.g. from litigation,
sanctions imposed by regulatory bodies, impaired reputation capital or failure to
collect fees (Niemi, 2002). This potential loss motivates the auditor to conduct more
costly audit testing, resulting in a more defensible audit, and/or charge an additional
premium to cover the higher expected costs associated with potential litigation and
reputational declines (Stanley, 2011). In this vein, Bedard & Johnstone (2004) show
that auditors respond to greater risk by adjusting audit procedures, increasing planned
audit effort, and increasing audit fees. Bell, Landsman, & Shackelford (2001) and
Charles, Glover, & Sharp (2010) find that audit firms charge higher fees to clients
where the auditor faces increased litigation risk. Therefore, riskier companies have
larger audit fees.

Accounting conservatism is one of the key factors that determine financial
reporting quality (Lim, 201 1; Watts, 2003a, b). Watts (2003a) claims that conservatism
accounting is important to constrain management’s opportunistic financial reporting
behaviour and to offset biases introduced in financial reports. Previous empirical
studies show that firms with conservative accounting are less likely to engage in
earnings management (Goa, 2013; Khalifa & Othman, 2015). Conservative reporting
reduces the potential for overstatements by mitigating aggressive managerial
estimates (Basu, 1997; Khan & Watts, 2009; Watts, 2003a). Therefore, conservatism
is likely to reduce litigation risk because auditors are primarily sued for allowing
overstatements or when clients declare bankruptcy (Barrow, Pratt, & Stice, 2001).
Understating profits is less dangerous than making an overstatement. In this vein,
DeFond et al. (2012) find that client conservatism lowers auditors’ litigation risk. Liu
& Elayan (2015) also show that higher conservatism in financial reporting leads to
lower litigation risk. Biddle, Ma, & Song (2016) show that conservatism mitigates
bankruptcy risk by constraining earnings management.

Accounting conservatism also decreases managements’ tendency to misreport
(LaFond & Watts, 2008; Watts, 2003a); thus, reducing the chances that auditors will
fail to prevent misreporting, which adversely affect the auditor’s ability to attract and
retain clients (Hennes et al., 2014; Weber et al., 2008). DeFond et al. (2012; 2016)
find that conservative audit clients are less likely to issue accounting restatements.

257

printed on 2/8/2023 12:55 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

The Impact of Conservatism Accounting on Audit Fees

The above discussion suggests that, the level of conservatism accounting may
be a factor in the determination of the audit risks associated with a particular client
firm. The lower the audit risk associated with a particular client firm the less time
and effort the audit firm is likely to devote to the audit of the client firm’s financial
statements and this in turn will more than likely lead to a decreased level of audit fees.

Thus, according to audit pricing theory auditors might charge lower fees to less
riskier clients. Client’s conservative reporting leads to lower risk. Therefore, it is
expected that the conservative reporting induces lower audit fees.

Inthe corporate governance literature, substitution theory also suggests anegative
relationship between conservative accounting and audit fees. External auditors are
considered animportantrole in corporate governance by giving credibility to published
financial reports. Thus, as a form of external governance, independent auditing can
alleviate agency conflicts among stakeholders and reduce agency costs. Effective
internal corporate governance reduces agency costs, and consequently the external
auditor’srisk (Carcelloetal.,2002). This implies less effort by external auditor and in
turn lower fees. Good corporate governance may decrease the demand for extensive
audit services, reducing the audit fees. In this vein, Cohen & Hanno (2000) find that
auditors reduce substantive testing in the presence of stronger corporate governance.
Therefore, substitution theory suggests that a significant part of external audit is
substituted by effective internal corporate governance that results in high quality
financial reporting. This is expected to reduce external auditor’s risk of providing
inaccurate audit opinion (Beasley et al., 2009; Krishnan & Visvanathan, 2009).

Firms with good governance practices would use conservative accounting to
alleviating agency problem and increasing earnings quality. Conservatism accounting
inhibits the opportunistic behavior of the managers, and then improves the accuracy
andreliability of financial reporting. So, conservatism accounting may to help mitigate
financial reporting risk, including earnings management risk. This leads probability
auditors tend to invest less audit resources to ensure the quality of auditing, which
could decrease audit fees. That is, if external auditors perceive that they can rely
on good governance practices, such as conservative accounting, to help control the
quality of financial reporting, they may decrease audit effort and charge lower audit
fees. As aresult, due to the positive roles of conservatism in mitigating agency costs,
improving financial reporting quality, reducing litigation and reputation risks, it is
expected that the conservative reporting (lower client risk) induces lower audit fees.
Recentresearch demonstrates that auditors demand lower fees if aclient’s accounting
is more conservative (DeFond et al., 2016; Lee et al., 2015).

Hence, under the audit pricing and substitution theories perspective it is expected
that conservatism accounting will be more likely to affect audit fees negatively:
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Hypothesis 1a (Audit pricing/Substitution theories): The level of conservatism
accounting will be negatively associated with audit fees.

External auditors are expected to reduce information asymmetry. Audit quality is
considered as a signal quality of the integrity of financial information (Datar, Feltham,
& Hughes, 1991; Mukhlasin, 2018). Signaling theory argues that managers signal
high-level corporate governance to external stakeholders by inviting high-quality
auditing. Thatis, according to signaling theory firms are more likely to demand high-
quality audit to assure and signal investors about the quality of financial reporting
even they have a strong corporate governance structure. Audit quality leads to
higher audit fees. Thus, signaling theory suggests that firms with more conservative
accounting could be more likely to demand high-quality audit to strengthen investor
confidence in financial information and, thus pay higher audit fees.

In the corporate governance literature, complementary theory also suggests a
positive relationship between conservative accounting and audit fees. Complementary
theory predicts that good internal governance mechanisms are related to high-quality
audit (Srinidhi et al., 2014). That is, complementary theory considers that in order
to effectively supervise the implementation of internal control, the governance layer
of the firms with higher internal control quality will actively require auditors to
expand the audit scope, and hire the audit firms with high-quality services. Strong
corporate governance firms are more likely to engage high-quality auditors and
pay larger audit fees (DeFond & Zhang, 2014; Watts & Zimmerman, 1983; Wahab,
Zain, & James, 2011). Therefore, firms with strong internal corporate governance
pay higher audit fees (Srinidhi et al., 2014; Wahab et al., 2011; Wu, 2012). Previous
empirical research also suggests that more effective governance mechanisms lead
to higher conservatism accounting (Ahmed & Duellman, 2007; Ahmed & Henry,
2012; Beekes, Pope, & Young, 2004; Goh & Li, 2011; Lobo & Zhou, 2006; Majeed,
Zhang, & Wang, 2017; Nasr & Ntim, 2018; Wistawan, Subroto, & Ghofar, 2015).
Thus, complementary theory suggests that firms with good governance practices
(more conservative accounting) are more likely to demand an extensive audit service
and pay higher audit fees.

Therefore, according to signaling and complementary theories, it is expected a
positive relationship between conservatism accounting and audit fees.

Hypothesis 1b (Signaling/Complementary theories): The level of conservatism
accounting will be positively associated with audit fees.
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SAMPLE AND RESEARCH DESIGN
Sample Selection

Our sample includes all the non-financial listed firms of Euronext Lisbon and the
Madrid Stock Exchange for the period 2010-2018. Table 1 details how the selection
criteria resulted in a final total unbalanced panel of 934 firm-year observations over
the 2010 to 2018 period.

The data used in this paper come from the following sources. The Amadeus,
a database managed by Bureau Van Dijk and Informa D&B, S.A., the Portuguese
Securities Market Supervisory Authority [Comissdo de Mercado de Valores
Mobilidrios (CMVM)] and the Spanish Securities Market Supervisory Authority
[Comisién Nacional del Mercado de Valores (CNVM)], which provide the accounting
information from annual accounts.

Table 1. Sample selection criteria during the years 2010-2018

Number of firm years
Sample selection
Portugal Spain Total
Non-financial firms listed 483 1.000 1.483
(-) Football club companies (36) - (36)
(-) Firms with missing data (135) (378) (513)
Number of firm-year observations in the final sample 312 622 934

Research Design

Measuring Audit Fees

Following most audit fee studies (e.g. Barroso, Ali, & Lesage, 2018; Ghafran &
O’Sullivan, 2017; Stanley, 2011), the audit fees are measured by the natural log
of audit fees paid by the company for audit services during the year (Audit_Fee).
Measuring Conservatism Accounting

Following previous studies, this study uses an accrual-based proxy to measure

accounting conservatism. Therefore, in line with Ahmed, Billings, Morton, &
Stanford-Harris (2002), Ahmed & Duellman (2007), Ahmed & Henry (2012),
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Alkurdi, Al-Nimer, & Dabaghia (2017), Givoly & Hayn (2000) and Kim, Pan, &
Zuo (2013) the accrual-based measure of conservatism, CONS_ACC, is the income
operations plus depreciation less cash flows from operations deflated by average total
assets, multiplied by negative one. Positive values of CONS_ACC indicate greater
conservatism. The intuition underlying this measure is that conservative accounting
results in persistently negative accruals (Givoly & Hayn, 2000; Watts, 2003a).

Control Variables

Given that the Conservatism Accounting is not the only factor affecting audit fees,
several control variables are introduced to isolate other factors that may influence the
audit fees. Previous research suggests that audit risk, Big 4, free cash flow, growth,
ROA, leverage and firm size are associated with audit fees (Chung, Firth, & Kim,
2005; Fleischer & Goettsche, 2012; Francis, 2004; Griffin, Lont, & Sun, 2010; Gul
& Tsui, 1998; Habib, Bhuiyan, & Rahman, 2018; Mohammadi, Kardan, & Salehi,
2018; Shailer, Cummings, Vatuloka, & Welch, 2004; Simunic, 1980).

Audit risk (Aud_Risk). Higher audit fees are expected with higher audit risk.
Certain assets are perceived as being riskier to audit, resulting in higher audit fees.
Previous studies suggest that larger amount of inventory and receivables is a signal
for higher audit risk (Gandia & Huguet, 2019; Habib et al. 2018; Stanley, 2011).

Big4.DeAngelo (1981) suggests that large auditors earn higher audit fees because
of their higher degrees of perceived quality. Fleischer & Goettsche (2012), Francis
(2004), Gandia & Huguet (2019), Mohammadi et al. (2018), Shailer et al. (2004)
and Simunic (1980) find that Big audit firms charge high audit fees.

Free Cash Flow (FCF). Jensen (1986) asserts that FCF creates agency problems
because of the increased likelihood of value destroying investments. Literature also
suggests that the earnings of firms with high agency costs of free cash flow are of
low quality (Bukit & Iskandar, 2009; Chung et al., 2005; Rahman & Mohd-Saleh,
2008). Chung et al. (2005) find that managers of firms with high FCF have the
incentives to camouflage their activities by increasing reported earnings through
income-increasing discretionary accruals. Consequently, auditors may react by
judging firms with high FCF as having higher probability of misstatements and
require greater effort. As a result, auditors would impose higher level of audit fees.
Griffin et al. (2010) and Gul & Tsui (1998) find that high FCF companies have
higher audit fees.

Growth. High-growth firms are by nature more difficult to monitor due to the
existence of discretionary investments and measurement problems associated with
future assets (Myers, 1977). Managers in high-growth firms are more likely to
have opportunistic behaviour (Skinner, 1993; Watts & Zimmerman, 1986). High-
growth firms are more likely to engage in earnings management, which will further
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aggravate the situation of lower observability in growth firms (Chen, Elder, & Hung
2010; Zalata, Tauringana, & Tingbani, 2018). In addition, discretionary accruals
increase audit risk because they are inherently more difficult to audit (Gul et al.,
2003). Therefore, high growth firms can also be more difficult to audit, which can
increase audit fees. Griffin et al. (2010) and Gul & Tsui (1998) find that high growth
firms have higher audit fees.

ROA. High profitability firms tend to pay more audit fees to their auditors
(Simunic, 1980). Highly profitable firms pay more fees because higher profits may
require rigorous auditing testing of the validity for the recognition of revenue and
expenses which requires more audit time (Joshi & AL-Bastaki, 2000).

Leverage. Highly levered firms have agency problems between lenders and
equity investors. These conflicts increase the risk of default. The risk of default may
aggravate the underinvestment problem (Jensen, 1986; Myers, 1977). Therefore, high
levered firms can rise the likelihood of financial distress. This likelihood increases
audit risk, which can increase audit fees. Joshi & AL-Bastaki (2000) find a positive
relationship between debt ratio and audit fees.

Firm Size (Size). Larger firms are normally more complex and difficult to control.
Therefore, firm size may affect audit fees because reviewing the firms will require
additional effort from the auditing firm (Palmrose, 1986; Simunic, 1980). Chen et
al. (2005), Gandia & Huguet (2019) and Mohammadi et al. (2018) find that larger
firms pay larger audit fees.

Regression Model

The association between conservatism accounting and audit fees is examined by
estimating the following regression:

Audit_Fee,= A, + 4, (CONS_ACC,) + A, (Aud_Risk ) + A, (Big4,) + A, (FCF,) +
A, (Growth ) + A, (ROA,) + A, (Leverage,) + A, (Size,) + €, (D)

where:

Audit_Fee, = is the natural log of audit fees paid by the firm i for audit services
during the period ¢;

CONS_ACC, = is the income operations plus depreciation less cash flows from
operations deflated by average total assets for firm i for period #;

Aud_Risk, = is the sum of inventories and accounts receivables divided by total
assets for firm i for period £

Big4, = value of 1 if firm is audited by a Big 4 audit firm and O otherwise;

FCF,_ = 1is the ratio between the operating cash flows and the total assets of firm
i for period t;
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Growth, = is the market to book of firm i for period 7
ROA_ = is the net income deflated by total assets of firm i for period 7;
Leverage,, = ratio between the book value of all liabilities and the total assets
of firm i for period ¢;
Size, = logarithm of market value of equity of firm i for period .
RESULTS AND DISCUSSION

Descriptive Statistics and Correlations

Table 2 presents the sample descriptive statistics for the variables used in this research.
Spearman correlations between the explanatory variables are documented in Table 3.

Table 2. Summary of descriptive statistics

| Mean Median Min. Max.

Panel A — Portugal: Number of observations: 312

CONS_ACC -0.018 -0.008 -2.989 0.463
Aud_Risk 0.049 0.003 0.000 0.609
Big4 0.721 1.000 0.000 1.000
FCF 0.032 0.032 -2.997 1.544
Growth 1.377 0.732 -0.452 10.017
ROA 2.523 2.193 -56.188 55.356
Leverage 0.471 0.462 0.001 2.517
Size (th EUR) 1.322,4 144,07 0.300 16.345

Panel B — Spain: Number of observations: 622

CONS_ACC -0.007 -0.022 -0.491 8.250
Aud_Risk 0.188 0.160 0.000 0.698
Big4 0.811 1.000 0.000 1.000
FCF 0.080 0.067 -1.086 8.225
Growth 3.112 1.442 -9.467 21.499
ROA 3.439 3.021 -58.025 91.200
Leverage 0.600 0.606 0.003 3.721
Size (th EUR) 4.969.4 513,85 0.306 95.167
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Table 3. Pearson correlation coefficients matrix

C[(;)(I;I g‘ ?{1]1;11; FCF Growth ROA Leverage Size
CONS_ACC 1
Aud_Risk -0.037%* 1
FCF 0.120%x* -0.051 1
Growth 0.045 -0.267 0.023 1
ROA 0.160%* -0.071%% | 0.164%** | (0.101%** 1
Leverage 0.133%#3% 0.021 -0.054 0.071%% | -0.319%** 1
Size 0.025 -0.091%* -0.043 0.072%% | (.257%%* -0.043 1

CONS_ACC is the income operations plus depreciation less cash flows from
operations deflated by average total assets; Aud_Risk is the sum of inventories and
accountsreceivables divided by total assets; Big4 dummy variable which takes a value
1 if firm is audited by a Big 4 audit firm and O otherwise; FCF is the ratio between
the operating cash flows and the total assets; Growth is the market to book of firm;
ROA is the netincome deflated by total assets; Leverage represents the ratio between
the book value of all liabilities and the total assets; Size represents the firm’s size.

CONS_ACC is the income operations plus depreciation less cash flows from
operations deflated by average total assets; Aud_Risk is the sum of inventories and
accounts receivables divided by total assets; F'CF is the ratio between the operating
cash flows and the total assets; Growth is the market to book of firm; ROA is the
net income deflated by total assets; Leverage represents the ratio between the book
value of all liabilities and the total assets; Size represents the firm’s size.

Regarding Portugal, Panel A in Table 2 shows that, while conservatism, ranges
between about -2.989 and 0.463, the mean and median are about -0.018 and -0.008.
The mean (median) audit risk is 4.9% (0.3%), with a minimum of 0.0% and a
maximum of 60.9%. Big 4 auditors are used by 72.1% of the sample firms. FCF
variable represents on average 0.032 of the total assets of the company (with amedian
of 0.032). The mean (median) Growth is 1.377 (0.732), with a minimum of -0.452
and a maximum of 10.017. Panel A in Table 2 also shows that the mean (median)
ROA is 2.523 (2.193), with a minimum of -56.188 and a maximum of 55.356.
Leverage variable represents on average 0.471 of the total assets of the company
(with a median of 0.462). The mean of firm size (Size) is about EUR 1.322 million
with a minimum of EUR 300 thousand and a maximum of EUR 16.345 million.

Regarding Spain, Panel B in Table 2 shows that, while conservatism, ranges
between about -0.491 and 8.250, the mean and median are about -0.007 and
-0.022. The mean (median) audit risk is 18.8% (16%), with a minimum of 0.0%
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and a maximum of 69.8%. Big 4 auditors are used by 81.1% of the sample firms.
FCF variable represents on average 0.080 of the total assets of the company (with
a median of 0.067). The mean (median) Growth is 3.112 (1.442), with a minimum
of -9.467 and a maximum of 21.499. Panel B in Table 2 also shows that the mean
(median) ROA is 3.439 (3.021), with a minimum of -58.025 and a maximum of
91.200. Leverage variable represents on average 0.6 of the total assets of the company
(with a median of 0.606). The mean of firm size (Size) is about EUR 4.969 million
with a minimum of EUR 306 thousand and a maximum of EUR 95.167 million.

The analysis of Table 3 shows that there are some significant correlations between
the variables. The binary variable Big4 is not included in the Table 3, given that the
Pearson correlation coefficient is not computed to nominal variables.

CONS_ACC is negatively correlated with Aud_Risk suggesting that firms
with high conservatism accounting tend to have smaller audit risk. CONS_ACC
is positively correlated with FCF, ROA and Leverage, suggesting that firms with
high conservatism accounting have higher FCF, ROA and Leverage. Aud_Risk is
negatively correlated with both ROA and Size, suggesting that firms with high audit
risk have lower ROA and Size.

FCF is positively associated with ROA, suggesting that firms with high FCF
have greater ROA. Growth is positively correlated with ROA, Leverage and Size
suggesting that high-growth firms tend to have higher ROA, Leverage and Size. A
negative correlation between Leverage and ROA indicates that firms with high leverage
tend to have smaller ROA. Size is positively associated with ROA, suggesting that
larger firms have higher ROA. Correlation coefficients are, in general, low (below
the 0.9 threshold) (Tabachnick & Fidell, 2001), suggesting the absence of serious
statistical problems related with multicollinearity.

Regression Results

The author begins with a pooled Ordinary Least Squares (OLS) model, a random
effects model and a fixed effects model and the author runs different tests to check
the suitability of each model. On one hand, the author compares the results of the
pooled OLS model to those of the random effects model by means of the Breusch-
Pagan test for random effects. This test revealed that using the random effects model
is preferable to the pooled regression model. On the other hand, the author estimates
a fixed effects model, and the F test for significance of fixed effects revealed that
using fixed effects is also preferable to the pooled regression. Finally, the author
uses the Hausman specification test to compare random and fixed effects models
and, based on the test results, the fixed effects model is appropriate.
Table 4 presents the results from fixed effects regression for the equation 1.
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Table 4. Fixed effects regression results: Period: 2010-2018

Portugal Spain Total sample
Dependent variable Audit Fee Audit Fee Audit Fee
Indel?endent Coefficient t-values Coefficient t-values Coefficient t-values
variables
Constant 1.123 5.02%** 2.005 3.533%%* 1.576 5.428%%%
CONS_ACC 0.371 1.913* 1.611 2.994%%* 1.246 2.178%%*
Aud_Risk 0.010 1.594 0.689 2.662%* 0.782 1.792%
Bigd 0.371 1.913* 0.505 2.145%%* 1.104 3.347H%%
FCF 0.001 0.194 0.003 1.069 0.066 0.192
Growth 0.790 2.064%** 0.454 2.092%* 0.529 3.181%#%*
ROA 0.001 0.153 0.003 1.701%* 0.105 0.475
Leverage 0.576 2.552%%* 1.702 3.372%%% 0.610 2.250%*
Size 0.581 3.601%%* 0.417 2.103%%%* 1.321 4.782%%*
Observations 312 622 934
R-squared 33.28% 44.97% 52.59%
F-statistic 29.923%%* 39.259%% 41.036%**

*#** Significant at the 1-percent level; ** Significant at the 5-percent level; * Significant at the 10-percent
level.

Audit Fee represents the natural log of audit fees paid by the firm for audit services during the year; CONS_
ACC is the income operations plus depreciation less cash flows from operations deflated by average total assets;
Aud_Risk is the sum of inventories and accounts receivables divided by total assets; Big4 dummy variable which
takes a value 1 if firm is audited by a Big 4 audit firm and 0 otherwise; FCF is the ratio between the operating
cash flows and the total assets; Growth is the market to book of firm; ROA is the net income deflated by total
assets; Leverage represents the ratio between the book value of all liabilities and the total assets; Size represents
the firm’s size.

To both Portugal and Spain, the results in Table 4 show that conservatism
accounting is positively related to audit fees. The Hypothesis 15 predicts a positive
relationship between conservatism accounting and audit fees. The findings support
this hypothesis, which suggests that firms with more conservative accounting (with
strong internal corporate governance) could be more likely to demand high-quality
audit to strengthen investor confidence in financial information and, thus pay higher
audit fees. Therefore, the results of this study support signaling/complementary
theories.

The control variables, audit risk, is positively and significantly associated with
audit fees to Spain and to total sample consistent with other studies (e.g. Habib et
al. 2018; Stanley, 2011), what is in line with expectations that higher risk firms
pay higher audit fees. As in other studies (Barroso et al., 2018; Francis, 2004;
Mohammadi et al., 2018; Shailer et al., 2004), Big 4 has a positive and significant
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effect on audit fees, suggesting that Big audit firms charge high audit fees. As in
Griffin et al. (2010) and Gul & Tsui (1998), growth is positively related to audit
fees, which is in line with expectations that high growth firms pay higher audit
fees. To Spain, as in Gandia & Huguet (2019), Ghafran & O’Sullivan (2017) and
Joshi & AL-Bastaki, 2000, ROA is positively associated with audit fees, suggesting
that high profitability firms induce more audit fees. To both Portugal and Spain,
the results suggest that larger and higher leveraged firms tend to pay greater audit
fees consistent with other studies (Chen et al., 2005; Fleischer & Goettsche, 2012;
Ghafran & O’Sullivan, 2017; Joshi & AL-Bastaki, 2000; Mohammadi et al., 2018).

DISCUSSION

This study examines the relationship between conservatism accounting and audit fees
using audit pricing, substitution, signaling and complementary theoretical frameworks.
These theories differ in their assessment of the effect of conservatism accounting on
audit fees. Audit pricing theory provides a framework that posits that auditors might
charge lower fees to less riskier clients (more conservative clients). Substitution
theory argues that a more effective internal governance mechanism substitutes for
higher audit quality. Therefore, this theory also suggests that conservatism accounting
induces lower audit fees. On the other hand, signaling theory argues that managers
signal high-level corporate governance to external stakeholders by inviting high-
quality auditing. Complementary theory suggests that firms with good governance
practices (such as more conservative accounting) are more likely to demand an
extensive audit service and pay higher audit fees.

The findings of this research show evidence that conservatism accounting
affects audit fees. In line with signaling and complementary theories perspective,
conservatism accounting is positively related to audit fees. Thus, managers signal
high-level corporate governance to external stakeholders by inviting high-quality
auditing firms. Firms with more conservative accounting are more likely to demand
high-quality audit, and pay more audit fees, to assure and signal investors about the
quality of financial reporting. Firms with good governance practices are more likely
to demand an extensive audit service and pay higher audit fees. Thus, conservatism
accounting and external audits are complementary governance mechanisms to improve
the quality and credibility of the financial reporting. This study supports the view
that the control mechanisms complement each other, where a firm with effective
internal governance mechanisms is more likely to demand high audit quality, which
ultimately results in higher audit fees.

However, this result is not in line with recent findings of studies of DeFond et al.
(2016) and Lee et al. (2015) conducted in USA context, which find that conservatism
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accounting induces lower audit fees. One potential explanation for the results of this
study may be that the ownership in the US listed firms is widely diffused, while
the ownership in Portuguese and Spanish listed firms is highly concentrated. In
firms with higher ownership concentration, there is usually not enough separation
of duties and independent check-and-balance mechanisms to restrain the abuse of
power by the controlling owners. Agency problems that are induced by concentrated
ownership structure may increase audit risks and, consequently the audit fees. The
expropriationrisk of minority shareholders is likely to influence the audit fees (Hope,
Langli, & Thomas, 2012; Whisenant, Sankaraguruswamy, & Raghunandan, 2003).
Consequently, when firms facing opportunistic behaviour of insiders, auditors charge
higher fee to compensate the higher inherent risk and higher control risk present in
such firms (Jensen, 1986; Khalil, Magnan, & Cohen, 2008). In addition, minority
shareholders might demand an extensive audit service to protect themselves from
the expropriation of major shareholders (Hay, Knechel, & Ling, 2008) and to reduce
information asymmetry with managers (Barroso et al., 2018). Another potential
explanation is that firms with concentrated ownership may purchase high-quality
audit services to signal non-expropriation behaviour and increase the transparency
of the firms (Fan & Wong, 2005; Hay et al., 2008). Future research could address
the influence of ownership concentration on audit fees.

SENSITIVITY ANALYSES

To ensure the robustness of results, the author performs several sensitivity checks.
The first sensitivity analysis tests the impact of using alternative definition for
the conservatism variable on regression results. The accrual-based measure of
conservatism (CONS_ACC) is estimate using the Ball & Shivakumar (2006) model.
Consequently, conservatism is measured using the following piecewise linear relation
between accruals and cash flows:

CONS_ACC, = g, +  DCFO, + ,CFO, + f,DCFO, x CFO, + &,

where, CONS_ACC =accruals scaled by beginning total assets. Accruals are defined
as the operating profit after tax minus cash flows from operations. CFO = cash
flows from operation scaled by beginning total assets. DCFO = dummy variable
that equals 1 if CFO is negative and 0 otherwise.

The results (not reported here) of the regression, using alternative variable
to measure CONS_ACC has implications on ROA variable, which is now not
significant. Therefore, the central findings of this study are similar with the initial
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ones. The results are also robust to using either the value of assets or reported sales
as alternative proxies of firm size.

The second sensitivity analysis examines the effect of influential observations
on results. Where outliers are found (namely in the variables FCF, Growth and
ROA), a winserization method is used to test the robustness of the results. Extreme
values (defined as values that are more than three standard deviations away from
the mean) are replaced by values that are exactly three standard deviations away
from the mean. The results (not reported here) do not differ from results presented
previously. Thus, the influential observations do not seem affect the results.

The next sensitivity analysis examines the potential endogeneity problems.
An analysis of the impact of conservatism accounting on audit fees may face the
endogeneity challenge. Conservatism accounting can cause the firm to demand less
(additional) auditservices. High earnings quality (more conservative accounting) can
cause the firm to demand less audit services. In contrast, the firm could to demand
additional audit services (high-quality auditing) to signal high-level corporate
governance to external stakeholders.

Conservatism accounting might cause auditors to supply less (additional) services.
The presence of conservatism accounting might cause the auditors to undertake
less audit procedures. On the other hand, auditors may charge higher audit fees to
conservative firms because conservatism accounting increase earnings quality. A
high earnings quality sends a signal to market participants that the firm has a higher
audit quality, which increase the auditor reputation.

To address the potential endogeneity problem, the author estimates a simultaneous
equation system of audit fees and conservatism accounting using the 2SL.S method.
In the first stage, the author regresses the measure of conservatism on a set of
determinants which are taken from previous literature: board composition; leverage,
profitability, growth and firm size (Ahmed et al., 2002; Ahmed & Duellman, 2007,
Sun & Liu, 2011). Then, in the second stage, the author uses the predicted value for
conservatism as instruments, and re-estimate model (1). The main results persist, all
coefficient and average coefficient estimates retain their sign and significance levels.

Overall, the several sensitivity analyses conducted largely corroborate the results
presented previously.

CONCLUSION

Conservatism is considered an effective mechanism to address agency problem
(Watts, 2003a). Accounting conservatism enhances financial statement usefulness
by reducing residual losses arising from asymmetric information between managers
and other parties to the firm (Ahmed & Duellman, 2007). This research explores the
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trade-off between conservatism accounting and external governance mechanisms.
In particular, this research draws on audit pricing, substitution, signaling and
complementary theories to evaluate the impact of conservatism accounting on audit
fees. Audit pricing theory suggests that auditors might charge lower fees to less riskier
clients (client’s conservative reporting). Substitution theory suggests that to the extent
that firms with high conservatism accounting experience less agency problems,
hiring audit quality (higher audit fees) is less needed. That is, this hypothesis views
conservatism accounting as a substitute for external audit quality. On the other hand,
signaling theory suggests that firms with more conservative accounting could be more
likely to demand high-quality audit to strengthen investor confidence in financial
information and, thus pay higher audit fees. Complementary theory suggests that
conservatism accounting and audit are complementary governance mechanisms.

Using fixed effects technique, the author finds a positive relationship between
conservatism accounting and audit fees. This results are in line with signaling and
complementary theories perspective. Firms with more conservative accounting are
more likely to demand high-quality audit, and pay more audit fees, to assure and
signal investors about the quality of financial reporting. Firms with good governance
practices are more likely to demand an extensive audit service and pay higher audit fees.
Thus, conservatism accounting and external audits are complementary governance
mechanisms to improve the quality and credibility of the financial reporting.

The results of this study make the following contributions. First, this study
contributes to the literature in corporate governance by showing that conservatism
accounting affects an important external governance mechanism. Therefore, this
paper contributes to understanding how conservatism accounting can influence
auditors’ perceptions of client risk and, in turn, affects audit fees. Second, this
study also contributes to the literature by showing that conservatism accounting
affects audit fees in environments with lower litigation risk and lower demand
for accounting quality - in code-law countries such as Portugal and Spain. Third,
this paper has also implications for cross-national governance and auditing price
research. The results of this study show that conservatism accounting impacts audit
fees in Portugal and Spain. Fourth, the findings are relevant for countries with an
institutional environment similar to that of Portugal and Spain. Finally, the results
of this study are likely of interest to a broad range of parties, including shareholders,
investors, corporate executives, auditors and regulators.
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KEY TERMS AND DEFINITIONS

Audit Fee: A fee paid by the firm for audit services during the period.

Audit Quality: Is the joint probability that the external auditor detects an
irregularity in financial statements, and then reveals it to the external users.

Audit Risk: Is the risk that the auditor expresses an inappropriate audit opinion
when the financial statements are materially misstated.

External Audit: Is an official examination of the accounts of a company or
organization conducted by an independent third party (the auditor), to ensure that they
have been properly maintained, are accurate and comply with accounting standards
and give a true and fair view of the financial state of the entity.

Conservatism Accounting: In accounting, the convention of conservatism, is a
policy of anticipating possible future losses but not futures gains. This policy tends
to exhibit the potential worst scenarios in financial statements.
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ABSTRACT

Corporate governance, the soul of every corporate body, is indispensable for the
survival, growth, and development of any kind of organization. It has significant impact
and influence in attaining the confidence of stakeholder. Good governance leads to
instill the confidence of stakeholder. The significance of corporate governance has
increased globally in past decades due to financial crises, technology advancement,
liberalizations, emergence of financial markets, and liberalization of trade and capital
mobilization. Corporate boards, academicians, legislators, and in all businesses,
corporate governance are believedto be a mainstream concern in corporate structure.

BOARD OF DIRECTORS

Corporate governance, the soul of every corporate body, which is indispensible for
the survival, growth and development of any kind of organization. It has significant
impact and influence in attaining the confidence of stakeholder. Good governance
leads to instill the confidence of stakeholder. The significance of corporate
governance has increased globally in past decades due to financial crises, technology
advancement, liberalizations, emergence of financial markets, and liberalization
of trade and capital mobilization. Corporate boards, academicians, legislators and
in all businesses, corporate governance is believed as a mainstream concern in
corporate structure (Claessens, Djankov & Lang, 2000). The significance of corporate
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governance was realized and first time came into fashion in1970s in USA. While
in Pakistan, Corporate governance code came into vogue in March 2002 after the
operationalization of Securities and Exchange Commission of Pakistan (SECP), in
order to make sure prism and accountability in corporate division for safeguarding
the stake every stakeholder, particularly those of minority stockholders.

A board of directors (B of D) is an elected group of individuals that represent
shareholders. The board is a governing body that typically meets at regular intervals
to set policies for corporate management and oversight. Every public company
must have a board of directors. Some private and nonprofit organizations also have
a board of directors.

In general, the board makes decisions as a fiduciary on behalf of shareholders.
Issues that fall under a board’s purview include the hiring and firing of senior
executives, dividend policies, options policies, and executive compensation. In
addition to those duties, a board of directors is responsible for helping a corporation
setbroad goals, supporting executive duties, and ensuring the company has adequate,
well-managed resources at its disposal.

Board Structure

The structure and powers of a board are determined by an organization’s bylaws.
Bylaws can set the number of board members, the manner in which the board is
elected (e.g., by a shareholder vote at an annual meeting), and how often the board
meets. While there is no set number of members for a board, most range from 3 to
31 members. Some analysts believe the ideal size is seven.

The board of directors should be a representation of both management and
shareholder interests and include both internal and external members.

An insider director is a member who has the interest of major shareholders,
officers, and employees in mind, and whose experience within the company adds
value. An insider director is not typically compensated for board activity as they
are often already a C-level executive, major shareholder, or another stakeholder,
such as a union representative.

Independent or outside directors are not involved in the day-to-day inner workings
of the company. These board members are reimbursed and usually receive additional
pay for attending meetings. Ideally, an outside director brings an objective, independent
view to goal-setting and settling any company disputes. It is considered critical to
strike a balance of internal and external directors on a board.

Board structure can differ slightly in international settings. In some countries in
Europe and Asia, corporate governance is split into two tiers: an executive board
and a supervisory board. The executive board is composed of insiders elected by
employees and shareholders and is headed by the CEO or managing officer. The
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executive board is in charge of daily business operations. The supervisory board is
chaired by someone other than the presiding executive officer and addresses similar
concerns as a board of directors in the United States.

Election and Removal Methods of Board Members

While members of the board of directors are elected by shareholders, which
individuals are nominated is decided by a nomination committee. In 2002, the NYSE
and NASDAQ required independent directors to compose a nomination committee.
Ideally, directors’ terms are staggered to ensure only a few directors are elected in
a given year.

Removal of a member by resolution in a general meeting can present challenges.
Most bylaws allow a director to review a copy of a removal proposal and then
respond to it in an open meeting, increasing the possibility of a rancorous split.
Many directors’ contracts include a disincentive for firing — a golden parachute
clause that requires the corporation to pay the director a bonus if they are let go.

A board member is likely to be removed if they break foundational rules; for
example, engaging in a transaction that is a conflict of interest, or striking a deal
with a third party to influence a board vote.

Breaking foundational rules can lead to the expulsion of a director. These
infractions include but are not limited to the following:

e  Using directorial powers for something other than the financial benefit of the
corporation.
Using proprietary information for personal profit,
Making deals with third parties to sway a vote at a board meeting.

e  Engaging in transactions with the corporation that result in a conflict of
interest.

In addition, some corporate boards have fitness-to-serve protocols.
Roles of Director
Typical duties of boards of directors include;
e  governing the organization by establishing broad policies and setting out
strategic objectives;
e  selecting, appointing, supporting and reviewing the performance of the chief

executive (of which the titles vary from organization to organization; the
chief executive may be titled CEO, President or Executive Director
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terminating the chief executive;

ensuring the availability of adequate financial resources;

approving annual budgets;

accounting to the stakeholders for the organization’s performance;
setting the salaries, compensation and benefits of senior management;

The legal responsibilities of boards and board members vary with the nature of
the organization, and between jurisdictions. For companies with publicly trading
stock, these responsibilities are typically much more rigorous and complex than for
those of other types.

Typically, the board chooses one of its members to be the chairman (often now
called the “chair” or “chairperson’), who holds whatever title is specified in the by
laws or articles of association. However, in membership organizations, the members
elect the president of the organization and the president becomes the board chair,
unless the by-laws say otherwise.

Governance Systems

Corporate governance systems perform a significant role in financial performance
as they present mechanism which affect investment’s return for external suppliers
of finance to corporation (Edwards & Nibler, 2000). The corporate governance
systems could vary to great extent depending on mechanism that corporate owners
utilize to persuade managers (Davis & Useem, 2000). The system of corporate
governance differ amongst countries in diversity of capitalism systems in which
they are entrenched (Giurca Vasilescu, 2008). Thus, various models of corporate
governance are applied all over world and these models have separate and distinct
traits (Hasan, 2009). Nestor and Thompson (2000) have categorized these models
in to two kinds:

External models (Unitary system): US and other English language speaking
countries also known as Anglo Saxon Model.

Internal Model (Dual System): European Continental Model also known as
German Model

Withinside regular system of governance and exclusive combination of corporate
control, both the systems have grown-up from various environments of regulatory,
political and institutions (Babic, 2003). Weimer and Paper (1999) arrived at same
group difference between unitary and dual systems of corporate governance. The
principal trait of market oriented system is a dynamic outside market for corporate
control, a mechanism for influencing decision making of managers as independent
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shareholders, consisting of stock, labor and hostile takeover markets. Conversely,
dual systems, oligarchic class with various recognitions greatly influence decision
making of managers by more direct means of sway. Specifically, limited voting rights
of independent stockholders, cross stockholders, and interlocking directors’ shows
orientation of network. According to Shleifer and Vishny (1997), for consideration
of corporate governance problems, classification of two systems is necessary. The
system includes:

Unitary Systems: In the UK and the USA, which inclined to rely upon compensation
of managers and market for corporate control

Dual Systems: Germany, France and Spain, which inclined to utilize control by
many incumbent stockholders to support the managers and owners behavior.

Anglo American Model of Corporate
Governance (External Model)

Figure 1. Anglo Saxon model of corporate governance
Source: Cernat (2004, p.153)

Shareholders

.

Managers - Board of directors

)

Employees

In the Anglo Saxon Model, the corporate notion is based upon fiduciary relation
amongst stockholders and manager. The Anglo Saxon model is based on concept that
self-stake and decentralized market can performin a self-controlled, balanced manner
and is founded on notion of capitalism market (Cernat, 2004). Therefore, corporations
have normally same systems of corporate governance in Anglo American countries:
UK, US Australia and Canada. In this model, management activities are monitored
and controlled by one independent board of director for improvement. According
to Hasan (2009) ownership is concentrated in Anglo Saxon Model, indicated by
International Chamber of Commerce, only some people having legitimate power
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upon the management team and minority investors have meager shelter, who ask
for support of independent director, which is made via executive chairman.

The above diagram indicates that Anglo Saxon Model is based on the relation
amongst shareholders and managers. Sound legal shield in this model is required by
shareholders due to dispersed sound legal protection and the impact of shareholders
on management is poor. In this model, the function of corporate governance is to
provide safeguarding the stake and right of shareholders (Hasan, 2009).

Continental Model of Corporate Governance (Internal Model)

Donaldson and Preston (1995) described the stakeholder’s model that it concentrates
on relation standing upon the emphasis of interest maximization of broader group
of stakeholders. The internal model of corporate governance (particularly European
corporations and Japan) spotlight on stake of crews, managers, clients, suppliers and
community, which aid innovations and competitions (Giurca Vasilescu, 2008). Similar
notion is applied in France where managers and board of directors detained duties
to the company as well as crew, trade union the work council and public (Snyder,
2007). The core principles which are bases for corporate governance continental
systems embodied are corporate stakeholder’s theory. The continental model of
corporate governance concentrate on not only shareholders’ stake but also input
from the related stakeholders (Cernat, 2004). For corporate governance, several
Europeans countries like France, Greece and Germany apply stakeholder’s model
in several large corporations as element of economic and social structure (Maher
and Anderson, 2000).

Igbal and Mirakhor (2004) argued that the Continental model of corporate
governance (insider model) has three foundations on three propositions which are
apparently opposite Anglo American Model of Corporate Governance (External
Model). These propositions are related to stakeholder’s stake, right and responsibilities
of managers, summarized as under:

Stake: Enhancing stake of stakeholders not of the shareholders only as Anglo
Saxon model

Right: Stakeholders own the right to contribute in company decisions

Responsibilities: Safeguarding the stake of stakeholders is the responsibility of
managers

The diagram of continental model exhibits that it has foundation on the relation
among stockholders, board of directors, and supervisory board on the basis of
important banks role and broad ownership relevant to finance and control (Cernat,
2004). The board of supervisors normally consists several stakeholders comprises
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investors (stockholders and creditors) customers, crew (group of union), suppliers and
appointees of government representation wider part of society (Schilling, 2001; West,
2006). According to Hassan (2009) structure of corporate governance in Germany,
primarily concern with some large corporations with greater than two thousand
crews, enlisted at stock exchanges and run on two level systems: supervisory and
management board system (Hasan, 2009).

Figure 2. Corporate governance of continental model
Source: Cernat (2004, p.153)

Shareholders

Board of Directors

Supervisory Board

g
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Corporate governance

Trade Union
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Giurca Vasilescu (2008) described that comparative evaluation of corporate
governance models and its pros and cons indicates that corporate governance system

of corporations might be maximized due to subsequent factors:

e  Corporate governanceisinfluenced by the products and services competiveness
e  Corporate performance is identified the capital market’s real presentation and

management’s implicitly with corporate share price level.

e  Corporate governance is influenced by the potential force of institutional

investors

e  Managers labor markets which approve extreme benefits of managers without
good performance, by replacing such managers in managing board.
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Table 1. Comparison of US and German corporate governance systems

Aspects Us Germany
Executive compensation High Moderate
Board of directors Primanily outsiders Management/ supervisory
Ownership Diffuse/ non-corporate Concentrated: lagh fanuly,

Corporate/ bank

Capital markets Very Liqud Relatively illiqud
Takeover/ control market Maypor Minor
Banking system Fragmented Universal banking

Source: Kaplan (1997)

Code of Corporate Governance in Pakistan

The Security and Exchange Commission of Pakistan (SECP) has centered its
regulatory measures on promoting investors confidence to uphold sound corporate
governance to make sure transparency and accountability in the corporate sector
and protect the stake of all stakeholders, particularly minority stakeholders. Code
of corporate governance for Pakistan was concluded and issued by SECP in March
2002 and at that time Pakistan included amongst those few countries who adopted
code of corporate governance. Code of corporate governance was included in the
listing regulations of firms in Pakistani stock exchange(s). Pakistan Institute of
Corporate Governance in Public Private Partnership was established in 2004 for
studying governance practices jointly according to their roles. Pakistan corporate
governance project was started by International Finance Corporation in 2006 in
order to improve corporate governance practices (Corporate Governance Practices
in Pakistan, 2009). In the preceding decade, Pakistani regulators and corporations
have made imperative effort for improvement of the level of corporate governance.
Corporate governance is a set of sound application to offer a framework with the
help which listed corporation at stock exchange(s) of Pakistan can be better directed
and controlled.

All the listed corporations in stock exchanges are required to fulfill the codes of
corporate governance, revised on March 08, 2013 by SECP Act 1997(XLII of 1997)
with sanctioning of central government, in application of power granted by section 43,
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clause b of companies ordinance 1984 (XLVII of 1984). According to SECP (2018)
the key components of code of corporate governance are: Short title, commencement
and applicability, Definitions, Composition of the Board, Role of the chairman and
chief executive and separation of the two positions, Responsibilities, powers and
functions of the Board, Meetings of the Board, Key information to be placed for
decision by the Board, Performance evaluation, Related party transactions, Quarterly
and Monthly Financial Statements and Annual Report, Board orientation and learning,
Formation of Board committees, Chief Financial Officer, Company Secretary and
Chief Internal, Auditor - appointment and removal, Role and qualification of Chief
Financial Officer and Company Secretary, Requirement to attend Board Meetings,
Financial Reporting Framework, Directors’ report to the Shareholders, Disclosure
of Interests by Directors and Officers, Directors’ Remuneration, Responsibility for
financial reporting and corporate Compliance, Audit Committee, Internal Audit,
External Auditors, Compliance with the rules and Penalty for contravention of the
rules.

Key provisions of code of: Composition of the Board, Role of the chairman
and chief executive and separation of the two positions and Audit Committee are
enumerated in the light of revised SECP, 2019.

Composition of the Board

1.  Executive directors, non executive directors, independent directors and of
minority stake with required level of knowledge, skills, experience, competency,
and approach.

2. Forty percent of total member of a board must be independent directors and
in next 2 years it must be increased and it must be kept consequently. The
corporation must disclose the executive, non-executive and independent
directors in the annual report.

3. Independent directors shall not join in share option or same schemes of
corporation which enables him/her to attain any stake in corporation.

4.  Directors must replenish any casual position in corporate board before but not
later than 90 days.

5. Noone can be nominated or elected like director of greater than 5 corporations
except their subsidiaries.

6. The listed corporation must initiate essential steps where required, to make
sure that a class of minority shareholders are supported by proxy solicitation.

7.  Fitand proper criteria must be applied by appointing authorities of government
and shareholders for nomination of person(s) in board membership election
under the provision companies ordinance 1984.
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Role of the Chairman and Chief Executive and Separation of the Two Positions

The office and responsibilities shall be separate and distinct of chairman and

chief executive officer.

The chairman shall:

a. Ensure the appropriately performance of board as well as the entire
matters related to corporation are placed in board meeting’s agenda;
Setting up agenda and conducting the board meeting and

c.  Ensuring that board of directors are enable and encourage in totally
participation in the discussions and decisions of board. He shall not
engage in daily operations of the corporation. He shall be responsible for
leading the board, ensuring board effectively carrying out and its constant
development.

According to the companies ordinance 1984, the CEO is responsible for:

a.  Corporate management and its financial and other matters procedures

b.  Efficient execution of corporate strategies and policies sanctioned by the
board

c.  Suitable arrangement of ensuring that corporate funds are other resources
are protected properly and utilized efficiently and effectively, according
to entire statutory obligations.

The chairman shall be elect by the board amongst the suitable non executive

directors SECP (2019), it was made voluntary to elect chairman from independent

directors as first its was mandatory) in order to accomplish right balance of
power, enhancing accountability and improving the capacity of board for
applying independent evaluation

Audit Committee

290

The board shall set up an audit committee and the member of board shall be

finance qualified. Subject to the provision of sub rule

Offrule 12, the chairman and majority of audit committee shall be non executive

directors

Corporate chairman and CEO shall not be the member of the audit committee

The CFO, CIA and one representative of outside auditors shall participate in

every meeting of audit committee in which accounts and audit matters are

discussed, provided that:

a.  The audit committee shall meet the outside directors at least once a year
exclusive of

b. CFO, CIA and other executives being present, to make sure the free
communication between audit committee and external auditors:
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c.  That audit committee shall meet the CIA and other members of the
internal audit function exclusive of CFO and external auditors.

Terms of references for audit committee shall be decided by the board in writing,

identifying the audit committee mandate. The committee having complete

explicit authority to examine accounts and finance issues as mentioned in the

terms of references and must be given enough resources and access to entire

related information

Recommendation regarding the appointment, resignation or removal of

corporate external auditor is the responsibility of the audit committee and the

board shall proceed in all matters according to the these recommendations, if

lacking sound reasons to act. Yet the board must not consider to release itself

from the entire responsibility for delegation of functions to audit committee.

It may be included in term of reference of the audit committee designed by

corporate board:

a.  Correct measures’ determination for protection of assets

b.  Reviewing the financial statements, quarterly, semi annually and annually
before board sanctioning of

c.  External audit facilitation and discussion of main observations raised by
the external auditors or wishing to arise in interim and annual audits
Reviewing letter issued by external auditors and management feed back

e. Reviewing the internal audit scope and extent and making sure that
enough resources are available for internal audit functions and placed
appropriately.
Making sure the internal and external auditors coordination

g. concern of internal investigation main findings and the management
feedback

h.  highlighting any main violation

Management of relationship with external auditors shall be the responsibility

of audit committee

Auditcommittee recommendations regarding the appointment of retired auditors

and the reasons for changing the outside directors prior to the lapse of three

successive fiscal year shall be contain in director’s report.

A secretary of the audit committee shall be appointed for circulation of meeting

minutes to among all members, directors and CFO within fourteen days of

meeting.
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