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ABSTRACT
The objective of the study was to develop a strategic corporate governance framework that
will enhance performance of SOEs in Malawi. The study followed a critical realism approach
as a result, a multi-methodology and mixed design was employed. Quantitative data was
collected to identify relationship among variables. This was followed by qualitative data
analysis. The sample included all SOEs which had operated from 2000-2016 but excluded
regulatory, financial and academic institutions. For intensive design, a multiple case study
was employed through replication logic to identify mechanisms and structures in order to
provide explanations to the observed performance. Data collection followed the critical
realism case study method. Multiple sources of evidence were used as a data collection
strategy and these included document review, interviews and use of questionnaire. Findings
reveal that large power distance, cronyism and materialistic cultures are entrenched in the
society and have a negative impact on corporate governance. Results further reveal that
increased shareholders power and multiple principals have a negative effect on
performance. On board of the directors, results show that qualified and independent boards
have a positive effect on performance. However, board effectiveness was influenced by
legal form and shareholders power. Findings further reveal that leverage and disclosure have
a positive impact on performance. The study recommended changes to legal form and
ownership arrangement. Further recommendations were made to the appointment process
and operations of the boards. On disclosure, the study recommended that board should be
accountable to ownership entity and National Assembly. The study has contributed to a body
knowledge in terms of developing a strategic governance framework for SOEs in Malawi and

within its cultural contexts.

Key words: Strategic Corporate governance; Framework of SOEs; State-Owned

Enterprises; Malawi.
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CHAPTER 1: INTRODUCTION AND ORIENTATION

1.1.Background to the study

The creation of State-Owned Enterprises (SOESs) in Malawi like in many other countries was
seen as a strategy of enhancing economic growth (Robinett, 2006; Stambuli, 2002). The
Organisation of Economic Cooperation and Development (OECD) defines State-owned
Enterprises as corporate entities recognised by national law owned by the state or in which
the state exercises ownership created for the economic purposes. Some of these may
include “joint stock companies, limited liability companies and partnerships limited by
shares” (OECD, 2015:14). These enterprises may be “wholly owned or those with minority
state ownership” (Robinett & Fremond, 2007:1). In many developing countries, SOEs were
meant to boost economic development through industrialisation (Robinett, 2006). Contrary
to the popular belief that SOEs are an engine of economic growth, many of these companies
have performed poorly worldwide prompting structural reforms to improve their performance
(Vagliasindi, 2008). Some of these reforms focused on change of ownership to private
sector. Private sector companies were regarded to be more efficient than the SOEs.
However, with corporate failures associated with private sectors companies worldwide in
the past decades, the focus of performance improvement in SOEs has now shifted to

reforms while maintaining public ownership (Vagliasindi, 2008).

SOEs in Malawi have undergone several reforms over the years with the objective of
improving financial performance (World Bank, 2003). These reforms have led to
commercialisation as well as privatisation of many SOEs (World Bank, 2003). Reforms
have not been a panacea to the performance problems experienced by SOEs. Poor
performance has also been attributed to poor corporate governance (World Bank, 2007). It
is becoming clear that performance of these SOEs cannot improve without reforming their
corporate governance (World Bank, 2007). Corporate governance (CG) which is defined
as a “system by which companies are directed and controlled” (Cadbury, 1992:15) has

attracted unprecedented attention following recent corporate failures.

Malawi has also taken a special interest in corporate governance which has resulted in the

introduction of the Code of Best Practice of Corporate Governance in Malawi by Society of

1



Accountants of Malawi (SOCAM) (Society of Accountants of Malawi, 2001) which was
revised to Code Il by Institute of Directors Malawi (IoD) (Institute of Directors Malawi, 2010).
In addition to Code Il, Sector Guidelines for Parastatals Organisations and State-Owned
Enterprises were launched in 2011 (Institute of Directors Malawi, 2011). It is against this
background that this study is undertaken to investigate the impact of adoption and
compliance with corporate governance principles on performance on SOEs with the

objective of coming up with a strategic corporate governance framework for SOEs in Malawi.

MALAWI | \‘7;\_ {\ //m\‘“‘
J e \ =4, - 12. Background of SOEs in Malawi
s ' _ Malawi is one of the least developed nations located
wiws | inthe Southern Africa (United Nations, 2021). With

ZAMBIA

a population of 17.6 (Malawi Government, 2019)
and per GDP capita income (GNI) of $331
according to World Bank data of 2018 (World Bank,

2020), the country is regarded as one the poorest

MOZAMBIQUE /|

o
-

e countries in the world according to a report by
Bertelsmann Stiftung’s Transformation Index (BTI)
(BTI, 2020:19). The country covers an area of

118484 km and shares borders with Mozambique to

the southern and eastern side, Zambia to the

western and northern side, and Tanzania to the eastern and northern side. The country
attained self-rule in 1964 with Dr Hastings Kamuzu Banda as its first President
(Magolowondo, 2007:14). At independence, Malawi had few resources to attract foreign
investments. There was need for the newly independent state to grow the economy.
Agriculture and agro-based industries were identified as the main avenues to achieve
economic growth. The government decided to create parastatals which could be used as
engines of growth both for agriculture and manufacturing. Though these parastatals have
outlived several political regimes and undergone several reforms, their performance has
been dismal. This section presents a brief social-political background to Malawi. A brief
history of SOEs is also discussed followed by a review of different reforms that have shaped
these SOEs. Lastly, the section presents a review of the development of corporate

governance in Malawi and SOEs.



1.2.1. Brief History of Malawi

The history of Malawi dates to the “16" century following the establishment of Maravi Empire”
(Magolowondo, 2007:9). Malawi derives its name from Maravi which stands for “land of
flames” (Kalinga and Pike, 2000:90). The Maravi kingdoms was established by “a group of
chiefly invaders, the Phiri, who came from the Congo basin in the fourteenth century” (Newitt,
1982:148). These people settled in a land north of Zambezi, and occupied the land stretching
from eastern Zambia, central and southern Malawi to northern Mozambique (Kalinga, 1998).
The Maravi state were ruled by a Kalonga which means chief. However, due to rivalry among
the chiefs, the state was later fragmented into chiefdoms or states ruled by Kalonga who
ruled from Mankhamba in the central region of Malawi, Undi ruled from north Zambezi, a
land between the borders Mozambique and Zambia, and Lundu and Kaphwiti ruled from the
southern Malawi (Morris, 2006). The people ruled by Lundu and Kaphwiti were later called
the Mang’anja (Kalinga & Pike, 2000). Further decentralisation or fragmentation of the Maravi
states did not help matters because it made the Maravi kingdom an easy prey for the new
immigrants who arrived in the kingdom in the 19™ century. The arrival of the new immigrants
had a significant and lasting effect on the Maravi kingdom. These new immigrants included
the Yao, the Swahili, the Ngoni and the missionaries (Phiri, 1988).

The Yao people arrived from Mozambique and settled in the southern region of Lake Malawi
and other parts of the central region of Malawi in the 19" century (Kalinga and Pike, 2000).
During the same period, the Maravi kingdom was also weakened by the Ngoni tribes who
had fled Shaka Zulu in South Africa. One group was led by the Maseko Ngoni and these
settled in the southern and central part of Malawi. The other group was led by Zwangendaba
and this group settled in the northern and central part of Malawi (Phiri, 1988). In addition to
these ethnic groups, the kingdom also witnessed the arrival of the Swahili-Arabs group led
by Jumbe. Their leaders were known as the Sultans and they came from Zanzibar. This
group settled in Nkhotakota in the Central region of Malawi where they dominated one of the
Maravi chiefs, Kanyenda. The Swahili-Arabs were able to overrun and dominate the Chewa
because they had firearms (Morris, 2006). The “Sultans” and the Yao people weakened the
Maravi kingdom even further due to their trading activities. The Swabhili-Arabs and the Yao
people were actively involved in slave trade. When the missionaries came to Malawi, they

found among others, a fragmented Maravi society overrun and weakened by these slave



traders. The British therefore sent missionaries to Nyasaland primarily to end slave trade to
the Persian Gulf and to spread Christianity (Pryor, 1990:29). As a result, the land which was
formally occupied by the Maravi people, the Ngoni people in the north and the south, the Yao
people in south and central and other Tumbuka tribes in the north of Malawi became a British
protectorate in 1891 and was called Nyasaland referring to the lake because 20% of the

country is covered by Lake Malawi.

Another event that shaped the political landscape of Malawi (Nyasaland) was the Federation
of Rhodesia and Nyasaland in 1953. The motivation for this political development was
mainly for economic reasons. The creation of federation by the white settlers was considered
as a vehicle “to attract investment capital and to facilitate a diversification of economy” for
the “British Central Africa” (Rosberg, 1956:98). The other reason for the federation was “to
find a counterpoise to the expansion of Afrikaner nationalism north of the Limpopo” (Hyam,
1987:146). This federation brought about a union of three states: Southern Rhodesia,
Northern Rhodesia and Nyasaland. This was a union of unequals by all standards. At the
time of federation, Southern Rhodesia was more prosperous and had a large population of
White settlers (116.000), followed by Northern Rhodesia (62,000 settlers) and then
Nyasaland which had 5,600 European settlers (L., 1955). Southern Rhodesia was a “self-
governing colony” while the other two states were protectorate under the British rule (L,
1955:540). Compared to economic strength of the Southern and Northern Rhodesia,
Nyasaland had little to offer apart from its “abundance of manpower” and agriculture
(Albinski, 1957:190). However, Africans were opposed to the idea of federation from the
onset (Hyam, 1987). The strong opposition against federation gave birth to African
nationalism. In Nyasaland, the African nationalism resulted in the creation of Nyasaland
African National Congress (Kirkwood, 1955). This strong opposition lead to violent protests
which resulted into arrests of leaders of Nyasaland African National Congress including Dr
Hastings Kamuzu Banda. To curb the unrest, a state of emergency was declared on 3™
March 1959 (Murphy, 2010). The Nyasaland African National Congress was also banned
during the state of emergency and many of its leaders were imprisoned. The fire of the
nationalist movement could not be extinguished by the banning of Nyasaland African
Congress. To the contrary, the movement grew stronger. African leaders formed Malawi

Congress Party (MCP) to replace the banned Nyasaland African Congress. According to



Palmer (1973:257), the colonial government was “under strenuous attack” by the new

nationalist movement.

The quest for freedom culminated into the 1961 election which MCP won with an
overwhelming majority (Phiri, 2010:237) but the financial, judicial and security systems were
still under the British rule until 1964 when the country gained independence from the British
with Dr Hastings Banda as its first President. Malawi become a Republic in 1966 and
amended a constitution which among others, declared the Malawi Congress Party as the
only political party (Constitution of Malawi, 1966). In 1970 Dr Banda became the life
President of MCP and subsequently was declared the life President of the Republic of Malawi
in 1971 through an Act of Parliament (Dulani, 2007:64; Phiri, 2010:307).

During this one-party rule of Dr Hastings Kamuzu Banda there was little demarcation
between the party, government and the economy (Magolowondo, 2007:15). Though the
country was largely considered as a capitalist nation, the power was in the hands of the few
elites. With the wave of multiparty democracy which was sweeping across Southern Africa,
Malawi was not spared. The country experienced pressure from churches and international
organisations such that the one-party state was abandoned in 1993 when people
overwhelmingly voted for multiparty democracy. In 1994, the first multiparty government
came to power when the United Democratic Front (UDF) won the Presidential and
Parliamentary election (Patel & Tostensen, 2007:83-84). A new constitution was adopted
in 1994 to embrace new democratic changes. These democratic changes also impacted on

the judicial and economic systems.

The new constitution has a provision of an independent judicial system which is based on
English model made up of magistrates’ courts and other subordinate courts, high courts and
a Supreme Court of Appeal (The Constitution of the Republic of Malawi, 1994; Gloppen &
Kanyongolo, 2007:116). Malawi legal system respects “all rights to property”. However, the
administration of justice lacks capacity in terms of resources, personnel and training to

delivery justice system effectively (The Heritage Foundation, 2016).

The multiparty democracy brought in mixed blessings. While the country enjoyed the

freedom of speech long sought for, there was widespread political polarisation such that no
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major party emerged to govern the country in the first 15 years of multiparty democracy.
Interestingly, the party that managed to govern the country was a minority in the National
Assembly. For instance, in 1999 Presidential and Parliamentary elections the ruling party
United Democratic Front (UDF) got 93 parliamentary seats out of the total 192 seats in the
Parliament. In 2004 elections, the situation was worse for the ruling party such that UDF got
49 out of 193 seats in parliament (Patel & Tostensen, 2007:83-84). To survive in such an
environment, the parties concerned had to play political games of alliance formation or

influencing legislators to cross the flow (Kaunda, 1998).

The issue of “crossing the flow” occupied the legislators time such that there was much
debate on the proper interpretation of section 65 of the constitution which has the provisions
for “crossing the floor.” The President of the Republic of Malawi asked the Constitutional
Court to determine a proper interpretation of section 65(1) of the constitution. This issue
came as a result of UDF members of parliament who had expressed interest to join and
some had actually joined the new party, Democratic Progressive Party (DPP) were deemed

to have crossed the floor (The Centre for Social Concern, 2007).

After the general elections of May 19, 2009, the once a minority political party became a
majority in the National Assembly. The ruling Democratic Progressive Party (DPP) under Dr
Bingu Wa Muntharika commanded an overwhelming majority in parliament with 112
members out a total of 193, and 60% of presidential vote (Patel & Wahman, 2015:81). What
is of interest is whether such a parliamentary configuration improved oversight of the public
sector? Are members of Parliament accountable to electorate or to the party? What impact
has this structural arrangement in enforcing good political and corporate governance? These

questions are central in developing a good national corporate governance system.

Malawi’s constitution provides for an Executive government made up of the President, first
and second vice Presidents, and cabinet; National Assembly or Parliament; and an
independent judicial system (Constitution of the Republic of Malawi, 1994). According to
Patel and Tostensen (2007:98) the power of Parliament is constrained due to the fact that it
cannot influence the formation or dismissal of cabinet. As such this has an effect on vertical

accountability.



1.2.2. Culture and Religion

This section presents a cultural background of the people of Malawi. Phiri (1983:19) defines
culture as “a people's way of life that is reflected in their visual arts and crafts, music and
dance, literature, drama, dress, language and religion.” Phiri (1983:19) further states that
Malawi “falls within the Bantu Cultural Zone. Culturally, Malawi is a pluralistic society in
terms of religion and ethnicity. The culture of the people of Malawi has been influenced by
the settlers of the earlier kingdoms. The Maravi people who formed the largest organised
dwellers during the pre-colonial era, were made up of a centralised government under the
Kalonga. Their main language was Nyanja which later became Chewa. The Maravi were
deeply religious people with their rain cult and Nyau secret societies (Phiri, 1988). The
Chewa used Nyau and Chinamwali as rites of passage for boys and girls (Phiri, 1988). In
addition of being a collective and centralised government system, the Chewa were also a
matrilineal society and remains so to this day (Kalinga & Pike, 2000). Both the Chewa and
Mang’anja people worshipped a supernatural being or God (Mulungu). This supernatural
being was approached through priests or prophetess. For the Chewa people it was

Makewana and the Mang’anja it was M’bona’s wife (Lamba, 1985).

The Yao people had some similarities with the Chewa and Mang’anja people. However, due
to the influence of the Swabhili-Arab traders, the Yao were converted to Islam and they
constitute large Muslim population by tribe in Malawi (Lamba, 1985). Just like the Chewa,
the Yao are matrilineal and have centralised governed communities under a chiefdom
(Morris, 2006). The Islamic religion appealed to the Yao because it tolerated their tradition
beliefs and ceremonies. According to Msiska (1995:70) the Islamic faith “integrated,
assimilated and preserved vital indigenous elements” of the local beliefs and customs. Girls’
initiation ceremony of Chiputu became Msondo and boys’ initiation ceremony of Lupanda
became Jando. Msiska (1995:71-72 further states that these rites of passage rituals served,
among others, as schools where boys and girls were taught “general traditional etiquette of
the Yao, respect for parents and elders and also for agemates, general behaviour of a mature

[person] ... and also conduct towards others in the community.”

The Ngoni people which occupied the northern and southern region had a centralised
government but were a patrilineal society. However, as observed by Phiri (1988:21), the

Ngoni were interested in “political control rather than cultural assimilation” of their subjects.
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As a result, most of the communities in the central region which were under their control
remained matrilineal societies. Before the coming of the Ngoni in the northern region of
Malawi, the land was occupied by decentralised communities which formed the Tumbuka —
Nkhamanga kingdom. Due to lack of a centralised government, they were easily overrun by
the Ngoni. The Tumbuka people were also a highly religious people who believed in God
who resided in the sky (Chiuta wa kuchanya) who is “far removed from the human beings”
(Lamba, 1985:65).

When the missionaries arrived in Malawi, another system of religion was introduced called
Christianity. The missionaries not only introduced Christianity but also abolished slave trade
and introduced a centralised government. Christianity and Islam became the dominant exotic
religions in Malawi. Msiska (1995) observed that the missionaries and the Muslims did not
interfere with local beliefs to the extent that people continued to practice the local religions

in addition to the exotic religions.

Malawians have remained a predominantly religious people. According to Malawi
Government (2019), 83% of the population consists of Christians, 13.8% Muslims and the
remainder 8.9% made of other religions as well as those without religious affiliation.
Religion has had a great influence in shaping social structures and may have great influence
in shaping values of the society in Malawi. Religion has played a major role in political

transformation in Malawi (Newell, 1995).

From the foregoing, though Malawi has a pluralistic culture, there are elements that are
common among various tribes. Firstly, Malawi is a large power distance culture. All tribes
have been ruled by chiefs who served as the owners of the land or tribe and the chiefs’
authority could not be challenged. Secondly, Malawi is a collective or community-based
society, albeit made up of different tribes. Thirdly, each tribe believes that a child belongs to
the society and not necessarily to its biological parents. This is evident from the fact that
initiation ceremonies or rites of passage rituals are done at community level whether among
the Yao or Chewa. Lastly, Malawi is a highly religious society combining exotic religions
(Islam and Christianity) and traditional beliefs. What is yet to be established is whether

culture including religion has any influence in shaping corporate ethical behaviour.



1.2.3. History of SOEs in Malawi

The first known company to operate in Malawi was the African Lakes Company which was
established in 1878 as Livingstonia Central African Company in Scotland to supply goods
and services to the missionaries as well as to help fight slave trade. The company later
changed its name to African Lakes Trading Company. Prior to colonisation, the company
also acted as an administrator of Nyasaland (Glasgow University Archive Services, 2016).
African Lakes Company had controlling interests in natural resources including vast portions
of farmland which the company later sold some to British South African Company (Phiri,
2010:13). With the establishment of the British Protectorate in 1891, most of the industries
mirrored the industrial structure of Britain. The period after World War Il saw the advent of
nationalisation of industries in Britain (Myddelton, 2014) motivated by the notion “that public
ownership could be managed in a way that could allow the realisation of public goals for the
benefit of Britain’(Whincop, 2005:24). Malawi, then Nyasaland, gave the settlers less
motivation for development or white settlement due to lack of economic resources except for
agricultural land. The country had no mineral resources as a result it could not attract
meaningful investments. While agriculture was considered as the only source of economic
development, transportation costs were prohibitively high (Pryor, 1990). The colonial
government embarked on railway development to arrest transport problem, but this did not
solve the problems of transport costs. The railway system was still in private ownership and
the owners were accused of subjecting exporters to high freight costs (Pryor, 1990). As a
result, the country saw little activities in terms of economic development during the years
preceding World War 1. After the Second World War, interest grew in developing agriculture
due to high world food prices. As a result, agricultural production grew at average rates of
5.6% between 1948 and 1963 (Pryor, 1990:31). The development of agricultural sector gave
rise to the establishment of agriculture based public sectors. This development necessitated
the establishment of companies like Farmers Marketing Board (FMB) which later became a
parastatal, other parastatals that were established before independence include, Central
African Railways which was to facilitate transportation of both import and exports.
Infrastructure or utility parastatals which were established during the same period included
Water Board and Electricity Commission (World Bank, 1967).

When Malawi attained self-rule, nationalisation was at its peak in Britain (Myddelton, 2014).

With few sources of income and facing challenges of unemployment the new government,
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like any other newly independent state, controlled the commanding heights of the economy
through the creation of more parastatals. For instance, at independence the government
realised that there was virtually little contribution of manufacturing sector to economic
development, the government took a deliberate step in January 1964 to establish Malawi
Development Corporation (MDC), a parastatal meant to stimulate development of
manufacturing sector of the newly independent nation. The establishment of MDC gave rise
to several other parastatals in manufacturing and infrastructure sectors (World Bank, 1966).
Faced with limited economic resources, Malawi which was and continues to be dependent
more on agriculture, “adopted an export-oriented growth strategy” after independence. The
expansion of public sector, of which parastatals are part of, was largely a “resource driven
phenomenon” due to the fact that the economy relied on its improved fiscal viability and flow
of aid (Stambuli, 2002).

While nationalisation of private sector companies was not a foreseen developmental agenda
at independence, the performance of parastatals between 1964 and 1979 motivated the
government to increase their scope and influence in the economy. The government
nationalised the two major commercial banks: Standard and Barclays Banks. In addition, it
also increased its influence in the infrastructural and agricultural sectors by buying controlling
interests in companies and estates which were once owned by Europeans (Pryor, 1990).
This nationalisation and creation of more parastatals was driven by the government’s policy
of driving economic growth through employment creation and provision of goods and
services (Magolowondo, 2007:16). To champion the economic growth strategy, the
government created Agriculture Development and Marketing Corporation (ADMARC)
Investment Company in addition to MDC. While MDC was created as a government
investment vehicle to finance “acquisition of shares in foreign enterprise or completely
finance the establishment of new industries” (Stambuli, 2002:10), ADMARC Investments
Company, on the other hand, was created for the purpose of “recycling surplus profit from
ADMARC into state ownership of various industries” (Stambuli, 2002:10). This period also
saw a dominance of a large conglomerate, Press Corporation which was controlled by the

state President Dr Hastings Kamuzu Banda.

Malawi enjoyed high levels of economic growth before 1978 (Stambuli, 2002). This period

also witnessed increase in level of parastatals influence in the economy to the extent that
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parastatals accounted for 25% of Gross National Product (GNP) (Lawson & Kaluwa,
1996:748). The performance of parastatals was evident in the industrial output which grew
at the rate of 5.7% per year between 1973 and 1979 propelled by increase in domestic
demand (World Bank, 1989:20).

Between 1964 and 1978 the economy grew by an annual average of 5.5% measured by real
Gross Domestic Product (GDP) (World Bank, 1983:2). Inflation, on the other hand, stood at
7.1 % (Stambuli, 2002) and debt ratio to GDP was at 7% (World Bank, 1983:4).

However, economy faced challenges after 1979 and the country started to witness the
reversal of economic growth. Government current account deficit rose to 20% from 8-9% as
exports declined due to sharp decrease in commodity prices, debt service ratio rose to 26.3%
and economic growth declined to -5.2% by 1981 (Stambuli, 2002; World Bank, 1985:2). A
number of factors led to this economic crisis which includes, among others, fluctuation of
agriculture commodity prices which Malawi was heavily dependent upon, slow growth in
small holder sector which also relied on agriculture and poor performance of parastatals
(World Bank 1983; World Bank, 1981).

Parastatals’ performance declined in 1980’s due a number of factors including economic
recession, political turmoil in neighbouring Mozambique which disrupted transport (Stambuli
2002; Lawson & Kaluwa, 1996; World Bank, 1991), and a change in worldwide political
landscape signalling the end of Cold War meant that Dr Kamuzu Banda could no longer get
the much needed financial support from western countries (Magolowondo, 2007:17) to
finance his political and economic agenda. As performance of parastatals declined and
government could no longer adequately provide financial support to the loss making public
enterpries, structural adjustment reforms were introduced at the behest of the International
Monetary Fund (IMF) and World Bank (Magolowondo, 2007:16; World Bank, 1990). This

was later followed by more liberalisation and restructuring of parastatals.

1.2.4. SOE Reforms
As the performance of SOEs declined, government embarked on wide ranging reforms to

reverse the loss marking trends of these public enterprises. These reforms included
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restructuring and privatisation of parastatals organisations. The reforms which were
introduced under government’s Structural Adjustment Programs (SAPSs) at the behest of
World Bank were carried out in phases. The first structural adjustment program was
introduced in June 1981. This involved, inter alia, reviewing the operations of ADMARC to
make it more efficient; improving capacity of The Department of Statutory Corporation(DSC),
which was established 1980, to make it more effective in assisting SOEs in their planning
and financial management; adjusting agricultural prices to ensure profitability of ADMARC
and Smallholder authorities (World Bank, 1985:3); and increasing tariffs of services delivered
by SOEs. The establishment of DSC started to bear fruits as the financial burden of SOEs
on the government budget started to decline (World Bank, 1982). However, despite these

reforms, the performance of SOEs continued to decline (World Bank, 1985).

The poor performance of the economy exposed Malawi's economic structural weaknesses.
This economic decline which was partly attributed to poor performance of SOEs led to the
second phase of Structural Adjustment Program (SAP) which was launched in June 1982.
Among other measures undertaken, the program involved further restructuring of ADMARC
(World Bank, 1983); empower DSC to review annual operations of SOEs and where possible
recommend adjustments of tariffs; and restructuring of Press Holdings which was a semi-
private company. This phase saw the reorganisation of ADMARC through swapping of
assets with MDC and increase of tariffs for a number of SOEs. The other highlight was the
ratification of a new Companies Act in 1984 by Parliament. With this Act, Press Holdings
was able to restructure its debt by issuing convertible preferred shares. The restructuring of
ADMARC and tariff adjustment for SOEs resulted into improved performance of these public
enterprises. Overall, there were positive contributions to the economy due to the SAP. The
economy started to grow, and government budgetary deficit dropped to 8.3% in 1984 from
15.9% in 1981(World Bank, 1985:8).

The third SAP was launched in 1985. This program had a wide scope to address inherent
weaknesses in the economy. Among other things, it was aimed at arresting continued poor
performance of some of the commercial SOEs. This programme involved addressing capital
structure of SOEs, building capacity of DSC to discharge its monitoring role effectively, and
further restructuring of ADMARC, MDC and Press Holdings (World Bank, 1985).
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Despite these structural adjustment programs, the performance of economy was still poor
largely attributed to the poor performance of SOEs which controlled most of the economy
and industrial sector (World Bank, 1989). By 1990 it was clear that the financial burden
shouldered by the government as a result of financial losses sustained by SOEs was not
sustainable. From the year 1981 to 1987, commercial oriented SOEs had accumulated
losses of MK25 million or approximately US$11.4 million (World Bank, 1990:37). There were
loud calls for the government to divest its interests from SOEs and deregulate the economy.
In a study conducted by the World Bank (1989), it was revealed that SOEs were the most
inefficient of all the sectors. The government began a programme of privatisation to ease
the financial burden of subsidising the loss making SOEs. Under the recommendation of
donor agencies (World Bank, 1993), a comprehensive privatisation programme was
prepared to restructure by way of commercialisation and privatisation of most of the SOEs.
The aim was to improve the performance of these institutions. Several reforms were
recommended which included, formulating privatisation policy, restructuring ownership
arrangements, clarifying and strengthening boards of governance of SOEs and capacity
building of SOEs management. By January 1991, there were more than 165 statutory
institutions under various ownership arrangements and legal forms. Included in the total
statutory bodies, were 12 commercial SOEs and 11 non-commercials which were under
DSC’s supervision and purview. Some of the commercial SOEs had pyramid structures.
For instance, ADMARC and MDC had controlling interest in 18 and 23 statutory institutions
respectively (World Bank, 1993).

Despite these reforms, the World Bank in its evaluation report on the First, Second and Third
Fiscal Restructuring and Deregulation Programs noted that performance of SOEs had
continued to remain dismal and the creation of Parastatal Enterprise Reform and Monitoring
Unit (PERMU) had made little impact on contributing to performance of these organisations
(World Bank, 2006). While the earlier SOEs reforms focussed on correcting the structural
weaknesses in order to turn around the economy, it became apparent that without corporate
governance reforms SOEs performance would not improve. The World Bank in its
assessment report of 2007 observed that the poor performance of SOEs was, to a large
extent, attributed to poor corporate governance (World Bank, 2007). As a result, the issue
of corporate governance framework has become the main focus in Malawi not only for the

private sector but also for SOEs.
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1.2.5. Corporate Governance Development in Malawi

Corporate governance has been at the centre of performance problems in parastatals. From
the time these institutions were established, political influence played a central role in
shaping corporate governance framework (Magolowondo, 2007:16). Corporate governance
models, to a large extent, mirrored the political, social and economic policies of the

government of the day.

During the pre-multiparty democracy, the party and government operated as one entity with
Dr Kamuzu Banda having proprietary rights to these state institutions. Some parastatals
were created as corporations through Acts of Parliament while others operated as
departments under the various ministries for example, Department of Post and
Telecommunications. During this era, corporate governance structure of parastatals was
driven by political culture. As the state dominated ownership of various industries,
management and control of these public enterprises were also under the dominance of few
individuals who had close ties with Dr Kamuzu Banda (Magolowondo, 2007:16). For
instance, New Building Society, Commercial Bank of Malawi, Press Corporation, and other
companies owned by the state were under the chairmanship of John Tembo! (Stambuli,
2002). Consequently, it was common to have bad debts of parastatals and other financial
losses covered by government bonds. For one to talk about corporate governance reform
during this era was an anathema. Corporate governance reforms in parastatals could only
come as a result of political reform or external pressure. As a result, the Malawi public sector
was faced with gross inefficiencies, corruption, and over staffing (Tambulasi & Kayuni,
2007:333-335).

According to Lawson and Kaluwa (1996:49), the governance framework of parastatals during
the one-party state of Dr Kamuzu Banda was characterised by multiple principals, and
multiple objectives. The boards were dominated by a few individuals who had strong
connections to the sole political party, MCP. Boards of directors were appointed by the state

1 John Tembo was one of the most powerful politicians during Dr Hastings Kamuzu Banda era. He served in several
key ministerial positions including Finance. He is the uncle to Cecilia Kadzamira, who served as official hostess under
Dr Kamuzu Banda.
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President (Magolowondo, 2007:16; Stambuli, 2002). The existence of multiple principals is

identified as one of the causes of inefficiencies (Lawson & Kaluwa, 1996).

Due to external factors that affected performance of the economy as well as reduction in aid
inflow, losses from parastatals could no longer be covered by state subvention, government
then shifted the burden to banks which were under state control (Stambuli, 2002). However,
as the budget deficit grew the country could not do without aid as such Malawi had to seek
financial help from The IMF and World Bank. As a condition to receive aid, Malawi agreed
to introduce Structural Adjustment Programmes (SAP) which, among other things, involved
reforming parastatals to make them “more independent, market oriented, efficient and
competitive” (Stambuli, 2002:25).

As a result of SAP, 13 parastatals were privatised between 1980 and 1993 (Stambuli,
2002:28). However, in the early 1990’s donors withdrew from providing aid to Malawi in
order to pressurise the government to reform its political policies and introduce multiparty
democracy (Magolowondo, 2007:17; Stambuli, 2002). Parastatals once again relied on
domestic borrowing. Very little was achieved in terms of reforming corporate governance

framework of the remaining parastatals.

In 1994 a new government took over under the leadership of President Bakili Muluzi. In
order to attract foreign aid, the government continued with reforms of public sector which
had been initiated during Banda’s era. With the passing of the privatisation law by Parliament
called Privatisation Act, an institution was created called Privatisation Commission in 1996
with the “purpose of fostering efficiency in the economy, promoting competition and raising
revenue for the government” (Tambulasi & Kayuni, 2007:341). As a result, 40 parastatals
out of the 100 approved in 1997 were privatised by 1999 (World Bank, 2000:11). In addition,
more trade liberalisation policies were introduced which included government withdrawal
from the banking sector, thus freeing financial resources to be accessed by private sector
(Stambuli, 2002).

The government also established the Public Enterprise Reform and Monitoring Unit
(PERMU) in order “to carry out continuous scrutiny of the financial performance of public

enterprises and coordinate the reforms efforts” (Tambulasi & Kayuni, 2007:341). There were
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positive developments in the private sector regarding formulation and adoption of corporate
governance code. The first Code of Best Practice for Corporate Governance in Malawi was
launched in 2001 focussed mainly on private sector corporations (SOCAM, 2001). Despite
these positive developments, parastatals lagged in governance reform hence they continued
to perform dismally.

The era of Bakili Muluzi lasted for a decade from 1994 to 2004. By the time Muluzi was
leaving office; most donors had withdrawn their financial support amid allegations of fiscal
indiscipline and corruption in the public sector (Patel & Hajat, 2007:391). The new regime
that succeeded Muluzi was that of Dr Bingu Wa Mutharika who came to power under the
ticket of UDF. No major policy changes were experienced during this regime. The corporate
governance structure mirrored that of the first republic with the office of the President exerting
strong influence in the appointment and dismissal of the boards of directors. The corporate
governance structure was also characterised by multiple principals: ministries and

departments. Parliament’s role was limited to budget approval as well as briefing.

Privatisation that was introduced during Dr Bakili Muluzi after the passing of privatisation law
in 1996 (Tambulasi & Kayuni, 2007:341) continued to be pursued during the first term of
Mutharika’s reign. However, few parastatals were privatised. Parastatals continued to play
a major role in the economy. In 2008, the assets of ten commercial parastatals represented
20% of the GDP. On the other hand, their liabilities represented 13% of the GDP. The
performance of these SOEs has remained dismal as shown in figure 1.1 below. Corporate
governance guidelines which were launched in 2001 did not necessarily address specific
issues faced by SOEs (World Bank, 2007). This prompted the revision of Malawi Corporate
Governance Code I. The revision culminated into the launching of Malawi Code Il which is
The Code of Best Practice for Corporate Governance in Malawi. This was officially launched
on June 1, 2010 (loD, 2010). Another milestone in addressing corporate governance of
parastatals was the launching of sector guidelines for SOEs (loD, 2011). Despite these
efforts, the performance of SOEs has not improved significantly. Some SOEs continue to

post losses. Figure 1.1 below shows the performance of 10 leading SOEs.
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Profitability for 10 major SOEs in Malawi in US$million from 2001 -
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Figure 1.1. Performance of 10 leading SOEs
Source: Ministry of Finance and Economic Development, Public Sector Investment
Programme reports (2001-2013).

In figure 1.1. poor performance of the leading SOEs is attributed to poor corporate
governance framework or its application. While there has been limited scholarly work in
corporate governance of private sector companies in Malawi, literature on corporate
governance for SOEs in Malawi is virtually absent. The current study will fill that gap in

investigating the efficacy of corporate governance to the performance of SOEs in Malawi.

1.3. The Study Problem

Performance of State-owned Enterprises (SOESs) in Africa and indeed in Malawi has been
poor (World Bank, 2005). This has led to several reforms culminating into privatisation or
liquidation of these enterprises. Many reasons have been advanced for the dismal
performance of these organisations which include, but not limited to, political interference
and poor corporate governance systems. In Malawi, SOEs have performed poorly during the
past three political regimes. At the centre of this poor performance is a corporate governance
framework which, to a large extent, has been regarded as ineffective; characterised by weak
boards, lack of disclosure, multiple principals and objectives coupled with unclear ownership

policy and ‘absent fiat’ from the principals. SOEs continue to play an important role in Malawi
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but performance of these organisations cannot improve without incorporating good corporate
governance system. The study therefore investigates factors that impact on good corporate
governance, examines the influence of corporate governance on performance of SOEs in

Malawi and develops a strategic corporate governance framework for them.

1.4. Objectives of study

The purposes of this study are:

1.4.1. To identify factors that impact on corporate governance of SOEs in Malawi

1.4.2. To determine the effects of corporate governance on performance of SOEs in Malawi
1.4.3. To develop a strategic corporate governance framework that will enhance the
performance of SOEs in Malawi

1.5. Significance of the Study

While there has been an increased attention on performance of State-Owned Enterprises in
Africa which has led to various structural reforms at the behest of multilateral financial
institutions, there has been little emphasis on investigating the effect of corporate
governance on SOEs performance. Most of corporate governance studies on SOEs have
been conducted in the developed world, emerging economies and developing economies
(Daiser, Ysa & Schmitt, 2017). Despite the growing interest in SOE corporate governance
scholarship in developed and emerging economy countries, research in corporate
governance in SOEs is still in infant stage (Daiser, et al., 2017). This study was conducted
in Malawi, a least developed country (LDC) that has different social—cultural values from
those of the developed countries. More than 75% of the 46 countries categorised as least
developed countries are found in Africa (UN, 2021). Least developed countries also face
challenges of availability of data as such organisations in these countries can only be
effectively studied in their natural settings. This study is a pioneering work on the impact of
corporate governance on the performance of SOEs in Malawi. Research is therefore needed
to develop a strategic corporate governance framework that will enhance the performance
of SOEs in Malawi.

To measure the effectiveness of the strategic corporate governance framework, the
researcher compared corporate governance of the best performing SOEs with the worst

performers to identify contributing governance factors that have significant influence. The
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researcher then compared the model with the quality of adoption or application of corporate
governance by the best performing SOEs to measure effectiveness of the model if applied
in real world. Gap analysis was conducted between corporate governance factors of best
performers and factors in the model. The researcher has made recommendations on how
SOEs can further enhance their performance by adopting and applying the developed

strategic corporate governance framework.

To this effect the study will assist government policy makers to formulate policies that will
create an enabling environment for creation of value in these SOEs. The study will also
assist shareholders, boards and management of SOEs to implement suitable corporate
governance framework. The results of the research will also contribute to a growing body of
knowledge in the field of corporate governance and performance of SOEs particularly in least
developed countries.

1.6. Research Questions

1.6.1. What factors influence the effectiveness of corporate governance of SOEs in Malawi?
1.6.2. What has been the impact of corporate governance on the performance of State-
Owned Enterprises?

1.6.3. What corporate governance framework is most suitable to address SOEs

performance in Malawi?

1.7. Hypothesis
1.7.1. High religiosity cultures have a positive influence on company level corporate
governance systems.
1.7.2. Good corporate governance practices have a positive influence on SOE
performance.

1.8. Application of theory
This section provides concepts and the relationship of these concepts in the theory of
corporate governance. Figure 1.2. below shows a conceptual framework of SOE.
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Figure 1.2. Conceptual Framework of SOE
Source: Researcher’ own concept (2015)

1.8.1. In figure 1.2 the study investigates the impact of social and cultural values on
corporate governance; the influence of corporate governance on corporate performance
while controlling for company size, company age, industry and competition as control

variables.

1.8.2. The study through the above conceptual framework investigated the effect of social
and cultural values on the effectiveness of corporate governance system. Effectiveness is
measured by disclosure as well as adoption and compliance with corporate governance
codes by SOEs. The research investigates whether belief systems or “Moral Capital” have
an impact on corporate governance in Malawi. This could provide an explanation as to why
corporate governance practices may differ from country to country. Social and cultural issues
are receiving a considerable research attention regarding their contribution to business
ethics (Nadler, 2002). Kimber and Lipton (2005) observe that corporate governance is
receiving more influence from social and cultural factors than legal and regulatory framework.

Religion in particular is gaining a lot of interest in business research (Nadler, 2002).

1.8.3. The study examined the impact of corporate governance on SOEs performance.
Previous studies have commonly used stock market based performance measures and
accounting based performance measures (Bhagat & Bolton, 2008; Siddiqui, 2015; Mishra
& Kapil, 2018) This study used accounting ratios of Operating Profit (OP) and Return On
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Assets (ROA) because most of the companies in the sample are not listed. Operating profit
in this study denoted Earnings Before Interest and Tax (EBIT).

1.8.4. Performance (OP and ROA) of SOE is dependent on corporate governance
variables (Ownership + Board composition +Board characteristics + Board processes +

Board structures + Disclosure +Capital Structure).

1.8.5. Corporate performance may depend upon other factors apart from those identified
above. Consistent with other studies, this study controlled for size and age of the company
(Nguyen, Stuart & Krishna, 2014; Ameer, Ramli & Zakaria 2010). The study also controlled
for Industry of the SOE and competition, that is whether the SOE operates in a competitive

environment or in a monopoly.

1.9. Organisation of the study

This study is organized into 7 chapters as follows: chapter one serves as an introduction.
The chapter presents background to the study and problem statement. The chapter also
highlights the aims and objectives of the study and research questions. The chapter ends

with organisation of the study and summary of the chapter.

Chapter two discusses literature review. Theories behind the study are discussed. The

presentation is guided by a conceptual framework introduced in chapter 1.

Chapter three presents research design and methodology. The chapter provides the
philosophical background of the study; research methodology and its research design;
sampling and data collection techniques; data analysis techniques; reliability and validity of

the study; and finally, ethical consideration of the study.

Chapter four presents data that has been collected following a critical realism case study
method. Results from quantitative data are analysed and this is followed by qualitative data
analysis. The chapter ends with identification of emerged themes and generative

mechanisms.
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Chapter five analyses selected cases by applying structures and generative mechanisms
identified in chapter 4. Four cases are selected based on their performance using a

replication logic.

Chapter six discusses findings of the study by comparing with existing literature. The findings
from this study are linked to research objectives, research questions and hypothesis of the
study. The chapter discusses findings on factors that influence corporate governance;
findings on effects of corporate governance on performance of SOEs in Malawi context; and
finally, the chapter proposes a strategic corporate governance framework for Malawi SOEs.

Chapter seven presents summary of the study conclusion and recommendations. The
chapter covers summaries for each chapter of the study; conclusions based on key findings
of the study; recommendations to various stakeholders; and finally, outlines limitations of the

study and recommendations for areas of further study.

1.10.Summary of chapter

This chapter presented the background to the study, study problem, objectives and research
guestions. The chapter also presented significant of the study and conceptual framework.
Finally, an outline of the study was presented. Next is chapter 2 which focuses on theories

that form the basis of the study.
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CHAPTER 2: LITERATURE REVIEW

2.1. Introduction

This chapter discusses theories that form the background to the study of corporate
governance, particularly focussing on agency and stewardship theories. The contribution of
these theories to the current study is being examined. Special emphasis is being placed on
the effect of these theories on corporate governance variables in this study. The chapter is
structured as follows: Section 2.2 provides theoretical foundation of this study; Section 2.3
discusses social-cultural values and corporate governance; Section 2.4 discusses corporate
governance and corporate performance; Section 2.5 provides empirical evidence; and

Section 2.6 summarizes the chapter.

2.2. Theoretical Foundation of the Study
There are many theories that have made an impact on corporate governance. This section
reviews some of these theories in relation to their contribution to corporate governance. The

main theories reviewed included agency and stewardship.

2.2.1. Agency Theory

Agency theory is defined as a contractual relationship between the principal and the agent
(Perrow, 1986). The principal in this case is the employer or shareholder who has ownership
rights of the property and the agent is the employee or manager who is entrusted with the
responsibility of taking care of an enterprise on behalf of the principal (Donaldson & Dauvis,
1991). According to Perrow (1986:12), agency theory is based on three assumptions.
Firstly, “individuals tend to maximise their own interest.” Secondly, “social life is a series of
contracts that are governed by competitive self-interests” and lastly, “that monitoring of

contracts is costly and ineffective.”

Organisational theorists postulate that agency theory is based on McGregor’s motivational
theory, particularly X theory, which claims that individuals are self-regarding as such they
need to be controlled if they have to act in the interest of the principal (Tosi, Brownlee, Silva
& Katz, 2003:2054).

Agency theory finds its origin in Theory of the Firm by Jensen and Meckling (1976). In order

to understand agency theory, it is important to briefly discuss the Theory of the Firm.
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According to Jensen and Meckling (1976:8), organisations are considered as “legal fictions
which serve as a set of contracting relationship among individuals”. The contracting
individuals are the principals (owners) on one hand and the agents (managers/employees)
on the other hand. Where there is separation of ownership and control, individuals identified
above have divergent interests. In order to protect their interests, the principals incur agency
costs to monitor contracts entered with agents. Some of the agency costs that the principal
incurs in the contractual relationship include “monitoring expenditures by the principal;
bonding expenditures by the agent; and the residual loss” (Jensen & Meckling, 1976:6).
Agents place their own interests above those of shareholders (Florackis & Ozkan, 20009;
Fama & Jensen, 1983; Jensen & Meckling, 1976). Agents achieve this because information
in the organisation is incomplete, rendering ineffective monitoring of contracts between
principals and their agents (Asher, Mahoney & Mahoney, 2005; Williamson, 2000). If the
owners cannot effectively monitor the behaviour of agents, then agents may be involved in

investments which may not be in the interest of shareholders (owners).

2.2.1.1. Agency Theory and Ownership Structure

The separation of ownership and control has received considerable interest in corporate
governance scholarship. Agency theory posits that an appropriate ownership structure can
assist in reducing agency problems. Ownership structure in literature is generally
categorised into two: dispersed and concentrated ownership (Mishra & Kapil, 2017 Caixe &
Krauter, 2013; Mollah, Farooque & Karim, 2012; Bokpin & Arko, 2009; Lazarides, Drimpetas
& Dimitrios, 2009; Grosfeld, 2006; Coffee, 2001; Shleifer & Vishny, 1997). Ownership,
according to scholars, seems to have a direct effect on the behaviour of managers in their
conduct of business transactions (Ramaswamy, Li & Veliyath, 2002). In concentrated
ownership, where the principal (shareholder) holds a large interest in an organisation, some
authors posit agents are under considerable pressure to perform in the interest of their
principals, that is, maximizing shareholders value (Grosfeld, 2006; Ramaswamy et al.,
2002). In dispersed ownership, there is lack of motivation for individual owners to monitor
the behaviour of agents. Consequently, agency costs tend to increase (Edwards &
Weichenrieder, 2004; Jensen & Meckling, 1976). While concentrated ownership appears to
minimize agency costs due to perceived effective monitoring of agents, research on the
relationship between ownership concentration and company value has produced mixed

results rendering limited support for its universal application (Mishra and Kapil, 2017;
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Nguyen, Locke & Reddy, 2015; Lazarides et al., 2009). Contrary to expectation of agency
theory on ownership concentration, a study by Al-Saidi and Al-Shammari (2015) on Kuwait
listed companies did not find positive relationship between ownership concentration of large

shareholders and company value.

Ownership concentration is more complex when the issue of forms of structure is brought
into the picture. One of the forms of ownership structure is state or government ownership
which is also referred to as public ownership. State ownership is considered to be the most
inefficient form of ownership structure (Shleifer & Vishny, 1997). The reason for this is
because of the lack of direct principal-agent relationship in SOEs. State-Owned Enterprises
suffer from multiple principals and agents. While the taxpayers or the citizens of a country
are the actual owners of these enterprises in which they are domiciled, the power to manage
is delegated to politicians and bureaucrats who have their own interests to safeguard. In this
case, SOEs appear to have dispersed “absent owners” as well as poor agents who have
multiple objectives (Wong, 2004:8). Contrary to the expectation of agency theory that
government ownership increases agency costs; studies in some developing countries have
revealed a positive relationship between government ownership and company performance
(Rakhman, 2018; Al-Saidi & Al-Shammari, 2015; Nguyen et al., 2015). Agency theorists
postulate that dispersed ownership gives managers more control over the affairs of the
organisation, and since managers are considered as self-interested, they are assumed to
maximize their own utility (Xu & Wang, 1999:95). However, dispersed ownership is seen to
work in countries where “market for corporate control” provides an appropriate “disciplinary

mechanism” for managers (Coffee, 2001:20).

2.2.1.2. Agency Theory and Capital Structure

Capital structure in an organisation is closely related to ownership structure. Both concepts
deal with suppliers of finance to an organisation. However, the difference between the two
is that while ownership structure defines the property rights of the equity holders of an
organisation, capital structure on the other hand, has to do with the proportion of debt to
equity in an organisation. Agency theorists argue that capital structure decisions are made
in the interest of corporate managers (Pindado & De La Torre, 2011). When companies are
established, research has shown that shareholders are not able to come up with

comprehensive contracts that specify how future financing decisions should look like (Garvey
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& Hanka, 1999), implying that future financing decisions are made by the managers. If
capital decisions are made by managers, the fundamental question is in whose interest are
these decisions made? Managers as agents tend to avoid debt as a financing strategy even
though the use of debt may be beneficial to the corporation. One of the reasons is that the
use of debt limits corporate managers’ control over corporations (Garvey & Hanka, 1999;
Berger, Ofek and Yermack, 1997). Managers, who assume control of corporation due to
“absentee owners” as is the case in diffused ownership, may be uncomfortable to use debt
where its use will subject them to external control (Berger et al., 1997). Managers also avoid
debt because of fear of being forced out of the corporate positions in the event their company
is threatened with bankruptcy (Fosberg, 2004; Brigham & Gapenski, 1997). Contrary to
earlier assertions by agency theorists that corporations with entrenched managers tend to
have lower debt ratios (Berger et al., 1997; Friend & Lang, 1988), other studies have shown
that entrenched managers use more debt in their financing structure (John & Litov, 2010).

Agency theory therefore considered managers as self-regarding in decisions of capital
structures of their companies. The use of debt therefore is seen as deterrent to corporate
“moral hazards” which may result from lack of effective monitoring of corporate managers in

the discharge of their duties.

The use of debt does not in itself translate into improved performance. While the use of debt
may provide tax shield benefit to a company, the downside of it is that its use may lead to
bankruptcy. Brigham and Gapenski (1997:578) argue that “whenever expected return on
assets... [is lower than the] interest rate on debt” it becomes a risk for a corporation to use
debt.

2.2.1.3. Agency Theory and Board of Directors

Where there is a separation of ownership and control, the interests of principals and agents
do not converge. Agency theory argues that agents are concerned with their own interests
rather than the interests of principals (Pastoriza & Arifio, 2008; Donaldson & Davis, 1991)
To align shareholders’ interests and those of management, a structural mechanism is
recommended to be put in place that would ensure that there is separation of “decision
management and decision control” (Fama &Jensen, 1983:304). Such a structural

mechanism is called the Board of Directors. The Board’s role is to ratify and control the
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decisions of top management (Byrd & Hickman, 1992; Fama & Jensen, 1983) as well as to
perform an oversight function (Laux, 2009; Stout, 2003). The Board is perceived to be a
focal point in the corporate governance system with ultimate accountability for corporate

conformance and performance (King Report I, 2002).

To carry out their oversight role effectively, the board of directors should be independent
from management and as much as possible serve the interests of shareholders. Studies on
the Board of Directors have centred on board composition, structures, processes and
characteristics (Korac-Kakabadse, Kakabadse, & Kouzmin, 2001).

Agency theory recommends that the board should have be dominated by independent
outside directors. This independence should be prevalent in all its composition and
structures. Such board governance would lead to effective monitoring of agent’s decisions

which consequently will lead to increase shareholders value.

2.2.2. Stewardship Theory

The proponents of this theory posit that managers are not self-serving. This theory is based
on Y theory of McGregory motivational theory which states that employees are interested in
work and are self-controlled (Robbins, 1998:171). Viewed from a corporate governance
perspective, managers as stewards are considered to be “collectivists, pro-organisational
and trustworthy” (Chen, 2014:66; Tosi et al., 2003:2055). Stewards according to the theory,
“are intrinsically motivated to make decisions” in the interest of the company. By acting in
the best interest of the company, stewards end up achieving personal benefits such as
“growth and achievement” (Tosi et al., 2003:2055).

While agency theorists believe in the use of monitoring mechanism and incentive to align
the interests of agents to that of the principals(Fama & Jensen, 1983), stewardship theorists
suggest that there is an alignment of interest between principals interests and the agents
(Tosi et al., 2003:2056) such that the use of “control mechanism” as postulated by agency
theory is “counter-productive” because it undermines the pro-organisational behaviour of the
stewards (Chen, 2014; Davis, Schoorman & Donaldson, 1997).
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The assumption that stewards act in the best interest of their company, consequently, in the
best interest of shareholders, presupposes that the issue of share ownership structure is of
no effect. Whether shareholding is concentrated or dispersed would not result in any change
of managerial behaviour as management is intrinsically motivated to operate in the best
interest of shareholders.

According to agency theory, debt is used to constrain the behaviour of management in their
investment decisions because of restricted covenants in the debt agreements (Jensen &
Meckling, 1976). Conversely, stewardship theory believes that with the shift of control from
owners to professional managers and because of the trust that shareholders have over
management (Muth & Donaldson, 1998), capital structure decisions are taken by
management in the best interest of their corporations. The use of debt may therefore be
treated as irrelevant according Modigliani and Miller (1958) since it does not have effect on

shareholders’ value.

The proponents of stewardship theory have focused on board governance in their criticism
of agency theory as mechanism of control. In presenting an alternative theory to board
governance, proponents of stewardship theory have focused on board leadership: Chief
Executive Officer (CEO) duality, outside directors, board size and board independence as
they impact on corporate performance (Muth & Donaldson, 1998; Davis et al., 1997;
Donaldson & Davis, 1991; Tosi et al., 2003). CEO duality is where the chief executive officer
is both the head of company and the chairman of the board of directors. The stewardship
theory proposes that CEO duality, higher representation of executives or insiders in the
board, smaller boards, directors with longer tenure and boards with lower level of
independence lead to higher corporate performance (Kiel & Nicholson, 2003; Muth &
Donaldson, 1998).

Despite the limitations in stewardship theory, some studies have shown support for the
theory (Tosi et al., 2003). According to these studies, when agents pursue diversification
strategy, it is because they want to deal with performance problem and not because of the
desire for personal interests. Additionally, it has been observed that CEO duality and less

independent boards contributed to increased shareholders wealth (Tosi et al., 2003).
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However, some scholars have criticised the merits of stewardship theory on the grounds that
studies conducted by stewardship theorists used archival data. Such research, scholars
argue, “is unable to examine the phenomenon of interests’ (Tosi et al., 2003:2057).
According to Whittred (1993), the originators of stewardship theory failed to define dependent
variable especially performance variable and also confounding variables. He argues that
Donaldson and Davis do not explicitly state whether profit is after tax, extra-ordinaries and
minority interests or before tax and other elements. Leverage is also overlooked in the

calculation of return on equity.

Despite these shortcomings, stewardship theory seems to have had support especially in
the eastern countries. For example, in a study in Taiwan, Lin (2005) found that stewardship
theory was supported in CEO duality. Lee and O’neill (2003) found differences between
ownership structures and research and development between USA and Japan. In their
study, the American companies were largely influenced by agency theory while the Japanese
companies were influenced by stewardship theory. In another study conducted on Chinese
companies, Tian and Lau (2001) found that CEO duality had a positive effect on
performance. Another study which supported stewardship theory was conducted by Ahmadi,
Nakaa and Bouri (2018) on French CAC listed companies. The study found that CEO duality

is highly related with company performance.

While the contribution of stewardship theory to corporate governance is appreciated, this
study has used agency theory for analysis of corporate governance because most

governance codes have used agency perspective.

2.3. Socio-cultural Values and Corporate Governance

While the world has seen an increased interest in formulation and adoption of codes of
corporate governance that began with the launching of The Cadbury Report of 1992 (Cicon,
Ferris, Kammel and Noronha, 2012), for instance, codes like OECD Corporate Governance
Principles (OECD, 2015 & 2004) and King Report Il (South African Institute of Chartered
Accountants (SAICA), 2009), it has become apparent that effective application of these
codes in different countries cannot be achieved through the “cut and paste” approach.
Differences in governance structures are already emerging and it is becoming evident that

these differences are due to variations in socio-cultural factors across countries (Griffin et
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al., 2018; Li & Harrison, 2008). To understand socio-cultural values and their effect on
corporate governance, one need to have an understanding of what culture is. The study of
culture is an old, broad and complex subject which is not within the context of this study.
The complexity of cultural studies is attributed to different fields that have contributed to this
subject. Cultural research has for a long time been a dominant theme in the many human
sciences and social science fields including, but not limited to, Anthropology, Sociology,
Political Economics and Psychology (Maridal, 2013). Consequently, finding a common
acceptable definition of culture has been a challenge. However, it is important to have a
working definition in line with the current study. According to Hofstede (2011:3) culture is
defined as “the collective programming of the mind that distinguishes the members of one
group or category of people from others.” Guiso, Sapienza and Zingales (2006:23) “define
culture as those customary beliefs and values that ethnic, religious, and social groups
transmit fairly unchanged from generation to generation.”  Culture is also viewed as
“‘complex of meanings, symbols, and assumptions about what is good or bad, legitimate or
illegitimate that underlie the prevailing practices and norms in a society” (Licht, Goldschmidt
& Schwartz, 2005:233). Taking a broader view, culture has been defined “as values, beliefs,
norms, and behavioural patterns of a national group” (Leung, Bhagat, Buchan & Gibson,
2005:357). Consistent with the above definitions, culture in this study has been defined as
acceptable lived values, beliefs, and norms that determine individuals’ actions and
behaviours within their society. These values, beliefs and norms are transmitted from
generation to generation. The definitions above underscore the importance of culture in as
far as influencing behaviours of members of a particular society. According to Segun (2012)

culture is believed to influence behaviour in an environment.

There has been increased interest in study of culture in organisations with the landmark work
of cultural dimensions by Geert Hofstede of 1980 which has now been updated from four
dimensions to six cultural dimensions (Hofstede, 2011). Building on the works of Hofstede,
many studies in the developed world and the emerging economies have been undertaken to
find the impact of national culture on corporate governance. However, there is no record of
any research in the same area covering Malawi except for the work of Mbeta (2007:2) who
studied “the effect of national culture on management behavioural norms in Malawi”. While
the study by Mbeta centred on effect of national culture on organisation behaviour, it did not

cover corporate governance issues. This research therefore is aimed at filling this gap in the
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literature by examining the impact of national culture on corporate governance in Malawi

context. The next section reviews literature on culture and corporate governance.

2.3.1. Culture and Corporate Governance

The importance of corporate governance codes for the past two decades has been
heightened by corporate scandals which have rocked many corporations in different
countries. These scandals necessitated the need to change “regulatory structure”
(Zalewska, 2014:1). However, there are variations both in corporate governance structures
as well as in the effectiveness of the corporate governance codes in various regions and
countries of the world. Some studies have attributed these variations to differences in socio-
cultural values (Griffin et al., 2018; Duong, Kang, & Salter, 2015; Li & Harrison, 2008). The
importance of culture and corporate governance in Malawi cannot be over emphasized. If
culture is the way of life (Nadler, 2002), then Malawian corporate culture is characterised by
unethical corporate behaviour. Malawi has been experiencing corporate scandals involving
the plunder of public resources with impunity for the past two decades. The financial
scandals that have rocked the nation now called “Cashgate scandal” have resulted in loss of
trust in the whole corporate system in Malawi. Cashgate scandal in Malawi which involves
“looting, theft and corruption” came into public eye during the reign of President Joyce Banda
between 2012 and 2014. During her short reign, more than MK20 billion was looted within
a period of six months from state coffers (Matonga, 2014). Not long after the public was still
trying to come to terms with the public plunder of MK20 billion did it become clear that this
unethical behaviour has become a way of life as another scandal started to roll in the media.
This is another Cashgate scandal which involved more than MK577 billion looted from
government coffers between 2009 and 2014 (Chimjeka, 2015). It appears that Cashgate
scandals are a way of life in public and private sector in Malawi. There are reports that
Cashgate types of financial scandals were prevalent during the first democratically elected
government of Bakili Muluzi which was ushered into office in 1994 (Lwanda & Chanika,
2017). The cases of financial scandals cited above have overshadowed the African culture
of Ubuntu known for its values of caring and honesty (Khomba & Vermaak, 2012).

Reflecting on the “Cashgate scandals” cited above, one would wonder as to what relationship
these scandals have with culture and Corporate governance. Culture sanctions behaviour

of individuals in a particular society. It shapes peoples’ values and behaviours. It is linked
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to society’s ethical principles (Nadler, 2002). Boytsun, Deloof and Matthyssens (2011:56)
argue that societies that uphold high ethical principles “may refuse to cooperate” with any
member of their community who does not live by such standards. Few studies have been
conducted in least developed countries that link culture and corporate governance. In
Malawi a few studies that have been conducted have not necessarily addressed the impact
of culture on corporate governance. For instance, in his research on national culture on
Management Behavioural Norms in Malawi, Mbeta (2007) used Hofstede and Hofstede’s
(2005), and Cooke and Lafferty’s (1989) instruments for collecting data from indigenous
managers in Lilongwe and Blantyre. The study found a limited link between national culture
and management behaviour norms. However, since the study was purely quantitative as a
result it was not able to provide reasons for the particular study results. The study had a
limited sample and did not look at cultural diversities of Malawi. Lastly, Mbeta did not address
corporate governance issues which this present study intends to focus on.

In another study, Khomba and Vermaak (2012) established that the African Ubuntu
philosophy resonates with the inclusive stakeholders’ approach of corporate governance
framework. The research did not go into details to explain the effect of culture on corporate
governance. However, it has brought in a new dimension of Ubuntu in explaining human
relationship in Africa. The current study relied on cultural dimension by Hofstede which has
been used widely and accepted across the world (Nadler, 2002; Franke & Nadler, 2008;
Chan & Cheung, 2012; Matoussi & Jardak, 2012). However, Mbeta (2007) observed that
few African countries were included in Hofstede’s studies. Malawi was not included in the
initial studies even though some data has now been obtained from private studies (Hofstede
n.d.). This section therefore reviews cultural dimensions according to Hofstede (2011) and

how these dimensions impact on the effectiveness of corporate governance systems.

2.3.1.1. Power Distance

Hofstede (2011:9) defines Power Distance “as the extent to which the less powerful
members of institutions and organisations within a country expect and accept that power is
distributed unequally.” In large power distance societies, subordinates are expected to obey
orders (Franke & Nadler, 2008). These societies are also characterised by autocratic
governments. Such societies are characterised by high levels of corruption and a culture of

secrecy (Hofstede, 2011). Subordinates in large power distance cultures also accept that
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“superiors are entitled to special privileges” (Nadler, 2002:27). Consequently, these large
power distance cultures are characterised by large differences in salaries as a matter of
status. Large power distance cultures “prefer strong authority and steep hierarchies”
because this helps to preserve peace and social order (Li & Harrison, 2008:612). On the
contrary, people in low distance societies question their superiors and want to be consulted
by superiors for any decision that affects them (Franke & Nadler, 2008). Power in these low
distance cultures are used legitimately. As opposed to high power distance societies, low
power distances cultures are also characterised by low levels of corruption (Akbar & Vujic,
2014; Hofstede, 2011).

Studies on power distance and corporate governance have revealed that large power
distance societies prefer consolidated leadership structure or CEO duality as a leadership
structure (Li & Harrison, 2008). Low power distance cultures on the other hand are seen to
be more accountable societies (Velayutham & Perera, 2004). Low power distance societies
are also associated with good corporate governance practices (Griffin et al., 2018).
Consistent with these findings, Daniel, Cieslewicz, and Pourjalali (2012) revealed that large
power distance is negatively associated with good governance practices. Large power
distance cultures are less transparent and very secretive in terms of disclosures (Qu &
Leung, 2006).

Malawi is characterised by large power distance with a Power Distance Index (PDI) score of
70. Societies with high PDI are regarded as hierarchical societies (Hofstede, n.d.). Such
societies have consolidated leadership (Li & Harrison, 2008) and are less accountable than
low power distance culture (Velayutham & Perera, 2004) and are prone to corruption due to
consolidation of power at the top. The study investigated whether PDI score has any effect

on effectiveness on corporate governance system in Malawi.

2.3.1.2. Individualism

This dimension describes “the degree to which people in a society are integrated into groups”
(Hofstede, 2011:11). In individualist societies, people are less integrated as opposed to
collectivist societies. They tend to care for themselves and their immediate family members.
However, in collectivist societies, there is more group cohesiveness and people are loyal to

the group or society. Violation of society norms leads to guilt feelings in high individualist
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societies while in collective societies, violations of norms leads to a feeling of shame
(Hofstede, 2011). Chan and Cheung (2012) observe that people in high individualist societies

think for themselves, act independently and are responsible for their actions.

Past research on individualism and corporate governance has revealed that high individualist
societies prefer CEO duality in terms of leadership structure while collective societies on the
other hand, tend to favour “more inclusive board” (Li & Harrison, 2008:613). High
individualist cultures also exhibit good corporate governance practices measured by high
corporate governance score (Griffin et al., 2018; Chan & Cheung, 2012). High individualist
cultures are also perceived to be more accountable (Velayutham & Perera, 2004). These
societies also exhibit low levels of corruption (Akbar & Vuiji¢, 2014). On capital structure, high
individualist societies tend to use more debt in their capital structure (Fauver & McDonald,
2015). On quality of financial reporting, individualist cultures were also found to mitigate
earnings management (Licht, 2014; Callen, Morel & Richardson, 2011; Desender, Castro &
De Leon, 2011). Earnings management is defined as” the act of obfuscating financial reports
made to external stakeholders” (Desender, et al., 2011:642). Matoussi and Jardak (2012)
argue that individualist cultures provide more protection to investors. These societies
promote the rule of law as a result this also creates an enabling environment for the
development of financial markets. Individualist societies as opposed to collectivist societies
promote voluntary internal control disclosures. Managers in these societies are concerned
about their reputation and careers. Shareholders on the other hand, tend to demand more
information in order to monitor the behaviour of the managers (Hooghiemstra, Hermes &
Emanuels, 2015).

Based of cultural dimension of Hofstede, Malawi is considered as a collectivist society with
a low score of 30 on the Individualism index (Hofestede, n.d.). The study examined the effect

of this cultural disposition on the effectiveness of corporate governance system in Malawi.

2.3.1.3. Masculinity

Masculine dimension refers to the degree to which people are “driven by competition,
achievement and success” (Hofstede, n.d.). This is opposed to feminine dimension which
defines the degree to which members in society exhibit values of caring for one another.

Masculine cultures tend to strive for “wealth, success, ambition, material things, and
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achievement” (Hofstede, 2011:12). Nadler (2002) observes that feminine cultures tend to
care more for human relationship than striving for achievement and success. Studies on
culture and corporate governance reveal that high masculinity cultures tend to prefer
consolidated leadership (Li & Harrison, 2008). Low masculinity cultures on the other hand,
exhibit good corporate governance practices (Chan & Cheung, 2012). Contrary to previous
studies on ethical sensitivity, Nadler (2002) study did not find any support that high masculine

cultures are less ethical. These findings are supported by Franke and Nadler (2008).

Hofestede (n.d.) score places Malawi in the category of feminine societies at a score of 40.
The study investigated the effect of this cultural disposition on the effectiveness of corporate

governance in Malawi.

2.3.1.4. Uncertainty Avoidance
Uncertainty Avoidance is defined as “the extent to which the members of a culture feel

threatened by ambiguous or unknown situations...”. “Ambiguity brings anxiety with it, and
different cultures have learnt to deal with this anxiety in different ways” (Hofstede, n.d.). High
uncertainty avoidance cultures are associated with reliance on clear set rules and
procedures meant to reduce discomfort (Li & Harrison, 2008). People in high uncertainty
avoidance cultures tend to avoid changing the existing management system. Managers of
high uncertainty avoidance cultures tend to be intolerance of person challenging the status
quo or those bringing new ideas (Hofstede, 2011). However, those in low uncertainty
avoidance cultures are comfortable with change (Chan & Cheung, 2012). High uncertainty
avoidance is also related to increase in secrecy to the extent that individuals operating in
these cultures are not prepared to disclose material information to stakeholders (Qu & Leung,
2006). High uncertainty avoidance cultures avoid disclosure due to fear of competition and
litigation arising from incorrect information. In relation to risk, Hooghiemstra et al. (2015)
observe that high uncertainty avoidant culture is also related to risk averse behaviours. As a
consequence of high levels of secrecy in uncertainty avoidance cultures, disclosure is at low
levels and this may create a favourable environment for incidents of corruption. Secretive
culture in uncertainty avoidance cultures is also promoted by the behaviour of subordinates
in such societies who perceive that power belongs to the authorities. Licht et al. (2005) posit
that tolerance of power of authorities by subordinates arises from the assumption that

authorities are better guardians of the society.
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Past studies on culture and corporate governance reveal a negative relationship between
uncertainty avoidance and corporate governance practices (Griffin et al., 2018; Chan &
Cheung, 2012). Corporate governance practices here refer to a set of guidelines and not
formal rules. Chang, Wee and Yi (2012) argue that people in high uncertainty avoidance
cultures do rely on formal rules, regulations, and controls to avoid ambiguous circumstances.
Li and Harrison (2008:613) posit that high uncertainty avoidance is related to separated
leadership. This is due to the fact that people are more sensitive to risks and as a result they
require more information to “reduce the uncertainty.” A study by Velayutham and Perera
(2004) found that low uncertainty avoidance cultures are more accountable than those with
high uncertainty avoidance. Studies on capital structure found that companies located in
high uncertainty avoidant cultures tend to use less long term debt rather they use more short
term debt (Fauver and McDonald, 2015; Frijns, Gilbert, Lehnert & Tourani-Rad, 2013; Chang
et al, 2012). These studies further observe that the preference of short-term debt is actually
from the lenders rather than the borrower. The lender is comfortable in short term debt for
ease of close monitoring in a short horizon than that of a long-term debt (Chang et al., 2012).
The borrower on the other hand is more comfortable with long-term debt.

Malawian society is considered neither high nor low uncertainty avoidance culture based on
the UAI score of 50 (Hofstede, n.d.). The current study investigates whether the UAI score
has any effect on the effectiveness of corporate governance in Malawi.

2.3.1.5. Long Term Orientation

This dimension refers to the degree to which people in the society link their past to formulate
strategies to deal with the present and future challenges. Societies with a low score on this
dimension do not like change; they prefer to maintain the status quo (Hofstede, n.d.). Those
with a culture which scores high on this dimension, on the other hand, have a future
orientation. They believe in hard work both in academic life as well as in business to better
prepare for the future (Hofstede, 2011). Long-Term dimension was not in the original work
of Hofstede in his IBM study. However, it was incorporated as fifth dimension from the work
of Michael Harris Bond who used questionnaires by Chinese scholars on 23 countries. Bond
called his work Confucian Work Dynamism. Hofstede later renamed Bond’s work as Long

Term versus Short Term Orientations (Hofstede, 2011). Since this cultural dimension has
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not been used widely (Franke & Nadler, 2008), this current study did not use it as a cultural
construct. Among the culture proxies used for studies in Malawian cultural study, there are

no scores (Hofstede, n.d.)

2.3.1.6. Indulgence

In indulgence is the sixth cultural dimension which was included in 2010 after the work of
Minkov which he called Indulgence and Restraint (Hofstede, 2011:15). Indulgence is defined
as the “extent to which people try to control their desires and impulses, based on the way
they were raised.” (Hofstede, n.d.). Though indulgence cultural construct is available in more
than 90 countries, this present study did not include the sixth dimension as a national cultural

construct since official scores for Malawi are not yet available (Hofstede, n.d.).

The literature reviewed above has revealed the importance of culture in the organisational
research and indeed in the emerging field of corporate governance. The current study used
the first four dimensions of culture according to Hofstede which are Power Distance,

Individualism/Collectivism, Masculine/Feminine, and Uncertainty Avoidance.

While cultural influence may be a driving force in behavioural studies, Nalder (2002)
observes that religious beliefs and ethical sensitivity play an important role in shaping human
behaviour. Nadler (2002) further notes that there is a strong link between religious beliefs

and national culture.

2.3.2. Religiosity and Corporate Governance

Religion as a construct has been studied widely but as observed by Nadler (2002), its effect
on human behaviour is yet to be conclusively established. The influence of religion on
individual’'s behaviour is as a result of one’s desire to comply with the social norms of a
particular group (Kim & Daniel, 2016). Compliance comes as a result of fear of being
ostracised by the society or the group to which an individual is affiliated (Rashid & Ibrahim,
2008). Religion defines values and culture of individuals in a particular community (Nadler,
2002:24). Johnstone (cited by Lung & Chai, 2010:226) defines religion as “a system of
beliefs and practices on how people responds and interprets what they feel is supernatural
and sacred.” Baxamusa and Jalal (2014:114) observe that “religion consists of beliefs,

values and behaviour.” In relation to culture, religion is considered to be one of the most
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important proxies of culture (Stulz & Williamson, 2003). Elzein (2013) defines religion “as a
social institution of beliefs and practices of sacred things.” Studies on religion have focussed

on measuring an individual’s commitment to his/her religious beliefs.

While religion has been defined as a set of beliefs and values, religiosity on the other hand
is defined as an individual’s “commitment to follow principles set by God” (Vitell, 2009:156).
According to Lung and Chai (2010:226), religiosity defines the degree of one’s commitment
to the religion and teachings that one professes. This commitment is reflected by the
individual's attitudes and behaviours. There are several measurements that have been
developed to measure religiosity. One of such measurements was developed by Allport
(1950) which he called intrinsic and extrinsic religiosities. Intrinsic religiosity is defined as
“religion as meaning-endowing framework in terms of which all life is understood.” Extrinsic
religiosity on the other hand refers to “the religion of comfort and social convention, a self-
serving, instrumental approach shaped to serve oneself” (as cited by Lung & Chai,
2010:226). According to Vitell (2009:157), a person who is “intrinsically motivated lives his
religion” while the one who is “extrinsically motivated uses his religion”. Boytsun, et al.
(2011:48) measured religiosity as a number of religious organisations per one million people
in a particular country. The other measurement of religiosity which has been used widely
though not universally accepted is Religious Commitment Inventory (RCI — 10) scale which
was developed by Worthington, Wade, Hight, Ripley, McCullough, Berry, Schmitt, Berry,
Bursley and O’Conner (2003). This measurement has two dimensions: interpersonal and
intrapersonal religious commitments. Intrapersonal dimension refers to one’s religious
beliefs while interpersonal dimension refers to the focus on “the level of activity in organized
religious organisation” (Lung & Chai, 2010:228). Some studies have also used Universal
Religious Personality Inventory (URPI) and Religious Personality Inventory to measure

religiosity (Hage & Posner, 2015)

There is been a growing interest to study religiosity and its effect on human behaviour. Most
of these studies have been carried bout in developed countries and emerging economies.
However, the current study has reviewed literature on religion and religiosity and corporate
governance. Studies on religiosity and corporate governance practices have been influenced
by Agency Theory. Research conducted by Stulz and Williamson (2003) found that more

religious societies offer stronger protection to creditors. However, there was variation in the
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degree of protection of creditors’ rights. Protestant communities were found to offer more
protection to creditors’ rights than catholic communities. While the research discussed other
religions, it was more focussed on Christian religion. Using the religiosity dimensions as
defined by Allport, Lung and Chai (2010) found that “intrapersonal religiosity was positively
correlated with business ethics.” This is because highly religious people are expected to be
more ethical in their behaviour which is defined by their beliefs. These findings are consistent
with the findings of Donahue (1985). Rashid and Ibrahim (2008) argued in their study that
high religiosity does not in itself translate to high ethical values. This is due to other cultural
variables. On investment and financial decisions, Hilary and Hui (2009) found that a high
degree of religiosity lowers the level of risk exposure. The study also found that religiosity
had an effect on CEO choice of companies to work for when switching jobs. Kim and Daniel
(2016) conducted a study on religion and corporate governance involving 32 countries from
2006-2010. The study compared major religious denominations of the countries which were
reported in GMI ratings. The study revealed that protestants have more positive influence
on corporate governance than Catholics. Higher proportion of protestants is associated with
better corporate governance practices. There was better board accountability in high
protestants communities than in catholic communities. Authors observed that while agency-
principal conflict is associated with agency problem in developed markets, this conflict was
also prevalent in emerging markets. Developed markets were also associated with
protestant religion and formal institutions. In emerging markets, the prevalence of informal
institutions has resulted into weak corporate governance practices. These markets are also

characterised by lack of regulatory environment and enforcement of laws where laws exist.

Where there is lack of formal institutions, Boytsun et al. (2011) propose that informal
constraints such religion can work as alternative mechanism to improve corporate
governance practices. This proposal is consistent with findings of Du (2013) in his study on
Chinese companies who posits that religion can be used to mitigate owner —manager agent
costs. It is worth noting that religion in China is predominantly Buddhism, as such the
measurements that have been used in studies in the west could not apply in the Chinese

study.

On financial reporting, a study by Dyreng, Mayew and Williams (2012) found that high

religiosity is associated with low incidence of financial restatements and low risk of financial
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misrepresentation. Their findings were irrespective of denomination. An interesting finding
made by Callen et al. (2011) was that religiosity is not associated with earnings management.

They observed that religious adherents do not manipulate earnings management.

Studies conducted on religion and capital structure have revealed that companies that are
located in protestant dominated societies tend to use more debt than those in Catholic

societies (Baxamusa & Jalal, 2014).

While some studies have shown a positive relationship between religiosity and ethical
behaviour (Grullon, Kanatas & Weston, 2009; Hilary & Hui, 2009; Lung & Chai, 2010;
Boytsun et al, 2011; Dyreng et al., 2012; Kim & Daniel,2016), other studies have not found
any relationship between religiosity and ethical behaviour (Callen et al., 2011). Studies on
religiosity and caring have not produced promising results. Arli and Lasmono, (2015) found
that religiosity does not influence the attitude of people in helping others. One of the
challenges with religiosity studies and organisational behaviour is due to different
measurement used to measure religiosity as cited earlier, as well as the diversity of religions
that informed different studies. Research on religiosity and corporate governance is still in
its infancy. Much of the studies have been conducted in developed and emerging

economies.

Studies on religiosity in Malawi and in Africa have focused mainly on population studies
(Yeatman & Trinitapoli, 2008), health related issues (Adams & Trinitapoli, 2009) and cultural
issues (Chism, 2013; Mphande, 2011; Lwanda, 2008; Mphande, 1996). Mbeta (2007)
observed that Malawian culture is influenced, among other factors, by religious beliefs.
Malawi is considered as one of the most religious countries with over 90% of population
having religious affiliation (Most Religious Countries in the World, n.d.). This current study
investigates the effect of religiosity on corporate governance. The study used RCI-10 scale

of religiosity developed by Worthington et al. (2003).

2.4. Corporate Governance and Corporate Performance

This section reviews corporate governance variables and enterprise performance.
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2.4.1. Ownership Structure

Ownership structure is one of the most important internal governance mechanisms beside
board structure (Munisi, Hermes & Randgy 2014; Hu, Tam & Tan, 2010). It defines the way
owners of a company exercise their property rights. The claim exercised by the corporate
owners is relative to the degree of their ownership in the company (Jensen & Meckling,
1976). Following the seminal work of “The Modern Corporation and Private Property”
published by Berle and Means in 1932 (as cited by Bratton, 2001; Williams, 2011), the issue
of agency costs resulting from “separation of ownership and control” in corporations has
received considerable attention. The authors noted that as corporations grew in size, there
was need for specialised skilled managers who would have control over the enterprise
without exacting residual claim. The growth of securities markets resulted into diffused
owners who did not have control over their companies. This has brought in the enduring
debate of conflict of interest between agents and principals (Sonza & Kloeckner, 2014). The
rise of large corporations and the resultant loss of control by share owners over their
shareholding due to diffused ownership structure led to debates by scholars over issues of
ownership structure and its influence on corporate performance (Williams, 2011; Delios, Wu
& Zhou, 2006). Berle and Means advocated regulation of markets to limit the managerial

control over dispersed shareholders (as cited by Bratton, 2001).

Literature on corporate ownership has focussed on ownership structure and performance.
However, of late the issue of ownership identity and performance has become an area of
research interest (Hovey & Naughton, 2007; Delios et al., 2006). Studies on ownership
structures have categorised this governance element into dispersed and concentrated
ownership (Mollah et al., 2012, Bokpin & Arko, 2009; Lazarides et al., 2009; Grosfeld, 2006;
Coffee, 2001; Shleifer & Vishny, 1997).

Dispersed ownership is a share ownership arrangement where shareholding in a corporation
is held by a large number of small owners. As observed by Berle and Means (as cited by
Bratton, 2001), the dispersed ownership structure gave power to managers to control the
corporation without residual claims. With the rise of power of corporate management,
agency theorists noted that these managers departed from shareholders goal of profit

maximisation. Managers started to pursue their own interests (Jensen & Meckling, 1976)
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giving rise to conflict of interest between managers and owners. To reduce this divergence
in interests between agents and principals, several mechanisms have been proposed
including concentrated ownership structure. According to Nguyen et al. (2015) ownership
concentration is considered as an internal governance structure aimed at reducing agency

costs that rise from separation of ownership and control.

Concentrated ownership structure is a shareholding pattern where a few individuals control
the majority of shareholding in a corporation. In some counties, concentrated ownership is
when the largest shareholder has 5% or more of the shareholding of the company (Rapp &
Trinchera, 2011). Concentrated ownership is believed to provide both motivation and ability
of shareholders to control managerial opportunism thereby reducing agency problems (Gaur,
Bathula & Singh, 2015).

A survey of literature across the globe reveals not one structure is preferred or common in
all countries. In common law countries such as United Kingdom and Ireland, ownership
structure is more dispersed while the rest of European countries who are predominantly civil
law countries are found to be highly concentrated (Rapp & Trinchera, 2011; De-Foronda,
lturriaga & Mariscal, 2007). The securities markets in United States of America (USA) are
also highly diffused just like in the United Kingdom (UK) which have the same legal
framework (Nguyen et al., 2015; Aguilera & Williams, 2009). Studies have found that most
Eastern Asian countries reveal high concentrated ownership structures (van Essen, van
Oosterhout & Carney, 2012). A study on Singapore and Vietnam by Nguyen et al. (2015)
revealed a highly concentrated structure. Xu and Wang (1999) found that Chinese public
listed companies are highly concentrated. Highly concentrated ownership structures are
also common in Malaysia (Ramli, 2010). In Latin America, studies have found that ownership
structures are also highly concentrated. For example, Rogers, Dami, Ribeiro and Sousa
(2007) noted that Brazil had a highly concentrated ownership structure. Similarly, Mexico
markets are also characterised by high concentrated ownership structure (Reyna, Vazquez
& Valdés, 2012).

From the studies reviewed, concentrated ownership structure is seen as the most favoured
structure. The popularity of concentrated structure among agency theorists comes against

the background of managerial opportunism and self-regarding behaviour due to lack of
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control by diffused shareholders. A concentrated ownership structure is regarded as a
mechanism to control and discipline free—rider managers. Past studies on relationship
between corporate ownership structure and corporate performance have revealed mixed
results. While some studies have revealed that ownership structure exerts influence on
performance (Gaur et al., 2015; Nguyen et al, 2015; Meca & Ballesta, 2011; Zeitun & Tian,
2007), other studies have found no significant relationship between ownership structure and
performance. In a study on Brazilian Market, Rogers, et al. (2007) did not find any
relationship between ownership structure and financial performance. Demsetz and
Villalonga (2001:230) argue that ownership structure does not influence corporate
performance regardless of whether the structure is concentrated or dispersed. These
authors further observed that ownership structure is endogenous. Markets for corporate

control, they noted, have an impact on ownership structure.

If ownership structure has an impact on performance, which structure produces optimal
results? As observed in the above reviewed studies, the most common ownership structure
in the world is concentrated structure. However, in common law countries like UK and USA,
dispersed or diffused structure is common (Ballesta & Meca, 2007; Kaserer & Moldenhauer,
2007). It is also noted that a dispersed structure produces optimum results where markets
for corporate control are efficient. These markets serve as external mechanisms to discipline
and control managers behaviour in the absence of control interests from shareholders.
Where markets are inefficient, like in most developing and emerging economies, studies
have advocated a concentrated ownership structure as an internal governance mechanism
to control managers. A study conducted by Munisi, et, al. (2014) on Sub-Saharan African
markets revealed that ownership concentration is an important internal mechanism in the
absence of efficient market. Since concentrated ownership structure is common in many
countries, does it produce optimal results to shareholders? This is an important question

which needs to be considered.

A review of literature on the relationship of ownership concentration and company
performance revealed mixed results. Ma, Naughton and Tian (2010) in their study of
Chinese listed companies found that ownership concentration has high impact on company
performance. When non-tradable concentrated ownership was compared to tradable

concentrated ownership, the latter had a more significant impact on performance than the
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former. Similar results were obtained by Shao (2019) who posits that ownership

concentration is positively related to company performance though not significant.

A study on Indian companies by Singal and Singal (2011) revealed a positive relationship
between ownership concentration and company value. However, the study did not find any
relationship between concentration type and performance. Hu and Izumida (2008) found that
ownership concentration had influence on company value in a U-shape for manufacturing
companies in Japan. The U-shaped relationship indicates two characteristics of
concentrated ownership: that of expropriation effect resulting in depressed value, and
monitoring effect resulting in high corporate value. In a study on non-publicly listed
companies in Central and Eastern Europe, Balsmeier and Czarnitzki (2015) found an
inverted U-shape relationship between concentration and performance. Authors noted that
there was an increase in performance as ownership increased but up to 55% where it started
declining signifying an expropriation effect. These findings are shared by Meca and Ballesta
(2011) in their study on Spanish capital market where they found that concentrated
ownership increases performance but up to 60% thereafter value decreases due to
expropriation of minority interests. The finding of this study is contrary to earlier results
obtained by Vera and Ugedo (2007) in the same market.

Other studies have found either positive or negative relationship between concentrated
ownership and company value. Perrini, Rossi and Rovetta (2008) found that concentrated
ownership of the five largest shareholders has a significant positive impact on performance
of Italian companies. Similar results were observed by Thomsen and Pedersen (2000) in
their study on European largest companies. The study on New Zealand companies by Gaur
et al. (2015) had also similar results. However, Boubraki, Bozec, Laurin, and Rousseau
(2011) in their study on Canadian companies incorporated in Quebec found that high
concentration produces a negative effect on shareholders’ value which is consistent with
expropriation effect. These findings from the Canadian study are similar with results obtained
elsewhere. For instance, Turki and Sedrine (2012) in Tunisia; and Mollah et al. (2012) in
Botswana revealed that concentrated ownership negatively affects shareholders value. In a
study on Kuwait listed non-financial companies, Al-Saidi and Al-Shammari (2015) found no

significant relationship between ownership concentration and financial performance.
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Contrary to the findings in the above cited studies, the relationship between ownership and
performance is not common to all countries. Other studies have not found any significant
relationship between ownership concentration and performance. For instance, studies on
Spanish companies by Vera and Ugedo (2007); Al-Saidi and Al-Shammari (2015) on Kuwait
non-financial listed companies; Rogers et al. (2007) on Brazilian companies, and Lazarides
et al. (2009) on Greek companies found no significant relationship between ownership
concentration and company performance. These results reveal that ownership structure
cannot be treated on “one size fits all” approach. As noted by De-Foronda et al. (2007:1140)
impact of ownership structure on performance depends, inter alia, “on the legal and

institutional settings”.

While many studies on ownership structure have focussed on dispersed and concentrated
structures, there is now great interest in the study of ownership identities and their impact on
performance. Literature has placed these ownership identities in different categories. Delios
et al. (2006) used three major categories: government owners, marketised corporation and
private owners. This grouping is consistence with studies carried out in China on ownership
concentration. Thomsen and Pedersen (2000) placed large shareowners in several
categories which include family, bank, institutional investor, government, and other
companies. Identity or ownership types are playing an important role in governance
practices of companies as well as influencing performance of such companies. In the study
of companies’ ownership concentration, research has identified ownership type as a major
contributing factor to shareholders value. Munisi et al. (2014) observed that while it is
important to study ownership structure as a mechanism to control agency problems, such
study should also focus on ownership types. Li, Lu, Mittoo & Zhang (2015) in their study of
Chinese companies also noted that ownership types or identifies play an important role in
contributing to board effectiveness. While a growing number of studies have focussed on
the important role played by ownership types in company performance, not all of these
studies agree on which ownership type is more effective. Different ownership types have
different influences on company performance. A study by Choi, Park and Hong (2012)
revealed that institutional and foreign ownership types play an important role in technology
innovation performance of Korean companies. Wu (2011) found that highly concentrated

state ownership destroys shareholders value of Taiwanese companies. This finding is
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supported by Zeitun and Tian (2007) on Jordanian companies; Mollah et al. (2012) on

Botswana listed companies; and Hovey and Naughton (2007) on Chinese SOEs.

Contrary to the above findings, other studies have found that the presence of government
ownership increases monitoring mechanism and performance of companies (Ghazali, 2010;
Phung & Mishra, 2016). According to Munisi et al. (2014) some level of government
ownership may be beneficial in emerging economies. De-Foronda et al. (2007:1130) argue
that effectiveness of ownership structure as a control mechanism depends on the “legal and
institutional setting” of a particular country. In a study on Indonesian SOE companies,
Rakhman (2018) observed that some patrtially privatised companies performed better than
private firms. The improved performance in these partially privatised companies is attributed

to improved monitoring mechanism and reduction in levels political interference.

The influence of ownership structure on poor performance of SOEs cannot be over
emphasised. Past studies on ownership structure of SOEs have largely focused on
comparing performance of private and public sector companies to justify reasons for
privatisation (Anidi, 2005; Shleifer, 1998; Nellis, 1994; Shirley, 1989); state ownership and
political interference (Chang & Wong, 2004); state ownership, private participation and
performance implications (Nellis, 2007). Recent studies on ownership structure have
focussed on reforms of SOEs legal form as a strategy to improve performance of these
organisations while under state ownership (World Bank, 2014a; Hovey & Naughton, 2007;
Delios et al., 2006; Robinett, 2006). What is evident in these studies is that ownership
structure matters in SOEs reform. Poor performance of SOEs has been attributed, partly, to
ownership effects (Smith &Trebilcock, 2001). Notwithstanding the dismal performance of
SOEs across the globe, these organisations are still common and play a major role in
developing and emerging economies (World Bank, 2014a; Pargendler, 2011). After decades
of unsuccessful attempts to reform SOEs, the focus has now changed to reform SOEs while
maintaining public ownership (Vagliasindi, 2008). To reform ownership structure of SOEs,
recent studies as cited above have advocated change of legal forms.

2.4.1.1. Legal form and SOEs Performance
The legal form of SOE defines its legal status and can be found in laws and regulation of

how the state exercises its ownership rights within the SOEs (World Bank, 2014a). Under
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pressure from the developmental partners as well as from funding agencies to reform poor
performing SOEs, many countries in the 1980s and 1990s embarked on reform processes
which included ownership restructuring (Robinett, 2006). Part of this restructuring involved

restructuring legal form.

The change of legal form of SOEs, it was envisaged, would lead to performance
improvement. There are wide variations among countries in terms of the range of legal forms
of SOEs. Robinett (2006) observes that legal forms range from wholly owned by government
which includes activities undertaken by certain departments, statutory corporations
established by an official Act and governmental limited liability. The World Bank (2014b) in
its report on Corporate Governance of SOEs in Latin America noted that some variations in
legal forms are due to the moment of their creation. The World Bank (2014a) observed that
the variations in legal forms bring about challenges in governance framework. Robinett
(2006) also notes that having a wide range of legal form at national level complicates
ownership policy. The author argues that one of the major differences among SOEs is their
legal form. Some of the SOEs may be wholly owned by the state; in others the state may
have majority or minority ownership. SOEs may also be listed on the stock exchange.
Further still, some of SOEs may be defined as “government linked’, this is a situation where
government agencies or bodies like pension funds own part of the shares. OECD guidelines
on State-Owned Enterprises encourage governments to “simplify and standardise the legal
forms under which SOEs operate”. The standardisation should be based on corporate law

that applies to private companies (OECD, 2015:18).

In addition to change of legal forms, the reforms for SOEs should also focus on restructuring
ownership arrangements. The World Bank (2014a:70) define ownership arrangement “as a
way in which the state organises itself to exercise its ownership” in the SOEs. Ownership
arrangements ensure that there is separation between ownership function and, policy and
regulatory function (World Bank, 2014a). The separation of these critical functions is to
ensure that there is a “level playing field” and that the SOE is not insulated from competition
from other private sector players (OECD, 2015:20; Robinett, 2006:33). There are many
ways by which governments exercises their ownership rights in SOEs.
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Literature has placed ownership arrangements into four major categories (World Bank,
2014a:70). The four categories include the following: (1) Decentralised model: in this model
ownership is distributed among different line ministries, (2)Dual model: one ministry or
specialised body is given ownership responsibilities in addition to a line ministry which
performs other functions, (3) Advisory model: ownership is dispersed but a body is created
to perform advisory role on ownership matters, (4) Centralised model: ownership
responsibility is centralised in a single entity or entities that may be independent or fall under

the government.

A decentralised arrangement is a traditional model which has evolved from government
departments. The World Bank (2014a:71) observes that under government departments,
there were gross inefficiencies in service delivery, misuse of resources and lack of
accountability. Many governments decided to carry out reforms by way of corporatisation to
address these problems. Through this process, SOEs were established to be responsible for
service provision while line ministries played an oversight role. Many countries including
China are still at decentralised stage of the reform (Robinett, 2006).  This model is
characterised by lack of separation between service provision and regulatory functions. As
observed by the World Bank (2014a), decentralised model promotes chances of misuse of
state resources for political purposes. In addition, the system does not have sufficient
ownership capacity to monitor financial performance of the SOEs. The distribution of
ownership responsibilities and accountability among various line ministries resulted into lack
of focus. Despite these shortcomings some scholars have noted performance improvement
due to corporatisation even without privatisation (Aivazian, Ge & Qiu, 2005). To reform the
decentralised system, some governments decided to move to dual model which is a variation

of the former system.

In a dual model, line ministries control SOEs but the ownership function is vested into an
independent body or ministry, for instance Ministry of Finance (Balbuena, 2014). Robinett
(2006) observes that the ministry or body with ownership function can either perform
centralised function or may perform an advisory function without direct control over the SOE.
Like in the case of decentralised model, the dual model is characterised by lack of focus and
accountability (World Bank, 2014a). Many countries are at this stage of reforms or its

variation. Some of the examples of dual model are found in Brazil, India, Kenya, Turkey and
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Mexico (Robinett, 2006). In the Southern Africa region, some examples of countries still
using dual model include Angola, Zambia, Namibia, Swaziland, DR Congo (Balbuena, 2014).
South Africa and DR Congo have elements for centralised and dual system (Balbuena, 2014;
World Bank, 2014a; Robinett, 2006). The inherent lack of ownership focus and
accountability in the dual model has put pressure on countries to move to fully centralised

model.

The centralised model ownership function is concentrated into a single entity. This entity
exercises all ownership functions on behalf of the state as the owner while line ministries are
responsible for policy and regulatory functions (World Bank, 2014a). However, as observed
by the World Bank (2014a), centralised model in itself is not a panacea to protecting SOE
from political interference. Centralised body may also lack power and authority to the extent
that it can be relegated to a passive advisor. These weaknesses may be exacerbated by
lack of capacity of the entity. To minimise these weaknesses and risks, the World Bank
(2014a:97) proposes the following steps:

a) Ensuring high level of political support and public attention.

b) Providing a clear and focused mandate with a high degree of autonomy.

C) Appointing highly qualified professionals.

d) Developing clear ownership policies and guidelines.

The main objective of these ownership reforms is to improve performance of SOEs by
improving corporate governance systems. Research on the impact of ownership
restructuring or change of legal form has produced mixed results. Some studies have
revealed that restructuring ownership results in significant positive impact on performance
(Gao, 2010; Aivazian et al., 2005; Wang, 2009; World Bank, 2014a). Other studies, however,
have found a negative effect on performance (Smith and Trebilcock, 2001). A study by Costa
and Jaime (2008) on Spanish SOEs revealed that changes in organisational status did not
produce significant impact on economic performance. These authors argue that a mere
change of status does not lead into improvement in performance if that change does not
involve changes in principal and agent. The negative performance of SOEs has resulted in
calls for complete privatisation of state assets. While too much state ownership is considered
destructive to company value, Wu (2011) argues that the absence of state ownership may

also be harmful depending on legal and institutional framework in a country. Similarly, Munisi
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et al., (2014) advocate that some level of state ownership may be used in emerging
economies to improve corporate governance system. Ramaswamy (2001) argues that the
difference in performance between private sector and public sector corporations is not
necessarily due to ownership type but due to competitive intensity of the market. In a study
conducted by Bozec, Dia and Breton (2006) on Canadian SOEs, results showed that
privatisation did not have significant impact on technical performance. In a study covering
477 SOEs from 66 developed and emerging economies, Lazzarini and Musacchio (2018)

found that private companies did not perform better than SOEs.

This study investigates the impact of legal change on performance of SOEs in Malawi.
Additionally, it also investigates the effect of ownership arrangements on performance of
SOEs in Malawi.

2.4.2. Board of Directors

The importance of board of directors, also referred to as “board” in corporate governance
cannot be overemphasised. The structure of the board of directors is considered as one of
the important internal governance mechanisms aimed at arresting agency problems
(Merendino & Melville, 2019:509; Munisi et al., 2014:794). Boards are important for both
private and public entities. According to OECD (2015:26), ‘the boards of SOEs should have
the necessary authority, competencies and objectivity to carry out their functions of strategic
guidance and monitoring of management. They should act with integrity and be held
accountable for their actions.” This is consistent with OECD Principles of Corporate
Governance (OECD, 2015a:45) which state that “the corporate governance framework
should ensure the strategic guidance of the company, the effective monitoring of
management by the board, and the board’s accountability to the company and the
shareholders.” While there are variations as regards to structures and procedures of Boards,
it is worth noting that the principle function of the board is to govern and monitor management
of enterprises (OECD, 2015:70). For boards to perform their tasks effectively, they should
have a clear mandate as defined by the law; should be vested with authority over executive
management including the appointment of CEO; should have diversity in their composition
with the ability to exercise independent judgment; SOEs board should be insulated from
political interference; there should be separation of power between board chair and CEO

functions; and there should be a mix of skills, among others attributes (OECD, 2015:71).
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The importance of board of directors has been heightened by corporate failures in the last
two decades. The failures of Enron and a number of other organisations across the globe
(Laux, 2009; Vinten, 2002; Zandstra, 2002) have put to question the effective role of the
board. Zandstra (2002) noted that the failure of Enron has raised an important issue in
corporate governance practices, that of moral failure. The author argues that corporate
governance is not just a check box of compliance but that of moral standing of the board and
executive. He cites an example of Enron which had people of impeccable qualifications on
face value but who failed to discharge their “fiduciary” responsibility (Zandstra, 2002:17). In
most of the corporate failures which have been attributed to weak corporate governance
structures, for example the case of Enron, WorldCom and Global Crossing, the question that
people have been asking is where was the board? (Abidin, Kamal & Jusoff, 2009). The board
of directors therefore represents a vital constituency in the corporate governance structures.
It is no wonder that every corporate governance code identifies an effective board as an

important element of corporate performance

Most studies on board of directors have focused on four attributes which Korac-Kakabadse
et al. (2001) has identified as board composition, structures, processes and characteristics.
Many studies have used the board composition, structures or characteristics to represent all
board attributes. This study used the classification of board attributes according to Korac-
Kakabadse et al. (2001) and Wei (2005).

2.4.2.1. Board Composition

Board composition refers to board size and board demographics which include a mix of
inside / outside, female / male, foreign and local (Korac-Kakabadse et al., 2001). Board size
has been considered as an important concept by agency theorists because it provides a mix
of skills as well as an effective monitoring mechanism of management. Board size is the

total number of directors on the board of an organisation (Ameer, et al., 2010).
Corporate governance codes advocate appropriate board size, and higher ratio of non-

executive board in the board composition. In addition to non-executive directors, governance

principles advocate the board should be composed of a balance of executive, non-executive
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and independent directors (OECD, 2015); The King Il Report, 2010(SAICA, 2009); UK
Corporate Governance Code, 2010(Financial Reporting Council, 2010).

Executive directors are those that are serving as executive or senior managers of an
organisation and they include the CEO. These are employees / managers of the
organisation. As employees of the organisation they serve as agents to the principal
(shareholder). Agency theory considers these managers to be opportunists and self-
regarding (Jensen & Meckling, 1976). Corporate failures have been attributed to lack of
monitoring and control of these managers. Stewardship theory on the other hand considers
these managers as trustworthy and working to maximise shareholders value (Tosi et al 2003;
Chen, 2014). Since self-regarding agents cannot be trusted, good corporate governance
principles advocate “a balance of executive and non-executive directors (NED) with the
majority as non-executive directors” (SAICA, 2009:11; Financial Reporting Council, 2010).
Non-executive directors are not employed in the organisation where they serve. It is worth
noting that all NEDs may not necessary be regarded as independent directors. Different
jurisdictions define independent directors differently. Some define board independence to
mean only non- executive directors while to others, independence means being independent
from both management and business relationship; and still to others it may mean
disinterested in transactions (Vagliasindi, 2008:6). According to King Il report on corporate
governance, an independent non-executive director is the one that does not represent the
shareholder; does not have interest in the organisation; was not employed by the company
for the past three years and does not have business or family relationship with any of the
company or those linked to the company he / she is representing (SAICA, 2009:17).
Independent and non-executive directors are perceived to perform their duties of directing
and controlling effectively because they do represent shareholders interest and are not
aligned to managers where there is separation of ownership and control. Having more NEDs
and independent directors on the board may reduce agency problems and managerial self-
dealing (Liu, Miletkov, Wei & Yang, 2015). However, these directors may have challenges
of information asymmetry since they do not have control over the day to day duties (Volonté,
2015).

Results from prior research on the relationship between board composition and company

performance are inconclusive. Some studies have revealed that board size and a higher

52



proportional of non-executive board had a positive relationship to company performance
(Chamberlain, 2010; Abidin et al., 2009; Chen, 2015). Increase in the number of non-
executive directors in a board in the UK was related to company performance (Dahya &
McConnell, 2007). This was consistent with results obtained by Kahle, Wang and Wu (2014)
where the authors found a significant positive impact of board size and independence on
performance of UK companies. Similar results were obtained in India by (Mishra & Kapil,
2018); on Chile companies by Lefort and Urzua (2010); on French CAC listed companies by
Ahmadi et al. (2018); and on Taiwanese companies by Chiang and Lin (2011). In a related
study on Sri Lankan companies, Dharmadasa, Gamage and Herath (2014) found a positive
relationship between board independence and company performance. A study on board
reforms across the globe by Fauver, Hung and Taboada (2017) revealed that board

independence has a positive impact on company performance.

On the contrary, other studies have found negative relationship between board size and
company performance (Orozco, Vargas & Galindo-Dorado, 2018; Dharmadasa et al., 2014;
Kiel & Nicholson, 2003; Hermalin & Weisbach, 2000); preponderance of non-executive board
and company performance (Kiel & Nicholson, 2003). A study by Merendino and Melville
(2019) on Italian listed companies had mixed results. Lower level board size had a positive
relationship with financial performance. However, higher levels of board size resulted into
negative relationship. Bonn (2004) on Australian companies did not find any consistent
relationship between board size and performance. While board size was found to have a
positive impact on Tobin Q, it had a negative impact on shareholder’s value and no effect on

operating profit.

Research by Dey and Chauhan (2009) on Indian listed companies which included public
sector enterprises found that board size is not a significant measure of determining corporate
performance. This result was supported by a study conducted by Chiang and Lin (2011) on
Taiwanese companies and Yammeesri and Herath (2010) on Thai companies. Large board
sizes are also found to be less effective than smaller boards. Dey and Chauhan, (2009)
argue large board sizes suffer from communication gap, are less dynamic and appear to be
less coordinated. This argument on communication is supported by Khan, Al-Jabri and Saif
(2019). In a study on Chinese listed companies, Shao (2019) found that board size and board

independence does not have effect on company performance. In a study on Australian
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companies, Nguyen, Rahman, Tong & Zhao (2016) observed a significant negative
relationship between board size and company performance. However, authors noted that
the relationship between board and company performance was contingent upon the size of

the company.

Board independence did not appear to influence performance (Dey & Chauhan, 2009;
Yammeesri & Herath, 2010; Rashid, 2018). These findings on board independence are
consistent with those of Abdullah (2004) on Malaysian companies; Haldar, Shah, Rao,
Stokes, Demirbas and Dardour (2018) on Indian companies. Similar results were obtained
on a study on UK companies where Hsu and Wu (2014) found that while independent boards
were seen to be effective in monitoring of managerial performance, their presence was
related to higher incidents of corporate failure. Christensen, Kent and Stewart (2010) caution
that while independent directors may effectively perform their monitoring role, this should not

come at the expense of company performance.

Directorate interlock is another board composition attributes that has received a lot of
research interest (Peng, Mutlu, Sauerwald, Au & Wang, 2015). Interlocking directorship is a
situation where a director of one company is appointed to the board of another company or
companies. Viewed from resource dependence theory perspective, interlock directors are
considered as a vital element to an organisation in terms of skills and knowledge acquisition
(Barka & Dardour, 2015). Interlocking improves board effectiveness in monitoring skills
(Dharmadasa et al., 2014). Interlocking also enhances strategic networking skills of the
board (Peng et al., 2015). While interlocking can be considered as advantageous in terms
of skills sharing, this strategic network does not seem to benefit shareholders’ interests as it
may lead to collusion of managers from different companies with the CEO of the company
where they hold directorship (Drago, Millo, Ricciuti & Santella, 2015). The apparent collusion
may weaken the independence of outside director while at the same time increasing the
power of the executive. Board interlocks may also lead to ineffectiveness of board monitoring
role due to directors’ busyness which consequently may have a negative effect on company
performance (Falato, Kadyrzhanova & Lel, 2014). Studies on the impact of board busyness
on company performance have produced mixed results. A research by Pombo and
Gutiérrez (2011) on Colombian companies revealed that interlocking outside directors has a

positive impact on performance. However, the contribution of these interlock directors to
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board effectiveness diminishes with the increase in number of appointments per director.
The result is supported by a study on Indian companies by Sarkar and Sarkar (2009). The
authors, however, found that board interlock by insider directors had a negative impact on
company value. While some studies have found a positive relationship between board
interlock and company performance, other studies have revealed contrary results. A study
by Cashman, Gillan and Jun (2012) found that board interlock of independent directors has
a negative effect on company performance. These results are supported by Muller-Kahle
and Lewellyn (2011) who found that board interlock does not lead to board effectiveness.
However, other studies have not found any relationship between interlock of directors and
performance. In a study conducted on companies listed on Colombo Stock Exchange,
Dharmadasa et al. (2014) did not find any significant relationship between interlocking

directorship and performance.

State-owned enterprises have much need of good corporate governance just as privately
owned companies. Governance codes therefore advocate a well composed board of
independent directors and limited size (OECD, 2015; World Bank, 2014a). The composition
of boards of directors varies from country to country based on SOE legal form and its
ownership arrangements (World Bank, 2014a). Consistent with the requirement of corporate
governance codes on board composition, Bozec and Dia (2007) found that board size and
board independence were related to technical efficiency in Canadian companies. However,
the study found that the presence of public servants on the board had a negative relation to
performance. The positive relationship was experienced when SOEs were exposed to
market discipline like private sector companies. Other corporate governance authors
advocate that civil servants should not be appointed to the SOE board (Mako & Zhang,
2002).

Contrary to the above requirements and findings on board composition and SOEs
performance, other studies have cast doubt on the efficacy of the independent directors on
SOEs boards. In a study on Italian SOEs, Menozzi, Urtiaga and Vannoni (2012) found that
a higher proportion of independent directors on board were negatively related performance.
In a study on Indonesian SOEs, Hermawan and Adinda (2012) found that board size did not
have any impact on quality of earnings. However, increase in the level of independence had

an influence on reducing earnings management.
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According to corporate governance best practice (World Bank, 2014a), civil servants or
public servants are not supposed to sit on SOE board. Public servants are government
representative and can either be minister or his representative. In a study on the impact of
proportion of public servants on technical efficiency of Canadian SOEs, Bozec and Dia
(2007:1747) found that preponderance of public servants is negatively related to technical
efficiency when SOEs are subjected to “market discipline.” Appointment of public servants
or civil servants into executive positions may lead to asymmetry of information. Information
asymmetry leads to lack of proper monitoring which may provide an incentive for managers
of SOEs “to manipulate actual profit figures” (Choe & Yin, 2000:283-4). Contrary to this
recommendation, Bozec (2005) in a study on Canadian SOEs, found that the presence of

public servants on the board of an SOE is positively associated with company performance.

Good corporate governance practice discourages the appointment of politically connected
directors to SOEs. The presence of such directors promotes political interference in these
organisations. Political interference has been cited as one the reasons for the poor
performance of SOEs (World Bank, 2014a). Consistent with this recommendation, studies
have found a negative effect of the presence of politically connected directors on SOEs
performance (Chang & Wong, 2004; Wong, 2004). This is supported by findings by Menozzi
et al. (2012) on Italian companies. Political alignment between CEOs and independent
directors insulate CEOs from being dismissed due to poor performance (Lee, Lee &
Nagarajan, 2014). To protect SOEs from political interference, some authors have proposed
the appointment of professional independent directors whose role includes appointing CEO
(Wong, 2004). Lee et al. (2014) propose that independent directors should have political
beliefs that are different from those of the CEO. Qiang (2003) observed that the performance
of public listed SOEs in China is weak due to poor governance structures which are politically
and ideologically influenced. Sun, Mellahi and Liu (2011) posit that political connectedness

also encourages managerial opportunism because of lack of strong governance systems.

Contrary to the above recommendation, studies by Hu and Leung (2012) on Chinese SOEs
found that the appointment of politically connected top executives has a positive impact on
company performance and improved corporate governance structures. In a related study,

He, Wan & Zhou (2014) found a strong relationship between the appointment of a CEO who
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is politically connected and company performance. Chen, Luo and Li (2014) observed that
politically connected companies showed positive performance due to their ease of access
into markets with high barriers. However, it should be noted that all these studies were
conducted on Chinese companies. It would be interesting to investigate how political
connectedness of NEDs and executives influence the performance of SOEs in developing
and least developed nations. Kakabadse, Yang and Sanders (2010) argue that it is
practically impossible to have a truly independent NEDs in SOEs. The authors cite example
of China where in a one way or another, directors are politically connected to senior
managers of SOEs. This observation is supported by Favaro, Smits and Bakanova (2012)
who posit that political interference is difficult to be avoided where the state is a major

shareholder.

2.4.2.2. Board Structures

Board structure refers to board leadership such as the role of chair and CEO, board
organisation; the role of board committees and flow of information between boards structures
(Kakabadse et al., 2001:25). Board structure may be unitary or two- tier. Most of corporate
governance codes recommend the separation of power of CEO and Chair in other words
dual leadership (Financial Reporting Council (FRC), 2018; SAICA, 2009; loD Malawi, 2010).
Such a separation of power, it is perceived, will reduce agency problems that result from
managerial entrenchment. Managerial entrenchment is a situation when management of
companies have so much power to the extent that they further their own interests instead of
maximising shareholders interest. CEO duality, where the CEO is both chair and CEO, is
believed to increase incidences of managerial entrenchments. According to Florackis and
Ozkan (2009), a higher managerial entrenchment leads to increased agency costs. To align
the interests of shareholders to those of managers, good governance practices recommend
separation of chair and CEO power. Governance codes also recommend that a NED should
hold the position of chair to strengthen control and monitoring mechanism of the managers
(FRC, 2018; OECD, 2015; SAICA, 2009). This separation of power is much applicable for
single tier or unitary boards than two tier boards. In two tier boards, there is supervisory
board which is composed of NEDs and management board which is composed of executive
managers (OECD, 2015).
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In support of the recommendation for separation of power of board chair and CEO, a study
by Ehikioya (2009) found that CEO duality had a negative impact on company performance
of Nigerian companies. Similar results were obtained by Shao (2019) on Chinese listed
companies. These results were supported by Chiang and Lin (2011) on Taiwanese listed
companies, Bozec (2005) on Canadian SOEs; Varshney, Kaul and Vasal (2012) on Indian
companies and Yammeesri & Herath (2010) on Thai companies. Similar results were

obtained by Ammari, Kadria and Ellouze (2014) in a study on French listed companies.

Contrary to the recommendation by corporate governance codes and agency theory against
CEO duality, a study by Abdullah (2004) on Malaysian companies, did not find any
relationship between CEO duality and company performance. Similar results were obtained
by Zheka (2006) on Ukrainian companies and Dharmadasa et al. (2014) on Sri Lankan
companies. Dalton, Daily, Ellstrand, and Johnson (1998) did not find a significant
relationship between leadership structure and company performance. The findings from the
above studies were consistent with a study by Dahya and McConnell (2007) on UK
companies where they found that the separation of CEO and chair had no effect on company
performance. Recent studies by Fauver et al. (2017) conducted on companies across the
globe found that separation of CEO and chairman roles did not result into increased company
performance. Other studies revealed that CEO duality had positive influence on company

performance (Ahmadi, et al., 2018)

Apart from CEO duality, the other board structures that are gaining importance are board
subcommittees. Good corporate governance practices recommend that Audit, nominating
and remuneration committees should be composed of NEDs (Munisi & Randgy, 2013).
Audit committee is a subcommittee of the board. One of its principal roles is to provide
assurance, monitor and review financial statements of the company (Fama and Jensen,
1983). The role of nominating committee is to provide assurance and monitor the quality of
appointments on board and executive management. The remuneration committee, on the
other hand, ensures that there is alignment between the interest of shareholders and
managers regarding the issue of senior managers’ remuneration (Yammeesri & Herath,
2010). The presence of these committees is associated with positive company performance.
The reasoning is that where these committees are composed of only of NEDs or independent

directors, they are more effective in making performance related decisions. In the event that
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these committees are dominated by executives, Hearn (2013) observes that the NEDs will
have limited power to discharge their monitoring responsibilities. Upadhyay (2007) found
that the presence of committees enhances the role of larger boards. The challenges of large
boards are that they face coordination and communication problems. However, the
effectiveness of these large boards is enhanced using committees.

The presence of NEDs on board committees is in line with agency theorists who argue that
the presence of independent directors and NEDs brings alignment of managerial interests to
those of shareholders. According to Leung, Richardson & Jaggi (2014:17) board committees
which comprise of independent directors improve the effectiveness of the board’s monitoring
role. Independent directors are able to provide “unbiased” advice to executives.
Christensen et al. (2010) observe that markets also react positively to the presence of NEDs
on nominating and remuneration committees. Consistent with agency theorists, a study
conducted by Munisi and Randgy (2013) on Sub-Sahara African companies revealed that
The Audit Committee is significant and positively related to the accounting performance
measure of ROA but is negatively related to market performance measure of Tobin Q. In a
study conducted on Hong Kong companies, Leung et al. (2014) found a positive relationship
between board committees and company performance of non-family owned companies. The
results were different for family owned companies. Regarding the effect of The Audit
committee on corporate disclosure, a study by Madi, Ishak and Manaf (2014) on Malaysian
companies supported the agency theory that having independent directors on the committee
enhances the effectiveness of the board in terms of improving corporate disclosure. Similar
results were obtained in prior studies in Malaysia and Singapore by Bradbury, Mak and Tan
(2006). The authors found that the presence of independent directors improves accounting
quality which is measured by degree of abnormal accruals. It was observed that the higher
the proportion of independent directors on the board committees, the lower the abnormal

accruals recorded.

Conversely, having the presence of NEDs on board committees does not seem to have any
impact on company performance according to study conducted by Yammeesri and Herath
(2010) on Thai companies. This finding was supported by earlier study by Cotter and
Silvester (2003) on Australian companies. Similar results were obtained by Hayes, Mehran

and Schaefer (2004) on S&P 500 companies. Authors have observed that the presence of
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committee is treated much more as compliance issue recommended by the regulators.
While codes of corporate governance recommend that only NEDs or independent directors
should sit on the audit committee to enhance monitoring of financial controls and financial
reporting, this requirement has not received significant literature support. Klein (2002) found
a non-linear negative association between audit committee and earnings management with
a significant relationship revealed when audit committee had less NEDs or independent
boards. In a study on Ghana listed company by Puni, Osei and Ofei (2014) found that the
presence of NEDs on the nominating committee had negative effect on financial
performance. The presence of NEDs on The Audit committee did not have any significant

effect on performance contrary to agency theorists’ assertion.

The need for internal governance structures like committees in SOEs cannot be
overemphasised. While private sector companies have external governance mechanism
that of markets for corporate control, most SOEs rely on internal governance structures as

control mechanism (Bozec et al., 2004).

Despite the overwhelming support for the recommendation to set up committees with
independent directors in SOEs, results from literature on the relationship of between board
committees and company value have not been conclusive. Hermawan and Adinda (2012)
in their study of Indonesian SOEs, found no significant relationship between board
committees and company value. One of the reasons advanced by Hermawan and Adinda
(2012:22) on their no-relationship finding is that there is lack of “specific obligations” imposed

by the shareholder on the need of The Audit Committee.

2.4.2.3. Board Processes

Kakabadse et al. (2001:25) define board process as “decision making activities; styles of
board; the frequency and the length of board meetings; the formality of board proceedings
and board culture on evaluation of director's performance.” Consistent with the above
definition, this study examined board process in terms of frequency of meetings, formality of
board proceedings and board evaluation.

Board meeting activities measured by the number of meetings held per year are associated

with effective control mechanism (Chen, Firth, Gao & Rui, 2006). According to Xie, Davidson

60



and DaDalt (2003) found that board activity is a mechanism to reduce incidence of earnings
management. The frequency of The Audit Committee meeting is perceived as a mechanism
to improve financial reporting. Board members are able to discover problems and corrective
actions are taken before things get worse (Yunos, Ahmad & Sulaiman, 2014). However,
board meeting activities are prompted by past events which include, inter alia, poor
performance. Brick and Chidambaran (2007) found that increased monitoring activities
following poor performance led to improved performance in the subsequent periods. There
was weak inverse relationship between board meeting frequency and company performance
of Indian companies (Varshney et al., 2012). This is supported by Christensen et al. (2010)
in their study on Australian companies. Fernandez, Alonso and Rodriguez (2014) in their
study on Spanish companies, found a negative relationship between board meetings and
company performance. The authors noted that Spanish companies have a higher frequency
of meetings compared to other countries. Markets tend to associate more frequent meetings
with a sign of inefficiencies or operational problems. Frequent meetings or board activities
are associated with acts of fraud committed in an organisation. Board members therefore
spend considerable amount of time to deliberate on issues of crime and how to resolve
issues related to fraud (Chen et al., 2006). Contrary to the above findings, Puni and
Anlesinya (2020) in their study on Ghanian listed companies, found that frequent meetings

were beneficial to the performance of a company.

The board should carry out annual evaluation of its performance (Van den Berghe & Levrau,
2004). This evaluation would assist the board to assess its areas of board failure during the
year and where the board can improve on. Kiel and Nicholson (2005:614) has outlined four
categories of board failures which include “strategic failure ..., control failure..., ethical
failure..., and interpersonal relationship failure”. In an evaluation process, good corporate
governance practice advocates that this exercise should include an evaluation of board
competences, right mix of skills and experience (OECD, 2015a; OECD, 2015b; loD Malawi,
2011) to support the organisational strategy. A director could have acquired requisite skills
prior to joining the board or additional skills and competences could be developed while in
the board through board training and development. Minichilli, Gabrielsson and Huse (2007)
underscore the importance of board evaluation that it contributes to board effectiveness

which leads to better company performance.
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2.4.2.4. Board Characteristics

“Effective board membership requires high levels of intellectual ability, experience,
soundness of judgment and integrity. There is also the question of the collective capacity of
the board in terms of the mix of abilities, experiences and personalities that best make up
the board as a collective body” (as cited by Walt & Ingley, 2003:226)

Board characteristics include attributes like “director's backgrounds, such as director's
experience; tenure; and functional background,” among other variables that have an impact
on the effectiveness of board performance (Korac-Kakabadse et al, 2001:25). The issues
that need investigating about board characteristics include: does directors academic or
professional experience matter in corporate financial performance? Does the level of tenure
have any impact on the effectiveness of the board and corporate performance? This study
examined directors’ experience and functional background; and tenure to determine their

impact on performance.

Director’s experience and professional background have been cited as one of the important
elements contributing to boards’ performance. Corporate failures have been attributed to, a
large extent, board failure (Kiel & Nicholson, 2005). It is therefore important that the board
should be made of directors with requisite background experience. Studies on corporate
failure have cast doubt on the efficacy of professional background. Zandstra (2002) has
cited the example of Enron whole failure was not necessarily due to lack of professional

background but more of moral failure.

The importance of directors’ tenure has also received scholarly interest. Proponents for long
tenure argue that it helps directors gain the necessary knowledge and experience thereby
making them more effective in their monitoring responsibilities. Kim, et al. (2014) found that
directors monitoring experience is enhanced by longer tenure. Shorter tenures, on the other
hand, are associated with lack of experience on the part of the director as evidenced by
increased incidents of fraud (Chen et al., 2006). Others have argued that the longer the
director stays, the greater the possibility of getting entrenched, and the less effective he /
she becomes (Chamberlain, 2010; Chen et al., 2006). Some studies had found a positive
relationship between be directors’ tenure and company performance (Chamberlain, 2010;

Kim et al., 2014). Mcintyre, Murphy and Mitchell (2007) noted that longer tenure is necessary
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for directors to gain experience and contribute positively. Longer tenure also assists the
board to “reduce information asymmetry” thereby improve in their governance
responsibilities (Kim et al., 2014:111). However, directors’ contribution to organisation

performance decreases as tenure increases beyond a certain level.

Research on the effect of board attributes on performance is still inconclusive and may vary
depending on social and cultural factors (Abidin et al., 2009) as well the measure used for
company performance. Most of the studies on board attributes cited above have been
conducted in developed, emerging and developing economies. There has been limited
research in least developed countries like Malawi due to lack of data and undeveloped
markets. The present study focused on the influence of board attributes (composition,
structure, processes and characteristics) on performance of State-owned enterprise in

Malawi.

2.4.3. Capital structure

The use of capital structure as a limiting device on the power of agents has received its fair
share of research interest. The use of debt is believed to force managers “to act more in the
interest of shareholders” (Berger & di Patti, 2006:1096). However, to what extent capital
structure affects company performance is yet to be conclusively established. Contrary to the
assertion by Franco Modigliani and Merton Miller of 1958 that capital structure is not relevant
at zero tax (as cited in Brigham & Gapenski, 1997:580), recent studies have argued that a
direct relationship exists between capital structure and company performance but with mixed
results. In a study on USA commercial banks, Berger and di Patti (2006:1097) found that
highly leveraged companies performed better than their counterparts. These findings are
supported by the results of a study on Micro Finance in Sub-Saharan Africa conducted by
Coleman (2007). The above results are consistent with corporate governance theory which
predicts that increase in leverage acts as a disciplinary mechanism and lowers manager’s
propensity to opportunism. Managers would therefore tend to avoid debt especially long-
term debt since debt financing would subject them to external monitoring mechanism
(Ganguli, 2013:57). Studies reveal that ownership has an impact on capital structure
(Wellalage & Locke, 2015:135; Pindado & De La Torre, 2011:222). In diffused ownership

structure, managers take control of capital structure decisions; there is less debt usage as a
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means of financing. However, where ownership is concentrated, there is evidence of

increased use of debt in the company’s capital structure (Pindado & De La Torre, 2011:222).

However, other studies have found negative relationship between capital structure and
corporate value (Le & Phan, 2017; Dawar, 2014; Sheikh & Wang, 2013). Most of the studies
on the impact of capital structure on company performance have been conducted in
developed economies (Dawar, 2014). Developing and emerging economies are affected by
different environmental challenges which include inefficient banking systems (Qian & Yeung,
2015; Barth, Caprio & Levine, 2001) and underdeveloped external markets for corporate
control which reduce disciplinary power on managers. The banking sector in developing and
emerging economies is, to a large extent, affected by the presence of state ownership (Qian
& Yeung, 2015; Dawar, 2014; Barth et al., 2001).

SOEs face different challenges in terms of choices of capital structure. In a study of
government corporations in Australia, Whincop (2005) observed that while there is a belief
that debt financing exert the same disciplinary effect on managers as revealed in business
corporations, its effect is reduced in government corporations because of the tendency of
governments to intervene to prevent bankruptcy of government corporations. Where
government corporations face “hard budget constraints” the use of debt exerts stronger
discipline on management. However, softening the budget constraints is one of the factors
that may contribute to poor company performance (Choe & Yin, 2000:283). One way for
softening budget constraints is when a government acts as a guarantee to loans advanced
to a SOE (Tian & Estrin, 2007). In a study on Chinese publicly listed SOEs Tian and Estrin
(2007) found that increase in bank loans had a negative effect on SOEs’ efficiency. This is
consistent with earlier findings by Claessens and Peters (1997) on Bulgaria SOEs where
they found that companies that were not subjected to financial discipline due to softening of
budget constraints continued to make losses. It is important therefore to determine how

capital structure in a least developed country like Malawi affects performance of SOEs.

2.4.4. Transparency and Disclosures
Disclosure is an important element where there is a separation of ownership and control.
Transparency and disclosure reduce agency costs because it leads agents to be more

accountable to their principals. Disclosure is viewed as an important element of corporate
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governance to enhance monitoring of agents and increase levels of accountability (OECD,
2018). Disclosure is also seen as a vital tool to constraint agents’ tendencies towards self-
interested behaviour (Fong & Shek, 2009). In a study on Brazilian and Indian companies on
corporate debt, Marques, Ribeiro and Barboza (2018) observed that lack of proper disclosure

increases costs as companies are not able to access loans on capital markets.

While transparency and disclosures are regarded as best practice by corporate governance
codes, studies on the relationship between disclosure and company performance reveal
mixed results. A study by Heo (2018) on South Korea SOEs show that transparency and
disclosure are positively associated with improved performance. However, Li, Miao, Zheng
and Tang (2019) found that transparency is negatively associated with SOEs performance
in China. Another study conducted by Gupta and Sharma (2014) on Indian and South
Korean companies revealed that there is a limited relationship between corporate
governance practices which include disclosure and company performance. In a study on
Turkish manufacturing companies, Uyar and Kili¢ (2012) found inconclusive results. While
there was a positive association between disclosure and market value, the study did not find
a significant relationship when the company value used the ratio of market value to book
value of equity. In a study on Indian companies, Assankutty, Fatima and Kuntluru (2019)
observed mixed results. While the study revealed positive relationship between disclosure
and market valuation, there was negative relationship with accounting measures of ROA and
ROE.

Despite findings on the importance of disclosure, some studies reveal that disclosure may
not necessarily lead to significant financial performance. Quality disclosure according to Wu,
Quan and Xu (2011:94), reduces “over-time variability of firm performance”. In a study
conducted on Saudi Arabian companies, Elbarrad (2014) observed that there was positive
relationship between disclosure and company performance. These results are supported by
the study on Hong Kong companies by Fong and Shek (2009). However, the adoption of
disclosure principle may vary depending on legal forms with SOEs exhibiting low levels of

disclosure according to the study conducted in China by Huafang and Yuan (2007).

Transparency and disclosures are as important to private sector companies as it is to SOEs

(OECD, 2015). According to Heo (2018), transparency and disclosure is associated with
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improved performance. Phuong, Nguyen and Vu (2020) observes that transparency and
disclosures are important governance mechanisms to monitor company performance.
Transparency also works as a mechanism to inhibit corrupt practices by agents (Andres,
Guasch & Azumendi, 2011).

One of the challenges of SOEs in less developed countries is the level of disclosure. The
World Bank (2014a) noted that SOEs have low levels of disclosure and accountability.
Faced with an environment of multiple principals and agents, political interference and
absent or passive owners, lack of disclosure may promote moral hazards by multiple agents.

This study examined the impact of disclosure and performance in the different legal forms of
SOEs in Malawi.

2.5. Empirical Evidence
The section below presents empirical evidence for culture and corporate governance, and

corporate governance variables and company performance.

2.5.1. Culture and Corporate governance

Corporate scandals that have rocked the world in the past two decades have heightened the
importance of corporate governance (Zalewska, 2014). However, despite the overwhelming
interest, the level of application and adoption of corporate governance codes by different
countries has cast doubt on the universality as well as their effectiveness. Different
governance frameworks have emerged with marked variations. These variations have been
attributed to differences in national culture (Li and Harrison, 2008). There is growing interest
to study the effect of culture on corporate governance. The challenge of cultural studies
arises from the varied definitions and disciplines where culture originates. Studies on culture
and corporate governance have used cultural dimensions of Hofstede (Franke & Nadler,
2008; Bae, Chang & Kang, 2012) and the Schwartz data (Desender et al., 2011; Licht et al.,
2005). However, Hofstede work has been considered to be the most popular (Bae et al.,

2012). This section reviews some empirical work on culture and corporate governance.

Chan and Cheung (2012) examined differences in corporate governance across different

countries. This study was conducted on data obtained by Corporate Governance Survey of
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Credit Lyonnais Securities Asia (CLSA). Twelve countries which had complete data for CG
and cultural dimensions in 2001 and 2010 were included in the sample. The study covered
271 observations. Independent variables in this study were the first four culture dimensions
obtained from Hofstede study, namely “Power Distance Index (PDI), Individuality (IDV),
Masculinity (MAS) and Uncertainty Avoidance Index (UAI)” (Chan & Cheung, 2012:48).
Dependent variables were measured as Quality of Corporate Governance as CG Scores as
per CG factors in the CLSA survey. The study used Hofstede cultural dimensions because
they are the mostly available and used study on culture. Control variables in this study
included Macroeconomic factors: GDP per capita and GDP growth rate; Legal factors:
Common Law countries; and company specific factors: company size, dividend yield and
market to book ratio. Results of the study revealed that high IDV, low UAI, low MAS and
three control variables: log (GDP per capita), common-law and market to book ratio had
higher CG Scores. However, there was no significant relationship between PDI and CG
scores after including control variables (Chan & Cheung, 2012). The study did not include
more observations covering the 10-year period due to data unavailability. The results of this
study are partially supported by another study conducted by Matoussi and Jardak (2012)
who found that high IDV, low UAI, and low PDI were related to better investor protection
measured by disclosure index, director liability index and shareholders’ ability to sue
managers and directors for misconduct. The study also included religion as a cultural
variable. However, religion and MAS were not supported as determinants of quality
corporate governance practice. Similar results were obtained in another study conducted by
Griffin et al. (2018) who found that high IDV and low UAI related to better company-level
good governance practices. In this study, authors used Governance Metric International

index as a measure of good corporate governance practice.

In an earlier study, Li and Harrison (2008) examined the influence of ownership structure
and national culture on corporate governance. The authors studied 15 countries and 399
different companies. Hofstede cultural dimensions were used as independent variables in
addition to ownership structure. For dependent variables, corporate governance, the study
used board size and CEO duality. The study found that high PDI, high IDV, high MAS tend
to prefer consolidated leadership or CEO duality. The study also found that high IDV was

related to a small board. Other studies have revealed that both cultural dimensions and
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religion have an influence on corporate governance practices. Studies by Kim and Daniel

(2016) found that religiosity was related to better governance practices.

Consistent with empirical studies, the current study used four cultural dimensions of
Hofstede: PDI, IDV, UAI and MAS, whose scores are available for Malawi, as independent
variables. For dependent variables, study used quality of governance measured by
governance scores. These scores were obtained by adapting questions from GMI and
applying to Malawi’s Code of Corporate Governance. The other independent variable is
religiosity whose scores were obtained through a survey using an instrument developed by
Worthington et al. (2003:84). The study also controlled for size of the company, performance
and capital structure consistent with Li & Harrison (2008). While studies cited above have
been conducted in developed and emerging markets and across countries, this study
involved a single country. The current study also focused on SOEs companies which have
received less scholarship in relation to culture and corporate governance. The use of a
single country is similar to the study by Haniffa and Cooke (2005) who examined relationship
between culture and disclosure in Malaysian companies. However, Haniffa and Cooke did

not combine cultural dimensions and religiosity in their study.

2.5.2. Corporate Governance of SOE

SOE reforms and restructuring that have taken place during the past two decades across
the globe presents some empirical evidence on the effects of corporate governance and its
performance consequences. While SOEs are common phenomenon in the least developing
countries and have faced pressure from both international donor agencies for reforms
including privatisation, there is lack of empirical evidence on the how reforms in corporate
governance have impacted on performance. Most empirical studies on corporate

governance of SOEs have been conducted in developed and emerging economies.

One of the comprehensive studies on SOEs corporate governance and performance was
conducted by Aivazian et al. (2005) on Chinese SOEs. The study examined the effect of
corporatisation without change of ownership on performance. The sample comprised 308
corporatised SOEs and 121 non- corporatised SOEs between the periods from 1995 to
2000. The study revealed that corporate governance reforms had a positive impact on SOEs

performance without privatisation. The study did not cover the effect of ownership structure
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reforms, capital structure and disclosure on SOEs performance. Fixed and random effects
were used as estimation methods. While the use of fixed effects deals with “endogeneity
due to unobserved, time-invariant heterogeneities” Liu et al. (2015:228-229) observe that
fixed effects (FE) estimation does not address bias arising from potential endogeneity such
as “time-varying heterogeneities, simultaneity, or reverse causality.” According to Wintoki,
Linck and Netter (2012) one source of endogeneity may arise where current corporate
governance variables are affected by past performance. Endogeneity problems can be
addressed by the use of dynamic Generalized Method of Moments (GMM) proposed by
Blundell and Bond (1998) (Nguyeng et al., 2014; Wintoki et al., 2012).

Wang (2009) discusses the effect of ownership structure reform on SOEs performance.
The study revealed significant performance improvement for SOEs whose shareholding
was transferred from government agency to SOEs. Improved performance was attributed
to improvement in corporate governance and related party transactions. The findings of the
study reinforced the proposition that SOEs performance can improve through ownership
structure reforms without necessarily going through privatisation. This study did not cover
board of directors and capital structure as corporate governance variables. Li et al. (2012)
discussed the effect of transforming SOEs by changing ownership control rights. Their
study revealed that SOEs without state control outperformed those under state control. The
study only focussed on manufacturing companies and did not cover service industry.
Contrary to the findings of the above studies, a study of Spanish government hotels by
Costa and Jaime (2008) did not find any significant improvement in performance as a result
of corporatisation. Lazzarini and Musacchio (2018) argue that SOEs do not perform worse
than private companies. They further add that local environmental factors contribute to the
performance of these SOEs.

Boards are considered as an important internal governance structure in mitigating agency
problems (Bozec, 2005). Most of the corporate governance codes on SOEs boards have
been influenced by agency theory which considers that agents need to be monitored if their
interests are to be aligned to those of their principals. Most of the studies on boards are
based on private sector companies. Empirical evidence on boards and SOEs performance
is inits infancy in least developed countries, however, there is a growing interest in emerging

economies and a few developed countries on the study of the influence of boards on SOEs
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performance. A review of empirical studies below reveals that findings on relationship

between boards and SOEs performance are inconclusive.

Consistent with agency theory, Liu et al. (2015) found that the appointment of independent
directors had a positive impact on company performance. This was one of the
comprehensive studies covering the role of independent directors in performance
improvement. While the study covered more variables of board composition and board
structure like board size, CEO duality, and board meetings, not all board composition
variables were included. In addition to variables covered by Liu et al. (2015), the current
study also discussed the effect of director interlocking, appointment of public servants,
board committees, and board evaluation on SOEs performance which was not covered by

their study.

In a study on Canadian SOEs, Bozec (2005) found that board independence is negatively
related to company performance where SOEs are subjected to competition. The study also
found a negative relationship between board size and CEO duality on performance. While
good corporate governance codes recommend that civil servants should not serve on SOEs
board, this study found that there is a positive relationship between the involvement of public
servants on SOE board and performance. On board committees, the study did not find any
relationship between remuneration and nomination committees and SOE performance.
However, the study found a negative relationship between The Audit Committee and
company performance. In another study using different measurement tools, Bozec and Dia
(2007) found a positive relationship between board size, board independence and technical
efficiency of Canadian SOEs which are exposed to market discipline. The study also found
negative relationship between the presence of public servants and company efficiency
which is contrary to the earlier findings. Data Envelopment Analysis (DEA) was used to
measure performance. According to Diaz, Poyato and Luque (2004:135), “DEA is a linear
programming technique to determine the relative efficiencies of a company when the inputs
and outputs of production units within the company are known, but the productive process
itself is not.” These studies did not try to measure any causal relationship between board
and SOEs performance. The DEA had some limitations as a result the authors had to use

some financial analysis as a supplementary tool. The study also failed to account for
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endogenous factors in the relationship between board and SOE performance. Ownership

structure has been found to have an influence on board of SOEs (Kakabadse et al., 2010).

In related studies on the relationship between board committees and SOE value, Hermawan
and Adinda (2012) did not find any significant relationship between board committees and

company value of Indonesian SOEs.

While agency theory advocates majority of NEDs in boards, a study by Kakabadse et al.
(2010) found that NEDs were not effective monitors of SOEs in China owing to lack of quality

information to discharge their monitoring responsibilities.

Director’s experience, tenure, interlocking and functional background have attracted
governance scholarship interest. A review of literature shows that much of this work had
been conducted in private sector companies. Literature on SOE corporate governance for
these board attributes is still in infancy and inconclusive. Kim et al. (2014) found that longer
tenure for outside directors is useful for their role of advising and monitoring. This is
supported by an earlier study by Mcintyre et al. (2007) on Canadian companies who
revealed that longer tenure is necessary for directors to perform effectively. However,
Chamberlain (2010) noted the value of tenure diminishes as director serves for a much
longer period. On director interlocking, Mcintyre et al. (2007) found director’s busyness is
associated with decrease in company performance. Kiel and Nicholson (2003) did not find
significant relationship between board interlock and company performance. While good
corporate governance best practice advocates that directors should have necessary
professional background, empirical evidence cast doubt on the impact of professional
background on company performance (Zandstra, 2002).

Agency theorists posit that the use of debt as a financing source is also treated as a
governance control mechanism. Debt covenants tend to force managers to act in the
interest of shareholders. If debt really constraints managers, an increase of debt in the
capital structure should reduce agency problems which come as a result of risky investment
decisions taken by managers. However, the downside of debt as a financing source is that
it may restrict managers’ entrepreneurial spirit. Empirical evidence on the effect of capital

structure on company performance has raised a number of enduring debates on the role of
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debt. A study on Pakistan companies by Sheikh and Wang (2013) found that capital
structure was negatively related to company performance. The authors noted that the
increase of debt in capital structure had a negative influence on company performance.
Further, they observed that lenders are willing to provide short term debt to reduce their
risk. Higher leverage appeared to restrict managers’ operational effectiveness. The study
was conducted in Pakistan where the market for corporate control is not developed and
efficient. The use of fixed effects estimation and a single governance variable to measure
performance failed to take into account endogeneity issues arising from interrelationship
among governance variables. Empirical studies have revealed that capital structure can
also be affected by other factors such as ownership structure (Pindado and De La Torre,
2011); board composition and capital structure (Alves, Couto & Francisco, 2015). Dawar
(2014) found that capital structure has a significant influence on company performance in
India. This is contrary to agency theory which posits that debt can be used a disciplinary
device on managerial behaviour. The author noted that findings of the study may have been
influenced by environmental factors. This study was conducted in India which is considered
as an emerging market. The Indian financial market is underdeveloped and dominated by
SOEs financial institutions which by nature are considered as ineffective control devices to
limit managerial “discretionary behaviour”. The study employed fixed effects method of
estimation. While the study controlled for exogenous factors such as age and size of the
company, it did not account for endogeneity effect inherent in FE method. Capital structure
may be influenced by other corporate governance factors such ownership structure
(Pindado & De La Torre, 2011; Ganguli, 2013). In a study on New Zealand companies,
Wellalage and Locke (2015) found a bi-directional influence between managerial ownership

and capital structure.

Other studies on capital structure, however, are in support of agency theory as a mitigating
factor in the conflict between managers and shareholders. Kyereboah-Coleman (2007)
found that high leverage has a positive effect on performance of microfinance companies in
Ghana. Most of the studies on capital structure have been conducted in developed and
emerging markets. The current study was conducted in Malawi, an LDC where literature is

not available on the effect of capital structure and company performance.
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Disclosure is as important to privately owned companies as it is to publicly owned
companies. Disclosure promotes transparency which in turns ensures accountability.
Robinett (2006:19) has grouped disclosure into two categories: ex-ante reporting and ex-
post reporting. These disclosure categories have been used in formulating Disclosure Index
scores. Empirical evidence on the relationship between disclosure and financial
performance reveal that disclosure has a positive influence on financial performance. In a
study on Indian companies listed on the Securities Board of India (SEBI), Assankutty et al.
(2019:10) found that Corporate Governance Index(CGl) was related to company
performance measured by Tobin Q but the study found negative relationship between CGI
and financial performance measured by accounting measure of ROE. The author observed
that investors consider disclosures as an important element for company valuation. The
study used self-constructed Corporate Governance Index using disclosure made in annual
reports (Assankutty et al., 2019. The study did not account for influence of other corporate

governance variables on disclosure which would have an impact on company valuation.

Luo and Salterio (2014:475) in a study on Canadian companies which used “comply or
explain” governance regime found that “tailor- made” governance practices is significantly
associated with company value measured by Tobin’s Q, but had weak association with
operational performance measured by return on equity (ROE). One of the weaknesses of
the study is that it used data for one year resulting from failure to account for endogeneity
factors which arise from past events. In addition, the study did not also account for
simultaneity and reverse causality endogeneity which may result from company
performance having an influence on disclosure. Quayes and Hasan (2014) in a study on
Microfinance institutions found that company performance had an impact on disclosure.
However, Luo and Salterio (2014) study has provided valuable information for the study of
“‘comply or explain” governance regime to determine its impact on performance. Consistent
with the above studies, the current study investigated the impact of disclosure on
performance. Since the unit of analysis is SOEs, which inherently faces challenges of
availability of CGlI scores, the study used self-constructed governance index developed from
Malawi Code Il of best practice of corporate governance. In addition, the current study
employed a longitudinal panel data approach. The study used GMM estimation to account

for endogeneity factors.
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2.6. Summary

This chapter reviewed theories that form the background to the study of corporate
governance, particularly focussing on agency and stewardship theories. Contribution of
these theories to the corporate governance studies have been discussed. The chapter also
reviewed studies on social-cultural values and their impact on corporate governance.
Literature on corporate governance and its impact on company performance was reviewed.
The chapter presented empirical evidence on social-cultural values and their influence on
effectiveness of corporate governance, and the influence of corporate governance on

performance. Finally, a summary of the chapter was presented.

Next is chapter 3 which builds on the empirical evidence presented in this chapter to develop

the research design and methodology.
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CHAPTER 3: RESEARCH DESIGN AND METHODOLOGY

3.1. Introduction

This chapter builds on the previous chapter which has carried out a detailed review of
literature on corporate governance of SOEs and its effect on performance. The chapter
discusses research methodology underpinning the current study. The purpose of research
methodology is to provide guidelines on how research should be conducted. The chapter
provides a relationship between research methods, objectives and research questions. This
chapter is structured as follows: section 3.2 provides the philosophical background of the
study; section 3.3 discusses research methodology; section 3.4 covers research design;
section 3.5 presents sampling technique of the study; section 3.6 covers data collection
techniques; section 3.7 discusses data analysis techniques; section 3.8 discusses reliability
and validity of the study; section 3.9 provides ethical consideration of the study; and section

3.10 summarises the chapter.

3.2. Philosophy of Science

Ponterotto (2005:127) defines science as the pursuit of knowledge “through systematic
observation and reasoning” (Rosanas, 2007:1). Philosophy of science on the other hand
deals with the study of reality and development of knowledge. It incorporates beliefs or
assumptions of reality, study of knowledge and research process. It is also concerned with
the role of social values in the research process (Saunders, Lewis & Thornhill, 2007:101).
Research philosophy influences research methods and strategy that an investigator adopts
when conducting a research project. A conceptual research framework that integrates the
nature of reality (ontology), the study of knowledge (epistemology), the role and values in
research, and the process of conducting research is called a research paradigm (Sobh &
Perry, 2006:1194). Filstead defines research paradigm as a “set of interrelated assumptions
about the social world which provides a philosophical and conceptual framework for the
organised study of that world” (as cited in Ponterotto, 2005:127). According to Guba and
Lincoln (1994:107) “paradigms are basic beliefs systems based on ontological,

epistemological and methodological assumptions.”

Philosophy of science is therefore influenced by the researcher’'s worldview or paradigms

which are underpinned by their ontological, epistemological, axiological and methodological
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assumptions (Guba & Lincoln, 1998:200; Ponterotto, 2005:127). This section discusses the

major components of research paradigm and how they affect research process.

3.2.1. Ontology

This is a philosophical science which involves the study of being or what exists (Fleetwood,
2004). 1t is concerned with reality or what is to be known, whether social or political
(Masadeh, 2012; Scotland, 2012; Saunders et al., 2007; Sobh & Perry, 2006; Ponterotto,
2005). Reality can be perceived objectively or subjectively (Saunders et al., 2007). Those
who view reality with objective lenses believe that “social entities exist in reality external to
social” while the subjectivists believe “social phenomena are created from perceptions and...

actions of social actors” (Saunders et al., 2007:108)

The objectivist believes reality exists and can be known through research. This ontological
position is linked to positivism paradigm which argues that reality or authentic knowledge
can also be discovered through scientific method of research which begins with theory and
uses deductive reasoning and then tests hypotheses from theory. According to Ponterotto
(2005:130) the positivists argue that there is “one true reality” that can be identified and
measured. This view is also considered as “naive realism.” The objectivist also believes
that the researcher’s feelings and values do not have any effect in the research process. In
other words, “research should be objective and value free” (Saliya, 2017:98). A similar
ontological view to positivist which is somewhat different is called post-positivist position.
The post-positivists argue that there is reality out there independent of the researcher.
However, this reality can only be “measured imperfectly.” This is also called “critical realism”
(Ponterotto, 2005:130).

The subjectivist on the other hand believes that there are multiple realities that exist in the
world of research. This ontological position is known as “relativist ontology” and is linked to
interpretivist paradigm. To the interpretivist, reality is socially constructed and does not exist
without the researcher (Saunders et al., 2007:108; Saliya, 2017:98). According to Guba and
Lincoln (1994) realities are not absolutes. Realities can be altered depending on the social
actors’ construction. In other words, there are multiple realities originating from “multiple

interpretation of data” by various social actors (Ponterotto, 2005:130). The Interpretivist
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research is value laden (Ponterotto, 2005:131) as opposed to the positivist research which
is value free (Sobh &Perry, 2006:1196).

Besides these opposite polar philosophical positions, there is pragmatism which tends to
avoid the extreme views. According to Saunders et al. (2007) pragmatists consider research
guestions to be more important than debates about truth or realities. While ontology is
considered as reality, epistemology deals with the relationship between “reality and the
researcher” (Sobh & Perry, 2006:1194). Ontology has an influence on epistemology,

researcher’s worldview and research methods.

3.2.2. Epistemology

This is a philosophical science that studies the nature of knowledge and what constitutes
acceptable knowledge in a particular field of study (Saunders et al., 2007:102). It is also
referred to as a research process by which the researcher wants to know the truth or reality
(Antwi & Hamsa, 2015). It is concerned with the process of knowledge acquisition
(Ponterotto, 2005). According to Guba and Lincoln (1994:108) epistemology deals with the
question “what is the nature of relationship between the knower... and what can be known?”
If the reality or truth is assumed to exist, then the researcher takes an objective position to
reality. Just as ontological polar positions of reality, epistemology also shares the two
opposite views of how the researcher comes to know the truth or develops knowledge. On
one end of the continuum is the researcher who holds a positivist position of knowledge

development and on the other end is the interpretivist (Saunders et al., 2007:103).

3.2.3. Research Paradigms

Kjesrud (2015:35) defines a paradigm “as a set of assumptions that influences research
methods and theoretical approach.” According to Saunders et al. (2007:110) a research
paradigm is “a way of examining social phenomena from which particular understandings
of these phenomena can be gained and explanations attempted.” Guba and Lincoln
(1994:105) define a paradigm as “belief system or worldview that guides the investigator,
not only in choices of method but in ontologically and epistemologically fundamental ways.”
There are many categories of paradigms based on different schools of thoughts or
disciplines. The widely accepted categorisations are those of Burrell and Morgan (1979)

and Guba and Lincoln (1994). Burrell and Morgan (1979:22) has summarised paradigms
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into four classes based on sociological view. These include radical humanist, radical
structuralist, interprevite and functionalist. In a later study, Guba and Lincoln (1994:108-
109) categorised these into four slightly different categories namely, positivism, post-
positivism, critical theory et al, and constructivism. Other categories include that of Crotty
which differs slightly from those of Guba and Lincoln (Brand, 2009). What is common
among these typologies is that in each category, there is positivism on one polar side of the
continuum and interpretivism / constructivism on the other polar. For the interest of this
study the following paradigms are discussed: positivism, interpretivism, realism / post-
positivism, and critical theory et al.

3.2.3.1. Positivism

This is a philosophy of science which deals with scientific methods. It was developed by
Augustine Conte in the 19" century (Saliya, 2017; Masadeh, 2012; Scotland, 2012). This
paradigm involves systematic observation of phenomena within the context of a theory
(Ponterotto, 2005). Positivism has been a dominant worldview in natural sciences.
According to positivists, research should be approached objectively and verified using
scientific methods (Brand, 2009). Reality according to a positivist is fixed and can be known.
Theories about reality can be logically developed and such theories can be empirically
verified (Westhues, Cadell, Karabanow, Maxwell & Sanchez, 1999). Since natural sciences
predominately use positivism philosophy of science, the advocates of this worldview believe
that social science should share the same goal hence the same paradigm (Ponterotto, 2005).
The purported successful application of positivism in natural science has led to its advocates
to believe that it can also be applied to organisational studies in similar manner (Fleetwood,
2014).

On ontological position, a positivist believes that there is reality or “real world” that exist
independent of the actors. This reality can be discovered using deductive logic (Saliya,
2017:97; Brand, 2009:432). In other words, a positivist holds a realist ontological position
(Scotland, 2012:10).

The epistemological position of a positivist is that of objectivism. The positivists believe that
there is absolute knowledge about reality that is independent of social actors and this can

be verified using scientific method (Scotland, 2012). The positivist contends that research
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should be “value free”. In other words, researcher’s feelings should not influence research
process (Saliya, 2017:98). According to Fleetwood (2014:195) the positivist believes in
“‘event regularities.” Problems are treated as technical and can be resolved by use of
scientific method and through formulation of hypothesis. The positivist predominantly uses
quantitative data. Burrell and Morgan (1979:5) posit that positivists “seek to explain and
predict what happens in the social world by searching for regularities and causal

relationships between its constituent elements” (Machado & Laffin, 2014:202).

The methodological approach of the positivist is that for research to be generalised it should
be quantified (Crossan, 2003). The approach is “experimental and manipulative” by testing
hypothesis and any “confounding” condition is controlled to prevent it from influencing the
outcome of the research process (Guba & Lincoln, 1998:204). As a result of a controlled
condition, a positivist operates in a closed system (Williams, Rycroft-Malone & Burton, 2017).
A “hypothetico-deductive, inductive-statistical and a covering law model” is followed to
explain and predict the outcome of phenomena (Fleetwood, 2014:195; Ponterotto,
2005:128). The methodology employed by the positivist generally aims at explaining
relationship by the use of correlations and experimentation (Scotland, 2012:10). This
paradigm largely uses guantitative methods which employ statistical analysis (Saunders et
al., 2007:104).

While positivism has been a dominant philosophy of social science which includes business
management over the century (Sobh & Perry, 2006:1196), it has not been without criticism.
One of the major criticisms is the conflation of explanation and prediction. Fleetwood
(2014:196) contends that “prediction does not constitute explanation”. Prediction is based
on past event regularities. However, “to explain is to give causal history.” Fleetwood
(2014:196) further argues that “if causality is reduced to mere event regularity, then

explanation is reduced to merely providing information on a succession of events”.

Critics of positivism also find fault not only in its ontology of events (Fleetwood, 2014:197)
but also insistent of absolute truth or reality (Crow & Lockhart, 2014). Business
management as a field of study is a social science. Denying the influence of social actors’
interpretation of phenomena as advanced by positivism negates the role of humans in

business research. Such a position is also simplistic in nature and does not account for the
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complexity of business organisation (Saunders et al., 2007:107). Business organisation is
a “complex social science phenomenon”; the use of positivism to study such a phenomenon

is considered inappropriate by critics (Sobh & Perry, 2006:1197).

Positivism has also been the dominant paradigm in corporate governance research. The
use of positivism philosophy has influenced agency theory in the corporate governance
research (Zattoni, Douglas & Judge, 2013). Much of the research in corporate governance
discipline has focussed on the relationship between corporate governance and performance
(Crow, Lockhart & Lewis, 2013). Literature on governance has focussed on the role of the
board in influencing performance. The relationship between board’'s attributes and
performance has led to conjectures that correlations lead to explanation. The insistence on
an absolute truth has also been put to question. Crow and Lockhart (2014) contend that
many of the correlations of corporate governance reported in the literature have been
inconclusive. Many of the assertions have also been falsified elsewhere. For instance,
while many scholars have found a positive relationship between board attributes and
performance (Liu et al., 2015), others have found that relationship not conclusive (Abidin et
al., 2009). Other scholars have criticised positivism for its reliance on ‘archival data” and its
assumption that this data is “flawless”, however, Rebeiz (2018:89) contends that archival
data is inherently imperfect and quite often “impair the validity and reliability of the empirical

findings.”

Despite these limitations, Crow and Lockhart (2014) observe that the use of correlation by
positivism help in knowledge creation. The criticism facing positivism and its insistence on
absolute truth, deductive method and value free research, led authors to the use of

interpretivism as an alternate research paradigm.

3.2.3.2. Interpretivism

This philosophy of science rejects the belief in absolute truth. Interpretivists hold the position
of relativity and believe in multiple realities as opposed to single reality as advanced by the
positivists (Ponterotto, 2005). Interpretivism also referred to as constructivism is a belief
system “that reality is socially constructed” by social actors (Ponterotto, 2005:131; Sobh &

Perry, 2006). The origin of constructivism is traced to Kant’s work who stated that “you
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cannot partition an objective reality from the person ... who is experiencing” the reality
(Ponterotto, 2005:129).

The interpretivists hold “relativist ontology” (Guba & Lincoln, 1998:186). According to this
philosophy, realities are dependent on human constructions which are subjective and not
fixed. These constructions and “their associated realities” can be altered (Guba & Lincoln,
1994:111).

The epistemological position of interpretivists is that of subjectivism. This philosophy
believes in “lived experience” of social actors (Ponterotto, 2005:131). Construction of
realities is achieved through the interactive link between the researcher and the object of
research (Denzin & Lincoln 1998:2007). If reality is socially constructed, Fleetwood
(2014:199) argues, then “it is constructed from the very discourse ... used to make
knowledge claims”. Interpretivism therefore negates the separation between ontology and

epistemology.

Interpretivists hold a “Hermeneutical and dialectical” methodology. There is a continuous
dialogue and interactions between the social actor and its subject of inquiry with the intention
of moving from unknown to known (Guba & Lincoln, 1998:207). Since interpretivists believe
in multiple realities, dialogue and negotiations help them to achieve shared understanding of
these realities (Sobh & Perry, 2006). Through understanding, the interpretivist is able to
provide meaning or an explanation of an action and how ideas influenced the social actor’s
action (Hay, 2011; Schwandt, 1998). Researchers who follow this paradigm use inductive
method to develop theory as they interpret what others hold of social realities (Creswell,
2007). Interpretivists use qualitative method for data collection and analysis (Creswell,
2007). Interpretivists carry out their research in natural settings within the socio-cultural
context. Some of the methodologies that have been used in this paradigm include case

studies, phenomenology, hermeneutics, and ethnography (Scotland, 2012:12).

Interpretivism has been considered as an alternative paradigm to positivism in corporate
governance research. Following failures of positivism, many researchers have questioned
agency theory as advanced by the positivists. The belief that organisations are complex

social structures, interpretivists argue that such social structures cannot be understood by
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reductionist approach which is used by positivists (Ponterotto, 2005). Othman and Rahman
(2011) contend that corporate governance is a subjective and complex issue and can only
be understood through interpretivist approach. This has led to the use of qualitative method
by corporate governance scholars to understand the world in which the corporate
governance players live especially the board of directors. Crow and Lockhart (2014) posit
that a board of directors which is an important element of corporate governance is a social
dynamic and complex entity whose activities can better be understood by the use of
“‘inductive mode of inference”. This assertion is at the heart of interpretivists who argue that
governance cannot be understood without understanding the actions and meanings of
individuals involved. Understanding ideas and shared values of governance players, helps
the researcher to understand how decision makers create and develop policies (Detomasi,
2006).

Interpretivism approach is not without criticism. One of the major criticisms is that of its lack
of transferability of knowledge due to various interpretations resulting from many social
actors. In addition, to knowledge transferability, Scotland (2012) also observes that
interpretivism lacks generalisation which is an important tenet of research. Limitation to
generalisation is due to multiple interpretations of individual qualitative data by social
constructors.  Notwithstanding these limitations, interpretivism has contributed to the

foundation of qualitative methods (Ponterotto, 2005:129).

3.2.3.3. Critical Theory et al

Like interpretivism, critical theory and its variants were developed as an alternative to
positivism which advocates a single truth or reality. Critical theory believes in multiple
constructed rea