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Abstract

The failures of corporations such as Enron, WorldCom and HIH Insurance, to name but a few, have heightened
investor awareness of the need to not only evaluate company performance, but also to consider the possibility that
financial statements may not be a true reflection of company results, as fraudulent activities may have occurred during
the reporting period. Since parties who are outside of the firm do not have access to pertinent information, they have to
rely upon published financial and non-financial data to form an opinion regarding performance and/or the risk that
fraudulent activities may have occurred. The prior literature shows a relationship between weak corporate governance
and fraudulent activities, although most if not all of this research relates to Western economies. The differences in
institutional setting e.g. cultural values and legal environment in Malaysia would not give the same findings with the
study in western economies. Composing of many ethnicities, Malaysia is a multicultural country. With each ethnic
group upholding its own culture, values and belief, businesses are conducted according to each ethnic’s culture. The
results of this study could shed some light on the influence of institutional setting regarding corporate governance.
Companies that were charged with accounting and auditing offences from year 2003 to 2007 were selected as the
fraudulent samples. Data was collected from the years these companies were charged with fraud and the year prior to
that. Logistic regression analysis was carried out to determine the significant differences between fraudulent and
non-fraudulent companies with respect to corporate governance characteristics. The results indicated that the size of
the board and the percentage of institutional shareholdings had significant relationships with the likelihood of
corporate fraud occurrences consistently across the two-year period studied. The results of this study will assist public,
corporate and accounting policy makers in formulating more effective corporate governance mechanisms.
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1. Introduction

A survey conducted by PwC’s (2018) highlighted that fraud and corruption remain pervasive in businesses. In addition
to financial losses, the survey described non-financial losses resulting from corporate fraud, including damage to
companies’ brands or goodwill, loss of employee morale, damage to business relations with outside parties (especially
regulators) and decreases in the value of companies’ shares. The repercussions of corporate fraud affect not only the
companies and their shareholders, but also employment, social stability and the public at large. The reverberations of
corporate fraud can be clearly seen in the cases of Enron, Worldcom, Parmalat and many others. Among those that
suffer from corporate fraud are those that rely on published information to assess company performance and make
investment decisions, such as stockholders and the general public. The serious consequences of corporate fraud have
prompted strong control and monitoring mechanisms to be enacted, with the goal of overseeing corporate and
management activities.

The separation of control and ownership increases the need for effective monitoring and control over management to
protect the interests of investors and stakeholders (Fama and Jensen, 1983. Investor and stakeholder interests are
usually protected using a three-tier system (Ramaswary, 2005). The first tier is the company’s code of corporate
governance; among others, the objectives of the code are to ensure that company policies are enforced, goals are met,
performance is monitored and disclosures of company activities are adequate. The second tier is the company’s
internal control system. Here the objectives are to provide reasonable assurance of the effectiveness and efficiency of
company operations, the reliability of financial reporting, and compliance with laws and regulations. The third tier is
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the regulators (e.g. the Securities Commission). Regulators are responsible for overseeing the company’s reporting
system and ensuring compliance with disclosure standards, auditing standards, procedures and independence, ethical
standards, and quality control standards.

Debates on the integrity of financial reporting have broken out as the number of reported corporate bankruptcy and
fraud cases increases (Rezaee, 2005). This has become an issue that concerns regulators as well as users of financial
reports (AICPA, 1993; Treadway Commission, 1999). Deficiencies in internal controls resulting from weaknesses in
corporate governance structures have contributed to the increase in fraudulent activities (Beasley, 1996;
Riahi-Belkaoui and Picur, 2000). The pressure to maintain the company's performance can become the motivation for
managers to manipulate financial reports (Ramaswary, 2005). Riahi-Belkaoui and Picur (2000) indicated that
management’s ability to override internal controls is another contributing factor to fraud. As concerns about fraud
increases, companies are being urged to fortify their internal control systems by strengthening their corporate
governance.

The main focus of this study is to evaluate the effectiveness of corporate governance lowering the risk of fraud.
Information published is vast and at times it is too technical for the general users to understand and evaluate the
impact on future performance. Therefore, it is impossible to study and analyze all of the information presented in the
published report. The selection of corporate governance information is due to the role of governance in monitoring and
controlling business activities. Thus, good and effective governance means good control and monitoring over business
activities which is extended towards lowering the risk or likelihood of corporate fraud. In order to distinguish between
healthy and unhealthy practices of corporate governance, a control group (healthy companies) will also be studied (this
data became the ‘benchmark’ of healthy practices). Both groups’ data were empirically tested and regressed; to
determine the significant relationship between the practices and the likelihood of corporate fraud occurrences.

2. Literature Review

The need for an effective corporate governance system in companies is undeniable. Reference (Cullinan and Sutton,
2002) found that 70% of the fraud in companies involved CEOs and 20% involved senior managers. Reference (Bell
and Carcello, 2000)found that the significant risk factors of fraud included a weak internal control environment; rapid
company growth; inconsistent or inadequate probability; an undue management focus on meeting earnings projections;
an overly evasive or lying management; private ownership status; and an interaction factor between weak controls and
aggressive management attitude towards financial accounting. Beasley (1996) study on fraud risk factors found that
non-fraudulent firms have significantly higher percentages of outside members than fraudulent firms. A study by
Grove and Basilico (2008) focused on fraudulent financial reporting detection had concluded that an all-powerful
CEO, weak system of management control, senior management turnover, insider stock trading and questionable
business strategies with opaque disclosure are significant red flags for fraudulent companies. Reference (Grove and
Cook, 2004) arrived at the same conclusion in their analysis of the financial statements of Enron, WorldCom, Qwest
and Global Crossing. Some of the red flags are corporate culture, a lack of internal controls and problems with
companies’ auditors in terms of high consultation fees as compared to audit fees. (Beasley, et al, 2000; Beasley, et al,
2000) also found that a weak governance system is associated with fraud occurrences.

The board of directors has been identified as one of the important ways to control managers’ actions (Fama, 1980). A
higher number of independent board members have helped in reducing the incentives for earnings in management,
which resulted in better control (Baysinger and Hoskisson, 1990; Borokhovich, et al, 1996; Jensen, 1993). (Jensen,
1993; Lipton and Lorsch, 1992) found that a board with a higher percentage of independent directors will provide
better decision control and monitoring of management activities. Petra (2005) found that external and independent
directors do strengthen corporate governance. Meanwhile, Saksena (2003) found that more independent directors on
the board significantly reduced the likelihood of financial statement fraud. Carcello and Nagy, (2004) found that
non-fraudulent companies have a higher proportion of external directors than fraudulent companies, and this is
consistent with the findings of Beasley (1996). In examining the relationship between the credibility of financial
reporting systems and the quality of corporate governance, Farber (2005) found that the fraudulent companies showed
weak governance as compared to control firms. In particular, fraudulent companies had a smaller number of external
board members and audit committee meetings, a small percentage of ‘Big 4’ auditing firms, and a higher percentage of
CEO duality.

Chen et al, (2006) found that in China, CEO duality is not a significant fraud deterrent. Saksena (2003) discovered that
CEO duality is positively significant with management fraud; the existence of a dual role on the board increases the
CEO’s power over the board, increasing the likelihood of fraud. This is consistent with the study conducted by Bliss et
al, (2011) in Australia, which indicated that dual roles reduced the effectiveness of the board’s independence in
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carrying out their responsibilities. Kim et al, (2009) in their study on the relationship between CEO duality and
corporate diversification in the US, stated that there is a positive relationship between duality and unrelated corporate
diversification. Haniffa and Hudaib, (2006) established that duality is negatively related to company performance, and
this supports the argument that if the CEO has too much power in decision making, they may end up pursuing their
own interests (Jensen, 1986). This finding is consistent with Dey et al, (2011) discovery that compensation pay for
CEO’s with a dual role is significantly higher compared to CEOs without a dual role. An established CEO, that is, a
CEO who has been on the board for a long time, will be more effective in influencing the board when compared to a
new CEO (Hermalin, 2005; Hermalin and Weisbach, 1988). A CEO with a dual role and a long tenure has been found
to have more influence over the board (Kim et al, 2009). In a study on the impact of board composition and ethnicity
on audit quality in Malaysia by Salleh et al, (2016) the researchers found that board independence promoted the
appointment of a higher quality of auditors which indicated better assurance of audit quality. Malaysia is a
multicultural country, composed of many different ethnicities, which include Malays, Chinese and Indians. Every
ethnicity has its own unique cultural values and beliefs. Studies on culture have found that differences in cultural
practices have influences over business practices, organizational structure, managerial style, accounting disclosure
practices, auditing services and governance structures Claessens et al, 2000; Haniffa and Cooke, 2002; Hofstede, 1980;
Yatim et al, 2006). As indicated by Hofstede (1980) culture determines institutional practices and how they are
formed.

A study by Mohd Salleh and Othman, (2016) on boards attributes as deterrence to corporate fraud in Malaysia; found
that the frequencies of board meetings could be used to monitor the company. The study indicated that the more
frequent the board meets, the better control will be over the company activities. The study also found that the size of
board and duality is not significant in fraud deterrence. Abdullah et al, (2010) study on financial restatement and
corporate governance in Malaysia indicated that board independent, audit committee independent, managerial
ownership and CEO duality did not have significant effect on the likelihood of financial misstatement. The study
found that the higher percentage of institutional ownership reduces the event of financial misstatement. Malaysian
companies are highly concentrated since the majority of companies in Malaysia are family-owned and having
outsiders holding ownership could increase control and monitoring of these companies activities.

For a board to effectively control and monitor managers, the number of board directors should be seven or eight
Lipton and Lorsch, 1992; Petra, 2005). The smaller the number of directors on the board (fewer than 10) the more
effective the board is at carrying out their function (Yermack, 1996). Chen et al, (2006) studied corporate fraud in
China and found that board size is not significant in deterring fraud; this is consistent with (Uzun et al, 2004; Carcello
and Nagy, 2004; Farber, 2005; Bradbury et al, 2006; Smaili and Labelle, 2009). However, Beasley, (1996) found that
a larger board increased the likelihood of financial statement fraud as it reduced the effectiveness of the controls. Xie
et al, (2003) on the other hand, found that having a larger board is associated with fewer earnings in management
activities. The importance of frequent board meetings is highlighted in the Malaysia Code of Corporate Governance
best practices. The Code suggests the board should meet regularly, at least four times per year. The more frequently
the board meets the more effective it will be at monitoring and controlling management activities (Abbott et al, 2004;
He et al, 2009; Lipton and Lorsch, 1992). Having frequent meetings means that the directors will review the
company’s activities more often and will be kept updated on the company’s performance. A study by Chen et al,
(2006) in China found that more frequent board meetings reduced the likelihood of fraud occurring. This indicates that
effective monitoring and controlling of management activities will reduce the likelihood of fraud activities. In contrast,
(Jensen, 1993; Smaili and Labelle, 2009; Bédlard et al, 2004) found that the frequency of board meetings does not
necessarily lead to effective monitoring of management.

Owens-Jackson et al, (2009) analysed the relationship between audit committee characteristics and fraudulent
financial reporting and found that independence and the number of audit committee meetings are negatively related to
the likelihood of fraudulent financial reporting. Ferris et al, (2003) analysed the monitoring performance of directors
with multiple board appointments found that multiple directorship did not reduce the effectiveness of audit committees
in performing their monitoring responsibilities (consistent with Fama and Jensen (1983)). Another study on multiple
directorship and firm performance in India indicated that members with multiple directorships have a positive effect
on firm’s value and they attend more meetings (Sarkar and Sarkar, 2009; Schnake and Williams, 2008) indicated that
holding a multiple directorship and serving on a larger board diminished the focus of the directors in their monitoring
responsibilities as larger boards are more difficult to coordinate. Sharma and Iselin (2012) study on the association of
audit committee directorship and tenure with the financial statement occurrences found that having multiple
directorship increases the occurrences of financial misstatements since their findings suggested that multiple
directorship reduced the effectiveness in monitoring companies. This finding is consistent with the study by Tanyi and
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Smith (2014) that the busyness of audit committee members weakens the monitoring performance. Burns (2003)
found that large block holders are able to monitor effectively and can have an influence over the company’s corporate
governance practices that will reduce the likelihood of fraud. Similarly, Bushee (2000) found that when companies
have high institutional stockholdings, it increased the firms’ value in their long-term earnings. Kim et al, (2009) found
that a higher concentration of institutional shareholdings in a company led to better monitoring and control of the
company’s activities (unrelated corporate diversification), in particular regarding a dual CEO.

3. Research Methodlogy

As the objective of this study is to determine the usefulness of corporate-published information in indicating if a
company is at risk of fraud, the selection of fraudulent companies and non-fraudulent companies was vital. The
general criteria for both groups of companies are as follows:

i. Companies were selected from public listed companies in Bursa Malaysia.
ii. Banking, finance, insurance and unit trust companies were excluded.

iii. All companies for both groups needed a complete set of data for each year analyzed; therefore, companies with
incomplete data were excluded.

Fraudulent companies were selected from Malaysia Securities Commission Enforcement Release that was charged
with accounting and auditing offences from 2003 to 2007. The reason for starting the selection in 2003 was because
the Malaysian Code of Corporate Governance was introduced in 2000, while 2001 was considered an adjustment
period year for companies to adapt to the new requirements. Thus, the year 2002 was appropriately decided as the
starting year for data collection, and since the data on corporate governance for this study covered two years (the fraud
year and the year prior to the fraud year), the selection of fraudulent companies started from 2003. The Code was
revised on 1st October, 2007, and in 2008, the global recession began to take effect; therefore, the cut-off period for
the selection of fraudulent companies for this study was 2007.

The non-fraudulent companies that are the control companies in this research were selected from public listed
companies on Bursa Malaysia. The companies were selected based on their similarity to the fraudulent companies in
time period, industry type and size. The non-fraudulent companies must not have any record of being investigated for
commercial crime either by the Securities Commission or any other regulatory bodies or in financial distress (not
listed in the PN4 or PN17 listing). Distressed companies were excluded because of the statement made by Malaysian
Securities Commission that many of the losses suffered by PN4 and PN17 companies are caused by mismanagement,
fraud and other unethical practices (Anwar, 2006).

The Malaysia Securities Commission Enforcement Release (MSCER) disclosed 84 fraud cases (from 2003 to 2007).
Out of this total, 34 companies were involved and charged with accounting and auditing offences by the Malaysia
Securities Commission. From the 34 companies, 13 are no longer trading (bankrupt or liquidated). A final sample of
11 companies was used for this study as the other 10 companies either did not have complete sets of data or were not
public companies. Private companies are not required to publish annual reports and therefore, were excluded from this
study. Out of the 11 companies selected, five were charged in 2007, two in 2005, one in 2004 and three in 2003. None
of the companies charged in 2006 were selected for this study as they did not meet the necessary criteria. The year
when the company was charged and listed in the MSCER is referred to as the first year of fraud or year t. The
selection of non-fraudulent companies was based on the fraudulent companies. As explained earlier, the selection of
non-fraudulent companies was bound to the criteria mentioned. A final sample of 149 non-fraudulent companies and
11 fraudulent companies was used for this study.

3.1 Data and Data Analysis

The corporate governance characteristics or variables were obtained from companies’ corporate governance reports,
director profiles and analyses of shareholdings. The corporate governance characteristics analysed in this study are
divided into four areas. The first area is characteristics of the board of directors, namely: independence of board
(INBOD), total number of board members (TBOD), number of board meetings (BODMEET) and percentage of
director shareholdings in the company (DIROWN). Second area is the characteristics of the board’s chairman, namely:
duality (DUALITY), chairman’s ethnicity (ETHNIC) and chairman’s tenure (TENURE). The next corporate
governance variables are the audit committee characteristics which include the independence of the audit committee
members (INDAC), the proportion of audit committee members having at least one additional directorship in another
company to total number of audit committee member (OUTDIR) and the frequency of audit committee meetings
(ACMEET). The last area is the percentage of institutional shareholdings or block holder stock ownership (BLOCK).
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Both the descriptive analysis and logistic regression analysis were carried out. To determine the multivariate
relationships between the corporate governance characteristics and corporate fraud, this hypothesis is tested:

Ho: There is no significant relationship between the corporate governance characteristics with the likelihood of
corporate fraud.

In order to test the hypothesis, logistic cross-sectional regression analysis was carried out using the proposed model
(consistent with Beasley, 1996; Uzun et al, 2004; Persons, 2005):

FRAUD, = « + (,INDBOD, + [3,DUALITY + S, TENURE, + [3,BODMEET,

+ [, TBOD, + [B,ETHNIC, + S, DIROWN, + f3,INDAC,

+

B, OUTDIR, + f3,,ACMEET; + [3,;BLOCK, + &

Where:

FRAUD = A dummy variable with a value of 1 when a firm is alleged to have experienced financial statement fraud
and a value of 0 or otherwise.

INDBOD = The percentage of board members who are not the companies’ Managing Directors’ (not currently officers
or employees of the companies).

DUALITY = The CEO is also the chairman of the board.

TENURE = The number of years the chairman has served as a director.

BODMEET = The frequency or number of board meetings in a year.

TBOD = The number of members on the board.

ETHNIC = The chairman’s ethnicity; Malay or others.

DIROWN = The percentage of manager (insider) ownership of company shares.

INDAC = The proportion of independent audit committee members to total number of audit committee members.

OUTDIR = The proportion of audit committee member having at least one additional directorship in another company
to total number of members.

ACMEET = The number of audit committee meetings held in a year.

BLOCK = The percentage of block holders (institutional) who owns more than 5% of shares in the company (direct
shareholdings).

I = The firms.

& =Theresidual.

[ =The slope coefficient.
4. Discussion of Results

Table 1. Logistic regression estimation of likelihood of corporate fraud occurences for both years

Year t Year t-1
Variables B (sign) rEa)L(tFi)o)B (Odds B (sign) IZt[i)O)B (Odds
INBOD -0.062 0.940 0.276 -0.053 0.949 0.294
TBOD -0.784 0.457 0.024** -0.608 0.544 0.065*
BODMEET 1.045 2.842 0.038** 0.403 1.496 0.105
DIROWN -0.049 0.952 0.171 -0.078 0.925 0.027**
DUALITY -0.391 0.676 0.716 1.387 4.003 0.274
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TENURE -0.254 0.776 0.080* -0.050 0.951 0.308
ETHNIC 1.458 4.296 0.175 1.936 6.931 0.075*
INDAC 0.004 1.004 0.916 0.002 1.002 0.973
OUTDIR -0.017 0.983 0.341 0.002 1.003 0.836
ACMEET -0.598 0.550 0.194 -1.049 0.350 0.110
BLOCK -0.078 0.925 0.009*** -0.093 0.911 0.003***
CONSTANT  5.407 4.349 0.214 9.804 5.649 0.83

a.  Variable(s) entered at step 1: INBOD, TBOD, BODMEET, DIROWN, DUALITY, TENURE, ETHNIC, INDAC,
OUTDIR, ACMEET, BLOCK

*, ** *** denote significances at 10%, 5% and 1%, respectively.

To determine the relationships between the corporate governance variables and the likelihood of corporate fraud
occurrences, hypothesis testing of relationships was carried out using logistic regression analysis and the result is
presented in Table 1. Only four of the variables were significant predictors of the likelihood of corporate fraud for
year’s t and t-1. The significant predictors for year t were: size of board, number of board meetings, chairman’s tenure
and percentage of institutional shareholdings. The significant predictors for year t-1 were: size of board, percentage of
directors’ shareholdings, chairman’s ethnicity and percentage of institutional shareholdings. However, only size of
board and percentage of institutional shareholdings were found to be constantly significant predictors of the likelihood
of corporate fraud for the two years studied.

Analysis of the independence of the board of directors (INBOD) for both years evidenced that this factor is not a
significant contributor to the effectiveness of corporate governance in fraud deterrence, as shown in both the univariate
and logistic regression analyses. This suggests that independent board directors do not reduce the likelihood of fraud
occurrences. The Bursa Malaysia Listing Requirement (Paragraph 15.02) requires companies to have at least two
directors, or 1/3, on the board that are independent (whichever is higher). Upon investigation of this variable, the mean
INBOD for both groups of companies were above the required percentage, showing that compliance with the
requirement by both groups of companies was high. This result is consistent with the findings of Hasnan et al, (2008)
on fraudulent financial reporting in Malaysia. Other studies on the role of board independence with respect to its
effectiveness in monitoring company activities and performance in a Malaysian setting also found that the
independence of board member is not significant (Anwar, 2006; Smaili and Labelle, 2009; Hashim and Devi, 2008; Li
and Ang, 2000). On the other hand, this result is in contrast with (Beasley, 1996; Xie, et al, 2003; Lipton and Lorsch,
1992) who found that the higher the percentage of independent board members, the better the control. However, these
studies were not conducted in Malaysia. This study shows that on average the percentage of independent board
members is 37% to 43%, which is above the required percentage. Therefore, null hypothesis 1b is accepted for both
years, indicating that INBOD is not a significant predictor of the likelihood of corporate fraud. This result highlights
the ineffectiveness of INBOD at monitoring and controlling company activities and reporting. Perhaps a more in-depth
study could be carried out to examine this variable in order to understand why it is weak; is it due to the number of
independent members or the members themselves not being competent in carrying out their duties? Perhaps the
suggestion by Ahrens et al, (2011) to look beyond directors’ independence could be further investigated, e.g. the
competency of the directors in terms of knowledge and experience could be studied.

For year t, size of the board (TBOD) was a significant predictor variable in the logistic regression results. TBOD was
significant at the 5% significance level, with a p value of 0.024. The result indicated a negative B value of -0.784,
which means that an increase in the number of board members reduces the likelihood of fraud occurring. The odds
ratio (0.457) was less than 1, so for every additional person on the board, fraud will be 0.457 times less likely to occur,
controlling other factors in the model. The non-fraudulent companies had a higher number of members on their boards
than the fraudulent ones. The results indicated that a higher number of members on the board reduced the likelihood of
corporate fraud. The size of the board (TBOD) was also a significant predictor in the logistic regression result for year
t-1. TBOD was significant at the 10% significance level, with a p value of 0.065. The result showed a negative B value
of -0.065, which means that an increase in the number of board members reduces the likelihood of fraud occurrences.
The odds ratio (0.544) was less than 1, indicating that for every additional person on the board, fraud will be 0.544
time less likely to occur, controlling other factors in the model. This result shows that having at least eight members
on the board could influence (reduce) the likelihood of corporate fraud. The effectiveness of a TBOD of at least eight
members in this study is consistent with the suggestion by (Jensen, 1993; Lipton and Lorsch, 1992). Beasley (1996)
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found that a larger-sized board increased the likelihood of fraud. This result is consistent with the findings of Hasnan
et al, (2008) as well as the recommendation of the Malaysia Code of Corporate Governance 2011 Blueprint. The
findings of Beasley (1996) are in contrast with the result of this study, which found that on average, fraudulent
companies have a lower number of board members than non-fraudulent companies, suggesting that a larger board is
more effective at reducing the likelihood of fraud. So, it can be said that in a different cultural and legal environment
(e.g. Malaysia), more members on the board increases the effectiveness of a company’s governance and as a result,
reduces the likelihood of corporate fraud. Therefore, null hypothesis is rejected for both years; as there is a significant
relationship between size of board and the likelihood of corporate fraud in Malaysia.

For year t, the number of board meetings in a year (BODMEET) was also a significant predictor; therefore, null
hypothesis is rejected. The results showed that there is a significant relationship between the frequency of board
meetings and the likelihood of corporate fraud occurrences. BODMEET was significant at the 5% significance level,
with a p value of 0.038. There was a positive B value of 1.045, which means that frequent board meetings are unlikely
to reduce the likelihood of fraud. The odds ratio (2.842) was more than 1, so for every additional board meeting, fraud
will be 2.842 times more likely to occur, controlling other factors in the model. While frequent board meetings may
not reduce the likelihood of corporate fraud, this factor could possibly highlight that a company is in distress and at
risk of fraud. This result is consistent with (Uzun et al, 2004; Bé&lard et al, 2004) who found that frequent board
meetings do not necessarily lead to effective monitoring and control. However, BODMEET was found not to be
significant in year t-1 and therefore for year t-1 null hypothesis is accepted. One possible reason for this inconsistent
result is that the average number of board meetings in year t-1 was six for fraudulent companies and five for
non-fraudulent companies, so there was a minor difference between the groups.

Directors’ shareholding (DIROWN) was not a significant contributor to reducing the likelihood of corporate fraud for
year t. This indicates that the percentage of directors’ shareholdings did not reduce the likelihood of fraud in year t;
therefore, null hypothesis is accepted. Directors’ shareholdings (DIROWN) appeared to be a significant predictor in
the regression model for year t-1. DIROWN was significant at the 5% level, with a p value of 0.027. There was a
negative B value of -0.078, meaning an increase in the percentage of directors’ shareholdings reducing the likelihood
of fraud. The odds ratio (0.925) of less than 1 indicated that for every additional 1% of directors’ shareholding, fraud
will be 0.925 times less likely to occur. This result is in contrast with the findings of Owens-Jackson et al, (2009). For
both groups of companies, on average about 10% of directors held shares in the company, which is relatively low. The
average directors’ shareholding for fraudulent companies in year t was 9%, and for non-fraudulent companies it was
11%. One possible explanation for this predictor being significant in year t-1 is that having 10% or more directors’
shareholding could reduce the likelihood of corporate fraud occurrences. Therefore, for year t-1 null hypothesis not
supported.

Chairman’s duality (DUALITY) was not a significant contributor to the weaknesses of corporate governance in fraud
deterrence, as shown in the logistic regression analyses for both years studied. This implies that the chairman’s dual
role does not increase the likelihood of fraud. This result is consistent with the findings of Chen et al, (2006). Upon
investigation of DUALITY in both groups, only 16% and 16% respectively of the non-fraudulent companies, and 18%
and 9% respectively of fraudulent companies had a CEO who was also the board chairman for year’s t and t-1. This
shows that there was a low percentage of DUALITY in both groups of companies and the separation of CEO and
chairman did not reduce the likelihood of corporate fraud. Therefore, null hypothesis is accepted for both years. Even
though Bursa Malaysia does not make it mandatory to separate the roles of board chairman and CEO, the majority of
the companies in both groups did not have dual roles. Since this practice was somewhat the same in both groups, it
could be the reason why no significant relationship was found. This could also indicate that the separation of board
chairman and CEO is not effective in reducing the likelihood of corporate fraud in Malaysia. Perhaps having the CEO
as the board chairman increases the governance over the company’s activities and reporting due to the knowledge and
experience that the CEO has of the company.

The results for year t indicated that chairman’s tenure (TENURE) was another significant predictor variable in the
logistic regression, but it was not a significant predictor for year t-1. Therefore, null hypothesis is rejected for year t
and accepted for year t-1. TENURE was significant (at the 10% significance level), with a p value of 0.080. The result
gave a negative B value of -0.254, which means that an increase in chairman’s tenure reduces the likelihood of fraud
occurrences. The odds ratio (0.776) was less than 1, indicating that for every additional year the chairman is on the
board, fraud is 0.776 time less likely to occur, controlling the other factors in the model. The mean rank of chairman’s
tenure for the non-fraudulent companies was higher than for the fraudulent companies, which could indicate that
longer chairman’s tenure may possibly reduce the likelihood of corporate fraud. The longer the tenure of the chairman,
the more knowledge and experience they have, which could contribute to reducing the likelihood of corporate fraud.
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Also, these chairmen are reluctant to take risks that could destroy their reputations, such as unlawful activities. This
result is consistent with the findings of (Chen, et al, 2006; Hill and Phan, 1991).

Chairman’s ethnicity (ETHNIC) was also not a significant contributor to the effectiveness of corporate governance in
fraud deterrence, as shown in logistic regression analyses for year t; therefore, null hypothesis is accepted. This shows
that the chairman’s ethnicity did not contribute to the likelihood of fraud occurrences. However, this variable was a
significant predictor for year t-1. ETHNIC was a significant predictor in the regression model. ETHNIC was
significant at the 10% significance level, with a p value of 0.075. The result gave a positive B value of 1.936, which
means an increase in non-Malay chairmen increases the likelihood of fraud. The odds ratio (6.931) was more than 1,
indicating that having a non-Malay chairman increased the likelihood of corporate fraud occurrences by 6.931 times in
year t-1. For year t-1, null hypothesis is rejected, suggesting there is a significant relationship between the chairman’s
ethnicity and the likelihood of corporate fraud occurrences. The inconsistency in the results between the two years
may be due to changes in board chairmen, as in year t-1 only two Malay chairmen were recorded in the fraudulent
sample, which increased to three in year t. This variable needs to be further examined to include cultural factors and
practices that could contribute to the effectiveness of having more Malay chairmen.

Percentage of independent audit committee members (INDAC) was not a significant contributor to the effectiveness of
corporate governance in fraud deterrence, as shown in logistic regression analyses for both years. Therefore, null
hypothesis is accepted for both years, which means that there is no significant relationship between the percentage of
independent audit committee members and the likelihood of corporate fraud. This indicates that the percentage of
independent audit committee members will not reduce the likelihood of fraud and is consistent with the result for
INBOD. An investigation into this variable showed that all of the companies complied with the minimum
requirements of Bursa Malaysia. Independence of audit committee members ranged between 72% and 74%; while the
minimum requirement is 66.67%. This could suggest that the minimum requirement is not effective in fraud
deterrence. Perhaps the minimum number of audit committee members needs to be increased, as more members could
increase the effectiveness of its role in governance, as can be seen from the size of the board.

The number of audit committee meetings in a year (ACMEET) was not a significant contributor to the effectiveness of
corporate governance in fraud deterrence, as shown by the logistic regression analyses for both years. This means that
more audit committee meetings do not reduce the likelihood of fraud. An increase in audit committee meetings could
possibly indicate that companies are in trouble. The Listing Requirement calls for audit committees to have at least
four meetings a year. Both groups complied with this requirement; on average five to six meetings were held per year.
Could it be this number of meetings is not sufficient for properly discussing and analysing financial reports? Or
perhaps the meetings are not set up to critically assess financial matters? An in-depth analysis of this variable could
help in understanding the effect of the meetings and how to improve their effectiveness. The results for INDAC and
ACMEET are not consistent with the findings of (Abbott et al, 2000; Uzun, et al, 2004; Owens-Jackson, et al, 2009)
who found a significant negative relationship between INDAC and ACMEET and the likelihood of fraud. Again,
differences in culture and legal environment could contribute to the inconsistency between the results of this study and
the studies mentioned above.

Outside directorships held by audit committee members (OUTDIR) were also found to be not a significant contributor
to the effectiveness of corporate governance in fraud deterrence, as shown in the logistic regression analysis.
Therefore, null hypothesis accepted for both years, meaning that there is no significant relationship between OUTDIR
and the likelihood of corporate fraud. Holding many directorships, one could argue, increases the directors’ knowledge
and experience, which in turn improves their abilities and expertise. On the other hand, holding many directorships
could become a problem as the director may struggle to concentrate on the matters at hand. Analysing and monitoring
financial activities and reports is not easy and requires a lot of time. The high percentage of directors holding many
directorships in this study (for both groups) was not beneficial to company governance as it did not reduce the
likelihood of corporate fraud. The regulations do not impose any specific restrictions, but do require directors to
disclose their multiple directorships. Further investigation could be carried out to determine how many is too many
when it comes to effective governance. This could help regulators formulate more effective requirements for
Malaysian companies.

Institutional shareholding (BLOCK) was the strongest significant predictor in the logistic regression analysis. BLOCK
was significant at the 1% level, with a p value of 0.009. There was a negative B value of -0.078, which means that an
increase in the percentage of institutional shareholding reduces the likelihood of fraud occurrences. The odds ratio
(0.925) was less than 1, indicating that for every additional percentage of institutional shareholdings, fraud is less
likely to occur, controlling other factors in the model. Institutional shareholding (BLOCK) was another significant
predictor in the regression model, but not in the univariate analysis. BLOCK was significant at the 1% level, with a p
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value of 0.003. There was a negative B value of -0.093, meaning an increase in the percentage of institutional
shareholdings which reduces the likelihood of fraud occurrences. The odds ratio (0.911) was less than 1, indicating
that for every additional 1% of institutional shareholdings, it will be less likely for companies to commit fraud.
Therefore, null hypothesis is rejected for both years as this study shows that there is significant relationship between
BLOCK and the likelihood of corporate fraud. Having a higher percentage of institutional shareholding, subjects
companies to more detailed scrutiny by institutions thus, increasing the effectiveness of institutional shareholdings.
These institutions have the resources to monitor the companies’ activities and reporting, which individual shareholders
do not have. Institutions are more rigorous in monitoring, as they themselves have to answer to their investors if
anything goes wrong.

5. Conclusion

This study shows that certain corporate governance characteristics that should be effective in curbing corporate fraud
are in fact not effective in Malaysia, namely: the independence of the board of directors. Therefore, more emphasis
should be put on improving corporate governance structures. The role of institutional shareholders should be
highlighted and they should play a more important role in their company’s governance. Multiple directorships of
board members seem to be beneficial to companies’ governance in Malaysia. The contribution of knowledge gained
from holding multiple directorships could increase director expertise apart from formal training. A more in-depth
analysis on the role of institutional theory in the development on corporate governance is valuable for the development
of governance policy.

The limitation of director’s tenure to nine years is appropriate as knowledge and experience is important, apart from
formal education and training. This is consistent with the effectiveness of having multiple directorships that reduces
the likelihood of corporate fraud occurrences. This shows that formal education and training is not enough which
perhaps could be suggested to the education sector to increase students understanding in financial reporting. The
multiracial factor that brought with it culture and values into how business is managed could be one of the reasons that
directors need as experience and knowledge to help them carry out their duties effectively.

The effectiveness of corporate governance in fraud deterrence is quite complex and not easy to quantify. Effective
corporate governance will result in better (if not effective) monitoring and controlling over management activities and
corporate reporting. The results suggested that many of the strong corporate governance characteristics put forward
were not able to detect corporate fraud occurrences. The findings suggested that the development of corporate
governance should be tailored to the company’s unique needs and environment, and should not just focus on meeting
the regulatory requirements. In particular, board and audit committee members should be more effective in assessing
and evaluating financial reports. This study also suggests that other corporate governance characteristics should be
investigated to determine their relationships with the likelihood of corporate fraud. Companies’ published information,
to a certain extent, is useful provided that users exercise caution in digesting it, and know what to look for and how to
interpret the information. Some of the variables that were found to be significant in this study could provide guidance
for users in assessing companies’ published information and performance.

The empirical results of this study only represent one of many areas of corporate governance structures. Future
research should consider a broader investigation on governance attributes and how they relate to the likelihood of
corporate fraud. Future research should also consider analyzing corporate fraud using a case study approach to give a
more in-depth understanding of this issue. This could offer a better view on company governance. Apart from
adopting a positivist paradigm (as this study did), future researchers could analyze or study this issue from a more
critical perspective or from an interpretative view. This could produce more in-depth explanations and understanding
of the problems of governance and fraud.
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