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This empirical study, the first of its kind, seeks to quantify the
relationship between corporate governance and the performance of
firms in Vietnam. The authors undertook an intensive review of
literature to identify a range of elements that contribute to overall
corporate governance. In this study, corporate governance is
considered to consist of the following elements: (i) the size of the
board; (ii) the presence of female board members; (iii) the duality of
the CEO; (iv) the education level of board members; (v) the working
experience of the board; (vi) the presence of independent (outside)
directors; (vii) the compensation of the board; (viii) the ownership of
the board; and (ix) block holders. Employing the Feasible Generalized
Least Squares (FGLS) technique on 77 listed firms trading over the
period from 2006 to 2011, this study finds that elements of corporate
governance such as the presence of female board members, the duality
of the CEO, the working experience of board members, and the
compensation of board members have positive effects on the
performance of firms, as measured by the return on asset (ROA),
while board size produces negative ones. The results also show that
ownership of board members has a non-linear relationship with firm’s
performance.
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1. INTRODUCTION

Many empirical studies had been conducted over the last two decades to investigate
a relationship between corporate governance and firm’s performance in the world.
However, similar studies in the context of Vietnam are very rare. In Vietnam, studies on
this topic are mainly conducted in a qualitative form by referring to the history of
corporate governance in Vietnam using legal documents.

As such, this study aims to quantify the contribution of the corporate governance to
the firm’s performance of listed companies in Vietnam. Literature review and previous
empirical studies from overseas have focused on developing a research framework and
hypotheses concerning the relationship between corporate governance and firm’s
performance. Those have indicated that corporate governance can be measured through
the following elements: (i) board’s size; (ii) female board members; (iii) the duality of
the CEO,; (iv) educational level of board members; (v) board’s working experience; (vi)
independent (outside) directors; (vii) board’s compensation; (viii) board’s ownership;
and (ix) block holders. In addition, firm’s performance is measured by the return on
asset, known as the ROA ratio.

This study has examined various research hypotheses based on a sample of 77 listed
companies in HCMC Stock Exchange (HOSE) for the period of 6 years from 2006 to
2011, the longest possible data set when this study was conducted. The Feasible
Generalized Least Square (FGLS) technique is adopted together with other econometric
techniques in this paper.

2. LITERATURE REVIEW AND RESEARCH HYPOTHESES

Evidence from previous empirical studies from academic literature has confirmed the
effect of corporate governance on firm’s performance. A literature review from relevant
academic studies has indicated the following characteristics applied to corporate
governance such as (i) board’s size; (ii) female board members; (iii) duality; (iv)
educational level of board members; (v) board’s working experience; (vi) independent
directors; (vii) board’s compensation; (viii) board’s ownership; and (ix) block holders.
Each of these characteristics will be discussed in details and in turn below.

In this study, a research framework is presented in Figure 1 below.
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Figure 1: Research Framework

a. Board’s Size:

In relation to a relationship between board’s size and firm’s performance, there are
two distinct schools of thoughts. The first school argued that a smaller board size will
contribute more to the success of a firm (Lipton & Lorsch, 1992; Jensen, 1993; Yermack,
1996). However, the second school considered that a large board’s size will improve
firm’s performance (Pfeffer, 1972; Klein, 1998; Coles et al., 2008). These studies
indicate that a large board will support and advise firm management more effectively
because of a complex of business environment and an organizational culture (Klein,
1998). Moreover, a large board size will gather much more information. As a result, a
large board size appears to be better for firm performance (Dalton et al., 1999).

Truong et al. (1998) observed that in Vietnam, there is a significant difference in
management culture compared to international practices. For example, they concluded
that Vietnamese management does not appear to share managerial power. This
philosophy reflects a “gap of power” culture in Vietnamese companies. This culture in
Vietnam is completely different from the principles of working as a group and
management delegation. Hence, these authors concluded that when board’s size
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increases, delegation will be reduced. On the ground of this study, a research hypothesis
is formed as below:

Hypothesis H1: There is a negative relationship between board’s size and firm’s
performance.

b. Female Board Members:

Female board members are examined very often in empirical studies. The female
board members reflect a diversified characteristic of the board (Dutta & Bose, 2006). In
addition, Smith et al. (2006) considered three different reasons to recognize the
importance of females in the board. First, they usually have a better understanding of a
market in comparison with male members. Therefore, this understanding will enhance
the decisions made by the board. Second, female board members will bring better images
in the perception of the community for a firm and this will contribute positively to firm’s
performance. Third, other board members will enhance understanding from business
environment when female board members are appointed. Moreover, this study also
indicated that female board members can positively affect career development of junior
female staff in a business. As a result, firm’s performance is improved directly and
indirectly with the presence of female board members.

Hypothesis H2: There is a positive relationship between female board members and
firm’s performance.

c. Duality of the CEO:

Even though empirical studies cannot obtain a consensus on a contribution of duality
to firm’s performance, there is an agreement between shareholders, institutional
investors, and policymakers that a chairman/chairwoman of a board and the CEO should
not be one and the same. In their study, Dahya et al. (2009) presented that, between 1994
and 2003, policymakers in 15 advanced nations and the United Kingdom recommended
a chairman/chairwoman of a board and CEO should not be one and the same. In Europe,
84% of firms separate the roles of a board chairperson and a CEO of a firm (Heidrick &
Struggles, 2009). According to Hewa-Wellalage & Locke (2011), in Sri Lanka, the Sri
Lankan Code of Best Practice on Corporate Governance emphasizes a balance of power
within a firm to minimize anyone’s influence on decision-making process. These rules
provided recommendation that in the presence of a duality in a firm, a number of
independent directors in a board should be a majority to balance an effective and efficient
operation of a board.
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In recognition of the importance of the separate responsibility between a chairman
and a CEO, for the period from 1999 to 2003, many businesses had altered their existing
structure of duality to non-duality structure (Chen, Lin & Yi, 2008). These authors
considered that, in many businesses with duality structure, there has been an abuse of
power at the expense of the company and the shareholders. In Vietnam, Ministry of
Finance (2012) stipulated that “a chairman/chairwoman of a board should not be in the
position of the CEO of a company unless this duality is approved by the annual general
meeting of shareholders”. In addition, Fama & Jensen (1983) and Jensen (1993)
concluded that duality would reduce board’s supervision to a company management.
This reduction results in an increase in agency cost. As a result, a research hypothesis is
developed as follows:

Hypothesis H3: A duality negatively affects firm’s performance.
d. Board’s Educational Level:

One of the roles of a board is to act as an internal supervisor of corporate governance
of a firm (Fama, 1980). A board is also a control system in a business (Fama & Jensen,
1983). A board of directors that supervises management decisions efficiently will
improve firm’s performance. Doing so requires each board member to be fully equipped
with management knowledge such as finance, accounting, marketing, information
system, legal issues and other related areas to decision-making process. This requirement
implies that quality of each board member will contribute significantly and positively to
management decision, which is then translated into firm’s performance (Nicholson &
Kiel, 2004; Fairchild & Li, 2005; Adams & Ferreira, 2007).

On the grounds of the above analysis, the following research hypothesis is developed:

Hypothesis H4: Board’s educational level will positively contribute to firm’s
performance.

e. Board’s Experience:

It is argued that board members with higher age average will have much more
experience compared to younger age average. This experience will positively contribute
to firm’s performance. However, an older board member appears to be more aggressive
and dictatorial with decisions. These characteristics of board members may result in a
risky decision which may undermine firm’s performance (Carlson & Karlsson, 1970).
In addition, board member with high average age may face a more limited pressure to a
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changing business environment and this will hinder the implementation of more strategic
decisions (Child, 1975).

Even though there has been a conflicting view on the relationship between board’s
level of experience and firm’s performance, a theory on restrained resources argues that
board members with more experience will cope better with business environment by
working well in a group which will contribute positively to firm’s performance (Wegge
et al., 2008).

Hypothesis HS5: Board’s level of experience is positively correlated with firm’s
performance.

f. Board’s Independent Directors:

Many empirical studies agreed on an importance of independent directors to success
of a firm. For example, Elloumi & Gueyié (2001) concluded that firms with high ratio
of independent directors in a board face less frequently financial pressure. In addition,
when business environment is getting worse, firms with many independent directors
have a lower probability to file for bankruptcy (Daily et al., 2003). As such, a research
hypothesis is as below.

Hypothesis H6: Independent directors will contribute positively to firm’s
performance.

g. Board’s Compensation:

One of the key objectives in modern corporate governance is to deal with agency
problem (Jensen & Meckling, 1976). A representative agency theory considers that goals
adopted by firm’s management and shareholders are generally not similar. As such,
shareholders should attach their financial benefits to compensation paid to firm’s
management. Once management behavior is unclear, compensation is a corporate
governance mechanism to encourage management to run a firm in the interest of
shareholders. This link will resolve an agency issue between management and
shareholders and contribute positively to firm’s performance (Jensen & Murphy, 1990;
Mehran, 1995).

Hypothesis H7: There is a positive correlation between management’s compensation
to firm’s performance.

h. Board’s Ownership:
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Brickley et al. (1988) concluded that board’s ownership is an encouragement to board
members. This encouragement will help board’s members supervise management in a
more efficient way. In consistence with this view, Jensen & Murphy (1990) and Chung
& Pruitt (1996) suggested that board’s ownership will improve firm’s performance.
Mehran (1995) presented empirical evidence of a positive correlation between board’s
ownership and firm’s performance.

Hypothesis H8a: Board’s ownership is positively related to firm’s performance.

In addition, other empirical studies such as Gedajlovic & Shapiro (1998) and Bhabra
et al. (2003) have also presented a non-linear relationship between board’s ownership
and firm’s performance. Fama & Jensen (1983) argued that contribution of board’s
ownership is considered as a “two-edged knife” in which an optimal level of board’s
ownership that contributes positively to firm’s performance could be found. On the
grounds of the above analysis, a research hypothesis is developed as below.

Hypothesis H8b: There is a non-linear relationship between board’s ownership and
firm’s performance.

i. Block holders:

A direct control of a free cash flow is to be block holders who own majority of shares
of a firm. Empirical studies on block holders by Shleifer & Vishny (1997) concluded
that, to a certain extent, block holders contribute to supervisory activities of firm’s
management. On the other hand, there exists agency cost related to block holders. First,
small shareholders will bear serious consequences from block holders who may abuse
the power in running a business. Second, a strict control from block holders to firm’s
management will hinder firm’s performance. Firm’s management will become inflexible
with changing business environment. Decision-making process is no longer an initiative
from firm’s management, and these results in a lower firm’s performance (Burkart et al.,
1997; Myers, 2000).

In spite of conflicting views on an effect of block holders on firm’s performance,
many empirical studies have recognized this importance. In particular, block holders
play an important role in the corporate governance because they have relevant skills,
time and attention to firm’s performance. Denis & McConnell (2003) and Becker et al.
(2011) considered that centralizing managerial power in block holding individuals will
generally affect firm’s performance positively. This is because block holders will help
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minimize agency cost in firm’s performances. Thus, a research hypothesis is developed
as below.

Hypothesis H9: Firm’s performance is enhanced with the presence of block holders.
3. MEASUREMENT OF VARIABLES

Variables used in this empirical study comprise: (1) dependent variable (firm’s
performance); (2) independent variables; and (3) control variables. Concepts and
measurements of these variables are summarized in Table 1 below.

Table 1: Concepts and Measurements of Variables

Variables Definition Measurement

Dependent variable

(Earnings Before Tax and Interest)/Total

ROA Return on asset
Assets

Explanatory variables

Number of inside and outside directors on

Board size Board members
the board
Gender Female board members Numbers of women present on the board
. Coded “1” if Chairperson also works as a
Dualit CEQ Dual
y CEO and “0” otherwise
Number of directors holding postgraduate
Edu Board’s educational level g posig
degrees
Board Age Board’s working experience  Average age of all directors on the board
. - Number of non-executive directors on the
OutDir Outside director
board
Average compensation of all directors on
) the board, natural logarithm is taken after
Comp Board’s compensation . . .
adding 1 to all firm to control firms that
didn’t pay compensation
Ratio of shares held by director divided b
Own Board’s ownership . y y
total outstanding shares
Block Block holders Code “1” if fraction of total outstanding

shares held by block holders is greater
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than 5% (not considering state ownership)
and “0” otherwise

Control variables

Natural logarithm of book value of total

Firm Size Firm size

assets

. . Natural logarithm of years since

Firm Age Years of establishment . d y

establishment

. Code “1” if Government is owner and “0”

State State ownership .

otherwise
Leverage Financial leverage Ratio of total debt divided by equity
Industry Industry effect Industry dummies
Year Fiscal year Year dummies

4. CHARACTERISTICS OF THE DATA SAMPLE

The sample comprises 122 firms listed in HOSE in the period from 2006 to 2011
inclusive. This sample does not include banks, financial companies, insurance firms and
investment funds due to significant difference of the capital structures and operations’
requirements. It is noted that formats of annual reports and financial statements of these
122 listed firms are not similar. Hence, data missing is unavoidable. As a result, listed
firms that lack any required data are excluded from the final sample of the study. Our
final sample only includes 77 listed firms with the total of 325 observations.

This research sample includes listed companies in seven different industries: (i)
Manufacturing; (ii) Mining, Quarrying, and Oil and Gas; (iii) Construction; (iv)
Wholesale and Retail Trade; (v) Agriculture, Forestry, Fishing and Hunting; (vi) Utilities
and (vii) Transportation and Warehousing. Classification of these seven industries is
based on the North American Industrial Classification System - NAICS (U.S. Census
Bureau, 2008).

Table 2: Descriptive Statistics of Variables

Variables Mean Std. Dev. Minimum Maximum

Board size 5.85 1.29 5 11
Gender 0.88 1.04 0 7
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Duality 51.4% 50.1% 0 1
Edu 1.48 131 0 6
Board Age 48.4 4.2 35.8 61.6
OutDir 2.67 1.34 0 7
Comp 98.38 104.92 0 666.11
Own 9.8% 13.2% 0.0% 58.1%
Block 65.8% 47.5% 0 1
ROA 11.8% 7.8% -19.2% 39.5%

Source: Authors’ calculations

Figure 2 below presents a correlation between board’s ownership and firms’
performance for 77 listed firms in HOSE for the 6-year period from 2006 to 2011.

50%
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Figure 2: A Correlation between Board’s Ownership and Firm’s Performance

Figure 2 shows that a non-linear relationship between board’s ownership (proxied by
Own) and firm’s performance (proxied by ROA) does exist. The ratio ROA will decrease
when board’s ownership increases from 0% to approximately 20%-25%. After that,
ROA will increase. This observation will be tested in an empirical outcome of this study.
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5. RESULTS

Table 3 indicates a correlation matrix between dependent variable and independent
variables. The outcomes show that there is no significant correlation among independent
variables. A maximum of a correlation coefficient of 0.47 is found via a correlation
between firm’s size and board’s compensation. In addition, Table 3 also presents the
VIF factor (Variance Inflation Factor), an important index representing the
multicollinearity in the research model. The maximum of this VIF is at 1.69 which
implies that multicollinearity is not significant in this study.

Table 3: A Correlation Matrix among Variables

Variables O @ @ @ 6 ©® o ®) @ 1) (1) @12 (13 (4 VIF
@ ROA 1
(2 Boardsize  0.02 1 1.46
@  Gender 030 037 1 138
@  Duality 017 010 024 1 1.38
©) Edu 008 020 011 008 1 141
6) BoardAge 021 004 003 014 014 1 120
™  ouir 013 028 007 -032 006 004 1 134
8) Comp 0.24 0.04 0.13 0.05 0.29 0.11 O.EJ3 1 1.51
9) own -0.10 0.03 0.13 0.20 -0.23 -0.24 0.04 -0.21 1 1.69
(10) Block 0.04 0.18 0.17 0.18 0.05 -0.05 0.12 0.10 0.36 1 1.37
(1)  Firmsize 002 002 -001 013 032 -004 004 047 -004 001 1 159
(12) Firm Age 0.12 0.05 0.12 0.14 0.01 0.16 O.EJQ 0.14 0.02 -0.02 0.04 1 117
13  state 010 017 -012 -003 025 019 003 020 -045 022 010 021 1 154

(14)  Leverage 038 -0.10 018 009 -008 -006 000 00l 010 016 020 011 002 1 127

Source: Authors’ calculations

In Table 4, Panel A presents the outcomes from the White test and Panel B presents
the outcomes for the Breusch-Godfrey test. The Prob. Chi-Square in Panel A is greater
than 5% and the Prob. Chi-Square in Panel B is smaller than 5%. These tests indicate
that, in the adopted empirical model, there is no evidence of heteroskedasticity.
However, the model has an autocorrelation problem.
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Table 4: Tests of Heteroskedasticity and Autocorrelation
Panel A The White Test:

F-statistic 1.2758 Prob. F(25,299) 0.1744
Obs*R-squared 31.3272 Prob. Chi-Square(25) 0.1784

Panel B The Breusch-Godfrey Test:
F-statistic 57.5790 Prob. F(1,298) 0.0000
Obs*R-squared 57.6274 Prob. Chi-Square(1) 0.0000

Source: Authors’ calculations

After considering the extent to which variables suffer from multicolleniarity,
heteroskedasticity and autocorrelation, a regression is conducted. Table 5 presents the
regression outcomes using the FGLS method. Wooldridge (2002) considers that the
FGLS method is very useful to control heteroskedasticity and autocorrelation.

Table 5 presents the findings of the two models using the FGLS method. Model (1)
includes all variables represented for corporate governance which are used to explain
the linear relationship between corporate governance and firm’s performance.

Model (1)

ROA = fo+ BiBoardsize + B2Gender + fsDuality + BsEdu + BsBoardAge + BsOutDir
+ B7Comp + BsOwn + PBoBlock + BioFirmSize + B1iFirmAge + BioLeverage + PiaState +
Baalndustryij + BisYearij + &

As presented in Figure 2, there is a possibility that the relationship between board’s
ownership and firm’s performance is non-linear. As a result, in Model (2), the variable
Own? (a square of a board’s ownership) is added into the model to replace for the variable
Own as stated in Model (1).

Model (2)

ROA = o+ BiBoardsize + B2Gender + fsDuality + BsEdu + fsBoardAge + BsOutDir
+ B7Comp + BsOwn + BoOWn? + BroBlock + P11FirmSize + ProFirmAge + BisLeverage +
B1aState + PisIndustryij + BisYearij + &

In both models, this empirical study uses moderating variables including the size of
a firm (Firm Size); the number of years of establishment (Firm Age); financial leverage
(Leverage); ownership by the government (State); Industry; and a fiscal year (Year). The
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findings provide the basis for accepting or rejecting all research hypotheses. Table 5
below presents the outcomes.

Table 5: FGLS Regression Results
Dependent variable: ROA

Independent variables

Model (1) Model (2)
Constant -0.0753 -0.0410
Board size -0.0065 * -0.0052
Gender 0.0177 Fex 0.0156 Fx
Duality 0.0243 ool 0.0281 ool
Edu -0.0060 -0.0076 wx
Board Age 0.0020 * 0.0016
OutDir 0.0012 0.0013
Comp 0.0119 ool 0.0131 ool
Own 0.0229 -0.1996 *
Oown? 0.4544 *x
Block -0.0110 -0.0091
Firm Size 0.0063 0.0046
Firm Age 0.0042 0.0065
State 0.0091 0.0055
Leverage -0.0210 Fx -0.0208 Fx
Industry control control
Year control control
No. of obs 325 325
R? adj. 25.42% 27.02%
Durbin-Watson 1.76 1.78

**% < 0.01; ** p < 0.05; * p < 0.10

Source: Authors’ calculations
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6. RESEARCH FINDINGS AND IMPLICATIONS FOR VIETNAM

Using the FGLS method, the research finds various results indicating the relationship
between variables in the model. The relationship could be: (i) positively correlated; (ii)
negatively correlated; (iii) non-linearly correlated; and no correlation at all.

First, four characteristics of the corporate governance, including female board
members, duality of the CEO, board’s working experience, and board’s compensation
all have positive correlations with firm’s performance. In particular, this study finds that
female board members represent a diversification of board’s membership and this
diversified nature will contribute positively to firm’s performance. In addition, when the
board’s chairperson is also the CEO of a firm (known as a duality of the CEO), firm’s
performance is improved. This finding is supported by managerial theory. This study
also finds empirical evidence to support the view that experienced board members will
contribute positively to firm’s performance and board’s compensation, being the link
between the benefits of shareholders and that of firm’s management and will also
contribute positively to firm’s performance.

The results also support the view that a board size will contribute negatively to firm’s
performance for Vietnam’s listed firms. Interestingly, the study finds that when board’s
ownership varies within the 0% - 22% range, there is a reduction in firm’s performance.
After that, when board’s ownership exceeds 22%, this increase will result in an increase
in firm’s performance. This outcome confirms that there is a non-linear relationship
between corporate governance and board’s ownership.

However, there is no link between independent directors and firm’s performance. In
addition, the relationship between other board’s characteristics such as educational level
of board’s members and firm’s performance cannot be concluded from this study.

On the grounds of the findings from this empirical study of the contribution of
corporate governance to firm’s performance, the following conclusions are reached.

First, the Ministry of Finance (2012) stipulated that a number of board’s members
should vary between 5 and 11 members. This study indicates that board’s size reduces
firm’s performance. As such, it is appropriate to reduce the number of board members.

Second, during the process in which data was collected, it is noted that there are many
listed firms without data of board’s ownership. From the findings of this study, board’s
ownership will contribute positively to firm’s performance. As a result, it is argued that
data on business operations from listed firms must be provided on a transparent basis.
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This empirical study aims to provide empirical evidence for listed firms in enhancing
their understanding in relation to the development of a corporate governance
mechanism. Thus, listed companies are now provided with evidence to set up a flexible,
dynamic and efficient mechanism. Some specific lessons can be summarized as below.

- There should not be too many members on the board because a larger board’s size
will contribute negatively to firm’s performance.

- Board should appoint female board members because these females will make a
significant contribution to firm’s performance.

- The outcomes also indicate that board’s compensation will positively contribute to
firm’s performance. Therefore, it is necessary for listed firms to consider an appropriate
and competitive compensation level of board’s members. The compensation will provide
a better link between shareholders and firm’s management and this link will enhance
firm’s performance to maximize shareholders’ value m
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