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1. INTRODUCTION

1.1 Definition and importance of good corporate governance

Corporate governance describes the rules and practices put in place within a company to deal with the relationships between the shareholders, directors and the management. It is concerned with how companies are controlled and the accountability and control mechanisms to which they are subjected. These mechanisms aim to ensure that directors are accountable to shareholders and the management is accountable to directors (Lipton et al. 2019, pp. 400-401).

The Organisation for Economic Cooperation and Development (“OECD”) states that corporate governance is an important global issue:

The quality of corporate governance affects the cost for corporations to access capital for growth and the confidence with which those that provide capital – directly or indirectly – can participate and share in their value-creation on fair and equitable terms. Together, the body of corporate governance rules and practices therefore provides a framework that helps to bridge the gap between household savings and investment in the real economy. As a consequence, good corporate governance will reassure shareholders and other stakeholders that their rights are protected and make it possible for corporations to decrease the cost of capital and to facilitate their access to the capital market (Organisation for Economic Cooperation and Development, 2015, p. 10).

Good corporate governance as a critical means to sustaining regional economic growth is evident in the organisation of five annual meetings of the Asian Roundtable on Corporate Governance, which were held between 1999 and 2003, by the OECD. It is argued that “good corporate governance practices contribute towards the overall well-being of a financial system” (Low, 2004, pp. 165-166). Being one of the major international financial centres in the world, good corporate governance practices in Hong Kong are particularly important.

1.2 Background to the research – The “comply or explain” approach to corporate governance in Hong Kong

The “comply or explain” approach to corporate governance firstly introduced in the United Kingdom in 1992 in response to a number of corporate scandals (Cadbury, 1992). Nowadays, this approach has been adopted by many common law jurisdictions including Hong Kong and become the benchmark approach to corporate governance regulations for listed companies (Wang and Ong, 2005). The “comply or explain” approach is characterised by voluntary compliance with the code provisions and with mandatory disclosure of any deviation from compliance together with reasons for such deviation. This approach is consistent with the generally accepted view that there is no “one-size-fits-all” concept (Arcot et al. 2010).

The corporate governance regime for companies listed on the Main Board of The Stock Exchange of Hong Kong Limited (the “SEHK”) is the Corporate Governance Code (the “CG Code”) and Corporate Governance Report in Appendix 14 to the Rules Governing the Listing of Securities on The Stock Exchange of Hong Kong Limited (the “Listing Rules”). The existing regulatory framework for corporate governance in Hong Kong is based on the CG Code and Listing Rules. 

The CG Code sets out the principles of good corporate governance followed by the code provisions and recommended best practices. Appendix 14 to the Listing Rules provides that the CG Code operates on a “comply or explain” approach as the SEHK does not envisage a “one size fits all” approach. Consequently, a listed company is required to comply with the code provisions but may choose to deviate from them. Deviations from code provisions are allowable provided that the listed company gives considered reasons for deviations in its annual reports, Corporate Governance reports and interim reports in the event that it considers there are more suitable ways for it to comply with the principles of good corporate governance. 

The existing corporate governance in Hong Kong is basically regulated based on a “comply or explain” approach. As the CG Code does not envisage a “one size fits all” approach and the recommended best practices are not mandatory rules but for guidance only, different listed companies may have different levels of corporate governance compliance as a result.
1.3 Research aims and objectives
The research aims and objectives of this study are as follows:
(1) To examine whether there is any relationship between the level of corporate governance compliance and the board independence;
(2) To examine whether there is any relationship between the financial performance and the level of corporate governance; and
(3) To examine whether there is any relationship between the annualised share price volatility and the level of corporate governance compliance.
1.4 Contributions

This study contributes to the current corporate governance debates by providing some quantitative investigations of the relationship, if any, between the level of corporate governance compliance and board structure & composition, financial performance and annualised share price volatility.

2. LITERATURE REVIEW

Corporate governance has arisen to prominence after the issuance of the Cadbury Report in the United Kingdom in 1992 (Cadbury, 1992) and thereafter there have been a lot of discussions in academic literature and professional articles particularly the “comply or explain” approach to corporate governance. The major impetus for this drive appears to be the regulatory bodies to seek to make the corporate governance practices more effective in part of corporate governance scandals but also to attract investors in major financial centres (Aguilera and Cuervo-Cazurra, 2009). 

Jensen and Meckling are key researchers in the development of agency theory (Deegan, 2014, p. 279). Agency theory explains the relationship between principals and agents. In the context of companies, the shareholders appoints and delegates the board of directors to perform work in the best interests of the shareholders. The delegation of authority can lead to a loss of efficiency and consequently increases costs namely agency costs. As such, companies are characterised by the separation of ownership and control, goal divergence and conflict of interests. (Jensen and Meckling, 1976). Arguably, the agency problem that arises from the separation of ownership and control raises the fundamental issue in corporate governance (Goo and Carver, 2003, p. 202). 

Previous studies examining board effectiveness focus mainly on the effects of board structure. Some researchers argue that board effectiveness in terms of the monitoring role is determined by its composition, independence and size and a board consists of a higher proportion of outside directors is perceived to be more independent resulting in more effective in governing the company (John and Senbet, 1998).

The principles of good corporate governance and code provisions state a range of structural attributes of good corporate governance. These structural attributes are primarily centred on the board of directors. The focus of corporate governance is largely on the roles and functions of the board of directors. Although the board consists of executive directors, non-executive directors and independent non-executive directors, all different types of directors owe the same directors’ duties to the listed company under section 465 of the Companies Ordinance (Cap. 622) but they have different roles and functions in corporate governance.

It is argued that a board of directors with a majority or significant proportion of independent non-executive directors assures that managers behave in the best interest of shareholders as a whole as it counterbalances the power of the management in decision-making (Fama and Jensen, 1983). It is also argued that the proportion of independent non-executive directors on the board for many family-owned listed companies in Hong Kong is not adequate if it is concluded the increase in independent non-executive directors will be effective partly based on the implications of agency theory (Miller, 1998).

The role of the board of directors is to ensure the management particularly chief executive to carry out the duties in the best interest of shareholders as a whole. It is argued that the separation of chairman and chief executive increases accountability and recognises that combining the two roles in one person may give rise to an undesirable concentration of power and lead to conflicts of interest (Lipton et al. 2019, p. 407). As such, the role of the board of directors would be compromised if the chairman assumes the role of chief executive as well. In addition, it is argued that if the chairman is an independent non-executive director, the capacity of the board of directors would be enhanced to keep in check the decision making of management particularly chief executive (Edwards and Clough, 2005).
Corporate governance is viewed as a process by which the board of directors controls and directs the management of a company in order to achieve the best returns to shareholders (Wong and Yeung, 2000). It has been found in previous studies that the effects of board composition on corporate financial performance seen to be mixed. While Barnhart and Rosenstein (1998) provide weak evidence on this relation, Hermalin and Weisbach (1991) do not find such a relation. In order to examine the effect of corporate governance on a company’s financial performance, it has been found in a previous study that there is a positive relationship between corporate governance and financial performance (Lama, 2012). 
In the USA, evidence of the association between the corporate governance attributes and its financial performance is mixed (Cheung et al. 2010). On the one hand, it was found that no significant relationship between board independence and long-term performance (Bhagat and Black, 2002). Another study also found that no association between board committee structure and firm value (Klein, 1998). On the other hand, it was found in the other studies that corporate governance is to have important effect on firm value (Bhagat et al. 2004) (Carleton et al. 1998). In addition, some empirical evidence has been found to support the notion that the changes in corporate governance are associated with changes in future financial performance (Cheung et al. 2011).

INEDs act in the best interests of the company at law and are expected to exercise independent judgement and oversee and guard against conflicts of interest. Hence, they play an important role in assuring investor confidence. Various proposals have been made by the SEHK to enhance the independence criteria in assessing potential INED candidates (The Stock Exchange of Hong Kong Limited, 2017). Board independence is an area of investor focus particularly in the context of family-controlled companies in Hong Kong (Hong Kong Institute of Certified Public Accountants, 2014).

It is argued that good corporate governance will enhance investor confidence (La Porta et al. 2000). An increase in investor confidence means that more people are willing to invest in the share market resulting in a strong and stable financial market with less share price volatility (Lee and Shailer, 2005). It is well accepted that institutional investors play an important role in corporate governance (Ashworth and Mo, 2020). It was found that improvements in corporate governance lead to higher market valuations and investment in Hong Kong companies (Michael and Goo, 2015).

The “comply or explain” approach to corporate governance has had some critics. It is argued that such approach is not prescriptive enough and gives too many rooms for non-compliance justifications (Proimos, 2005). It is also argued that if the code provisions are best practices, companies should strictly comply with all and any deviation from them even with reasons for such deviation may lead investors to draw negative conclusions and ultimately affecting investor confidence and increase the share price volatility (Zadkovich, 2007).

3. METHODOLOGY

3.1 Research design

Data collection methods

Sending a questionnaire to a listed company requesting for information and/or interviewing senior executives of a listed company are not good options for data collection purposes within the timeframe of this study. The expected rates of data collection using questionnaires and interviews are expected to be very low due to the following reasons:

(1) Most of the corporate governance, financial and non-financial data are price sensitive information and the listed company is unable to provide such information;
(2) It is very hard, if not impossible, to identify who is the person with a proper authority to represent a listed company to complete the questionnaire;
(3) The respondents may have an intention to exaggerate some favourable information whereas to hidden some unfavourable information in order to protect the interests of the listed company as a whole; and
(4) The information provided by the respondents may be subjective and bias.

As such, this study uses the following secondary data for data collection purposes. 

(1) Corporate governance, financial and non-financial data are sourced from the latest annual reports of the sample listed companies in the Hang Seng Composite Index (Hang Seng Indexes, 2020);
(2) Historical share price data of those sample listed companies are downloaded from the website of the Hong Kong Exchanges and Clearing Limited at www.hkex.com.hk; and
(3) Further information is sourced from other public available information such as the websites of the sample listed companies, professional associations, regulatory bodies and professional practising firms.

The advantages of using secondary data for quantitative research studies include but not limited to low costs, time savings, breadth and scale of data sets available and easier replication (Gray, 2017, p. 557). Given the aforesaid issues and limitations in questionnaires and interviews for data collection, this study uses the secondary data for quantitative research analysis.

Target population

The Hang Seng Composite Index (“HSCI”) offers a comprehensive Hong Kong market benchmark that covers about the top 95% of the total market capitalisation of companies listed on the Main Board. (Hang Seng Indexes, 2020). The target population of this study is composed of all 485 listed companies in the HSCI.

Sampling method
According to Selvanathan and Selvanathan (2011, pp. 242-247), there are several different sampling methods under the probability samples namely a simple random sampling, a stratified random sampling and a cluster sampling. As discussed earlier, the target population of this project is all 485 listed companies in the HSCI. The HSCI is sub-divided into 12 Hang Seng Composite Industry Indexes (“HSCII”) namely Energy, Materials, Industrials, Consumer Discretionary, Consumer Staples, Healthcare, Telecommunications, Utilities, Financials, Properties & Construction, Information Technology and Conglomerates (Hang Seng Indexes, 2020). As such, a stratified random sampling method is used in this project.

Sample Size
To compute the minimum required sample size, three factors have to be considered namely the desired confidence level, acceptable sampling error and proportion (Levine et al. 2011, p. 300). According to the “Table for Determining Minimum Returned Sample Size for a Given Population Size for Continuous and Categorical Data” developed by Bartlett, Kotrlik and Higgins (2001), for categorical data with a population size of 500 (485 listed companies in this study), a margin of error=0.05, p=0.50 and t=1.96, the minimum sample returned sample size is equal to 218 (Bartlett et al. 2001). The number & percentage of listed companies in the 12 different industry sectors under the HSCII and the number of samples in each industry sector to be selected are calculated. Each listed company under the HSCII is allocated a code of three-digit numbers starting from “001” to “485”. Having determined the number of samples in each industry sector, the corresponding random samples are generated by MS Excel based on the codes of three-digit numbers. The details are shown in Table 1.

Table 1: Stratified random sampling
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Given the time constraint for this study (HKBM7004 Quantitative Research Methods) to be completed in a month, 3 samples for each industry sector are randomly selected for the pilot test. That is, a total of 36 sample listed companies are selected. In the DBA thesis, 224 samples will be randomly selected subject to the consent of the doctoral thesis supervisors in the future.

3.2 Research question one and hypotheses testing

The board of directors is more likely to be an effective monitor if it is not associated with the management of the company. As such, a board of directors with a majority or significant proportion of INEDs, separation of the roles of chairman and chief executive as well as the board of directors chaired by an INED are viewed as good board structure and composition which have been debated in academic literature and professional articles. As such, this study firstly investigate whether the level of board independence affected the level of corporate governance.

Research Question 1

Has the level of board independence affected the level of corporate governance compliance?

In order to address to Research Question 1, various descriptive statistics would be examined and the coefficient of correlation, coefficient of determination and multiple regression model are analysed to examine whether there is any positive relationship between the level of corporate governance compliance and the level board independence. 

Dependent variable

The role of the board of directors has been argued to be the most important mechanisms of corporate governance in terms of board composition, structures and leadership (Nordberg, 2011, p. 38). Consequently, the corporate governance code provisions under “Part A – Directors” are especially worthy of research attention as they are the core mechanisms of the corporate governance.

The dependent variable is the corporate governance compliance index score. In this study, the measure of such index score is determined as follows:

There are seven subdivisions under “Part A – Directors” of Appendix 14 to the Listing Rules. There are various corporate governance code provisions under each subdivision. A dichotomous categorical outcome namely “Yes” (Compliance) or “No” (Non-compliance) is constructed. The research instrument in Table 2 is to be used for data collection.

Table 2: Data collection of compliance and non-compliance
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In the event that a listed company has complied with all corporate governance code provisions of a subdivision, a score of “1” is to be given for that subdivision. Otherwise, a score of “0” is to be given. As such, a corporate governance compliance index score ranging from zero to seven would be constructed. The index score is used as a proxy for the level of corporate governance compliance which reflects the corporate governance quality of a company. Such index scores are considered to be proper and reliable measurements of corporate governance because they are objectively prepared based on publicly disclosed information pertaining to the existence of the board structure and composition in the annual reports and are free from any personal biases in assessing a company’s level of corporate governance compliance. 

Independent variable

For Research Question 1, three independent variables have been identified as important elements for determining the board independence namely the proportion of INEDs, roles of chairman and chief executive to be performed by the same individual and chairman to be an INED. Three testable hypotheses are construed for Research Question 1.

(1A) Proportion of INEDs 
According to Listing Rule 3.10, every board of directors must include at least three INEDs and at least one of them must have appropriate professional qualifications or accounting or related financial management expertise. In addition to the requirements of the number and qualifications of INEDs, Listing Rule 3.10A provides that a company must appoint INEDs representing at least one-third of the board of directors. 

The number and proportion of INEDs are important as they can effectively exercise independent judgement based on their skills, knowledge and experience. A higher proportion of INEDs indicates a greater degree of board independence which may result in better corporate governance with proper checks and balances. (Lei and Song, 2012).

X1 = proportion of INEDs

Hypothesis 1A 

The level of corporate governance compliance increases with an increase in the proportion of INEDs on the board of directors.

(1B) Roles of chairman and chief executive to be performed by the same individual

According to the code provision A.2.1 of Appendix 14 to the Listing Rules, the roles of chairman and chief executive should be separate and should not be performed by the same individual. It is argued that the separation of the roles of chairman and chief executive increases accountability and recognises that combining the two roles in one person may give rise to an undesirable concentration of power and lead to conflicts of interest (Lipton et al. 2019, p. 407).

The existence of duality of chairman and chief executive is a categorical variable. To include a categorical independent variable in a multiple regression model, a dummy variable is to be used. A dummy variable recodes the categories of a categorical independent variable using the numerical values “0” and “1” (Levine et al. 2011, pp. 576-578). There are two categorical independent variables namely:

(i) The roles of chairman and chief executive are not performed by the same individual;
(ii) The roles of chairman and chief executive are performed by the same individual.

As such, a dummy variable X2 is defined as follows:

X2 = 0 in the event that the roles of chairman and chief executive are not performed by the same individual;
X2 = 1 in the event that the roles of chairman and chief executive are performed by the same individual.

Hypothesis 1B 

The level of corporate governance compliance decreases in the event that the roles of chairman and chief executives are performed by the same individual.

(1C) Chairman to be an INED

It has been argued that a chairman who is an INED may contribute to the culture of openness and constructive challenge that allows for a diversity of views to be considered by the board of directors. As such, the responsibilities of chairman are best carried out if the chairman is an INED (Lipton et al. 2019, p. 407). In the event that the chairman who is not an INED may have negative impacts on the level of corporate governance compliance.

Whether the chairman who is an INED is a categorical variable. To include a categorical independent variable in a regression model, a dummy variable is to be used. A dummy variable recodes the categories of a categorical independent variable using the numerical values “0” and “1” (Levine et al. 2011, pp. 576-578). There are two categorical independent variables namely:

(i) The chairman is not an INED;
(ii) The chairman is an INED.

As such, a dummy variable X3 is defined as follows:

X3 = 0 in the event that the chairman is not an INED;
X3 = 1 in the event that the chairman is an INED.

Hypothesis 1C

The level of corporate governance compliance increases in the event that the chairman is an INED.

3.3 Research question two and hypothesis testing

Research Question 2

Has the level of corporate governance compliance affected the financial performance?

In order to address to Research Question 2, various descriptive statistics would be examined and the coefficient of correlation, coefficient of determination and simple regression model are assessed to examine whether there is any positive relationship between the financial performance and the level of corporate governance compliance.

Dependent variable

In this study, the dependent variable is the financial performance which is measured by the return on equity (“ROE”). ROE is determined by dividing the profit attributable to shareholders of the company by the average equity attributable to shareholders of the company during the accounting period (Cunningham et al. 2019, p. 345). It measures the return earned by the management on the funds contributed by shareholders. 

Independent variable

The independent variable is the corporate governance compliance index score. Such index score is measured in the same way as stated and discussed previously in Research Question 1 under “Part 3.2 Research question one and hypothesis testing” in this study.

Hypothesis 2

The financial performance in terms of return on equity increases with an increase in the level corporate governance compliance.

3.4 Research question three and hypothesis testing

Research Question 3

Has the level of corporate governance compliance affected the share price volatility?

In order to address to Research Question 3, various descriptive statistics would be examined and the coefficient of correlation, coefficient of determination and simple regression model are assessed to examine whether there is any negative relationship between the share price volatility and the level of corporate governance compliance. 

Dependent variable

To calculate the share price volatility, historical closing share prices are required for a company during a particular period. In this study, we have used the daily closing share prices of each trading day for the sample companies in the latest one year from 1 Dec 2019 to 30 Nov 2020. The number of trading days during the captioned period was 246. Historical share price data are downloaded from the website of the Hong Kong Exchanges and Clearing Limited. 

Daily change in share price is calculated as follows:

(closing share price t minus closing share price t-1) / closing share price t-1

t: trading day
t-1: previous trading day

Daily share price volatility is calculated as the sample standard deviation of daily changes in share price whereas annualised share price volatility is calculated as the square root of the number of trading days during the year multiplied by the daily share price volatility (Boyte-White, 2020). The annualised share price volatility is the dependent variable.

Independent variable

The independent variable is the corporate governance compliance index score. Such index score is measured in the same way as stated and discussed previously in Research Question 1 under “Part 3.2 Research question one and hypothesis testing” in this study.

Hypothesis 3

The annualised share price volatility decreases with an increase in the level corporate governance compliance.

4. RESULTS AND DISCUSSIONS

4.1 Descriptive and inferential statistics

(i) Descriptive statistics (Corporate governance compliance index)

As shown in Table 3, the mean score of the corporate governance compliance index was 6.17 with a range from 3 to 7.

Table 3: Descriptive statistics (Corporate governance compliance index)
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(ii) Descriptive statistics (Number of directors per board)

As shown in Table 4, there were 9.86 directors (including executive directors, non-executive directors and INEDs) per board on average with a range from 5 to 18 directors during the latest financial year. That is, the board size was about 10 directors per board.

Table 4: Descriptive statistics (Number of directors per board)
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(iii) Descriptive statistics (Number and proportion of INEDs per board)

As shown in Table 5, there were 4.06 INEDs per board on average with a range from 3 to 8 INEDs during the latest financial year. In addition, the proportion of INEDs per board on average was 41.18%. That is, the majority board members were not INEDs. 

Table 5: Descriptive statistics (Number and proportion of INEDs per board)
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(iv) Descriptive statistics (Chairman to be chief executive)

Based on the information provided in the corporate governance reports in the latest financial reports of the 36 sample listed companies, there are 14 companies in which the roles of chairman and chief executive were performed by the same individual.

(v) Descriptive statistics (Chairman to be an INED)

Based on the information provided in the corporate governance reports in the latest financial reports of the 36 sample listed companies, there are 2 companies in which the chairman was an independent non-executive director during the latest financial year.

(vi) Descriptive statistics (Top five code provision non-compliance rate)

As shown in Table 6, the highest code provision non-compliance was A2.1. 14 of the 36 sample listed companies (i.e. 39% of the samples), the roles of chairman and chief executive were performed by the same individual. Generally speaking, the most common reason for departure from code provision A.2.1 was that vesting the roles of chairman and chief executive by the same individual provided the companies with strong and consistent leadership as well as allowed for more effective formulation and implementation of business strategies. 

Table 6: Descriptive statistics (Top five code provision non-compliance rates)
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(vii) Inferential statistics - Coefficient of correlation analysis related to Research Question 1

As shown in Table 7, the coefficient of correlation (r) is 0.68 which is closer to +1 and the coefficient of determination (r2) is 0.47. The coefficient of correlation (r) indicates that there is strong positive relationship between the dependent variable (corporate governance compliance index) and independent variables (proportion of INEDs, whether the roles of INEDs to be performed by the same individual and whether Chairman to be an INED).

To test the coefficient of correlation, we construct the following hypotheses:

H0: ρ1 = ρ2 = ρ3 = 0
H1: At least one ρ is not equal to 0

As the p-value for coefficient of correlation is 0.000143699, which is smaller than the alpha (α) of 0.05, we reject H0. The result is statistically significant at the 5% level of significance. As such, there is evidence to infer that there is a linear relationship between the dependent variable and independent variables.
(viii) Inferential statistics - Multiple regression model analysis related to Research Question 1

Research Question 1 is to examine whether there is any relationship between the corporate governance compliance index and proportion of INEDs, chairman to be chief executive and chairman to be an INED. As such, a multiple regression equation is constructed as follows:

Ŷ = b0 + b1X1 + b2X2 + b3X3

Ŷ = value of Y (corporate governance compliance index) 
b0 = sample Y intercept
b1 = sample slope for X1
b2 = sample slope for X2
b3 = sample slope for X3
X1 = value of X1 (proportion of INEDs)
X2 = value of X2 (chairman to be chief executive)
X3 = value of X3 (chairman to be an INED)

F-test of analysis of variance is used to assess the multiple regression model. As shown in Table 7, the value of the test statistic for testing the overall utility of the multiple regression model, F = 9.30 and p-value of the test = 0.000143699 which is smaller than the alpha (α) of 0.05. As such, there is evidence to infer that the multiple regression model is useful at the 5% level of significance.

As shown in Table 7, the y-intercept is b0 = 6.28. That is the corporate governance compliance index when all the independent variables are zeros. It is useless to interpret this value as zero is outside the range of the values of the independent variables.

The relationship between the corporate governance compliance index and proportion of INEDs is described by b1 = 1.02. Based on the this result, for one percent increase in the proportion of INEDs, the corporate governance compliance index increases by 1.02 assuming that the other two independent variables are held constant.

The relationship between the corporate governance compliance index and whether the roles of chairman and chief executive to be performed by the same individual is described by b2 = -1.35. Based on this result, if the roles of chairman and chief executive are performed by the same individual, the corporate governance compliance index decreases by 1.35 assuming that the other two independent variables are held constant.

The relationship between the corporate governance compliance index and whether chairman to be an INED is described by b3 = -0.21. Based on the this result, if chairman is an INED, the corporate governance compliance index decreases by 0.21 assuming that the other two independent variables are held constant.

We are going to test to determine whether there is sufficient evidence to infer that the dependent variable and independent variables are linearly related. In the multiple regression model, there are more than one independent variable. For each independent variable, we can test to determine whether there is sufficient evidence of a linear relationship between each of the independent variable and the dependent variable.

Testing the coefficient of the independent variable X1 (Proportion of INEDs)

H0: β1 = 0
H1: β1 ≠ 0

As shown in Table 7, p-value for X1 = 0.48 which is larger than the alpha (α) of 0.05. As such, we do not reject H0. Hence, there is no sufficient evidence to infer that the corporate governance compliance index and proportion of INEDs are linearly related.

Testing the coefficient of the independent variable X2 (Chairman to be chief executive)

H0: β2 = 0
H1: β2 ≠ 0

As shown in Table 7, p-value for X2 = 0 (the value printed in the summary output is in scientific notation, 1.09741E-05, which is very close to 0) which is smaller than the alpha (α) of 0.05. As such, we reject H0. Hence, there is sufficient evidence to infer that the corporate governance compliance index and chairman to be chief executive are linearly related.

Testing the coefficient of the independent variable X3 (Chairman to be an INED)

H0: β3 = 0
H1: β3 ≠ 0

As shown in Table 7, p-value for X3 = 0.71 which is larger than the alpha (α) of 0.05. As such, we do not reject H0. Hence, there is no sufficient evidence to infer that the corporate governance compliance index and chairman to be an INED are linearly related.

Table 7 – Coefficient of correlation and multiple regression (Corporate governance compliance index and board independence)
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(ix) Descriptive statistics (Return on equity)

As shown in Table 8, the return on equity was 9.48% on average with ranging from -2.49% to 24.68% during the latest financial year.

Table 8: Description statistics (Return on equity)
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(x) Inferential statistics - Coefficient of correlation analysis related to Research Question 2

Research Question 2 is to examine whether there is any relationship between the return on equity and level of corporate governance compliance. As shown in Table 9, the coefficient of correlation (r) is 0.08 which is near zero and the coefficient of determination (r2) is 0.006846004. It indicates that there is little or no linear relationship between the two numerical variables.

To test the coefficient of correlation, we construct the following hypotheses:

H0: ρ = 0
H1: ρ ≠ 0

As the p-value for coefficient of correlation is 0.63 which is larger than the alpha (α) of 0.05, we do not reject H0. The result is not statistically significant at the 5% level of significance. As such, there is no sufficient evidence to infer that there is a linear relationship between the return on equity and corporate governance compliance index.

(xi) Inferential statistics – Linear regression model analysis related to Research Question 2
Research Question 2 is to examine whether there is any relationship between the return on equity and level of corporate governance compliance. As such, a linear regression equation is constructed as follows:

Ŷ = b0 +b1X1

Ŷ = value of Y (return on equity)
b0 = sample Y intercept
b1 = sample slope
X1 = value of X1 (corporate governance compliance index)

As shown in Table 9, b0 = 0.15 and b1 = -0.008267969. Both coefficients are very small. To determine whether a linear regression model should be employed, it is important to assess how well the linear regression model fits the data because there may be in fact no relationship between the two variables. As such, the following two hypotheses are constructed:

H0: β1 = 0
H1: β1 ≠ 0

As shown in Table 9, the p-value for b1 is 0.63 which is larger than the alpha (α) of 0.05, we do not reject H0. There is no sufficient evidence to infer that β1 ≠ 0 at the 5% level of significance. As such, there is no sufficient evidence to infer that there is a linear relationship between the return on equity and corporate governance compliance index.

Table 9 – Linear regression (Return on equity and corporate governance compliance index)
[image: ]
[bookmark: _GoBack](xii) Description statistics (Annualised share price volatility) 

As shown in Table 10, the annualised share price volatility was 39.58% on average with a range of 23.79% to 60.79% during the period from 1 Dec 2019 to 30 Nov 2020.

Table 10: Descriptive statistics (Annualised share price volatility)
[image: ]

(xiii) Inferential statistics - Coefficient of correlation analysis related to Research Question 3

As shown in Table 11, the coefficient of correlation (r) is 0.08 which is near zero and the coefficient of determination (r2) is 0.006578208. It indicates that there is little or no linear relationship between the two numerical variables.

To test the coefficient of correlation, we construct the following hypotheses:

H0: ρ = 0
H1: ρ ≠ 0

As the p-value for coefficient of correlation is 0.64 which is larger than the alpha (α) of 0.05, we do not reject H0. The result is not statistically significant at the 5% level of significance. As such, there is no sufficient evidence to infer that there is a linear relationship between the annualised share price volatility and corporate governance compliance index.

(xiv) Inferential statistics – Linear regression model analysis related to Research Question 3

Research Question 3 is to examine whether there is any relationship between the annualised share price volatility and level of corporate governance compliance. As such, a linear regression equation is constructed as follows:

Ŷ = b0 +b1X1

Ŷ = predicted value of Y (annualised share price volatility)
b0 = sample Y intercept
b1 = sample slope
X1 = value of X1 (corporate governance compliance index)

As shown in Table 11, b0 = 0.45 and b1 = -0.007975409. Both coefficients are very small. To determine whether a linear regression model should be employed, it is important to assess how well the linear regression model fits the data because there may be in fact no relationship between the two variables. As such, the following two hypotheses are constructed:

H0: β1 = 0
H1: β1 ≠ 0
As shown in Table 11, the p-value for b1 is 0.64 which is larger than the alpha (α) of 0.05, we do not reject H0. There is no sufficient evidence to infer that β1 ≠ 0 at the 5% level of significance. As such, there is no sufficient evidence to infer that there is a linear relationship between the annualised share price volatility and corporate governance compliance index.

Table 11 – Linear regression (Annualised share price volatility and corporate governance compliance index)
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4.2 Measurement of Constructs - Reliability and Validity
Reliability is a degree to which a research instrument produces consistent results. It is fundamentally concerned with issues of consistency measures. According to Black (1999), reliability is an indication of consistency between two measures of the same thing. These measures could be:
· Two separate research instruments.
· Two similar halves of a research instrument (eg two halves of a questionnaire).
· The same research instrument applied on two occasions.
· The same research instrument administered by two different people.

There are several ways of determining reliability, with test-retest reliability and internal consistency reliability being among the most frequently employed and reported in research conducted in the organisational sciences (Pierce and Gardner, 2011) as well as inter-judge reliability (Gray, 2017, p. 163).

(i) Test-retest reliability: It reflects the administration and re-administration of the same research instrument to the same sample together with the examination of the strength of the correlation between these two sets of sample data. If the two sets of sample data are quite high statistically significant, it may conclude that there is a reasonably strong test-re-test reliability (Pierce and Gardner, 2011).

(ii) Internal consistency reliability: It tests the homogeneity of the items in a research instrument. It seeks to measure the extent to which the items on a research instrument ‘hang together’ (Sakaran and Bougie, 2013). Cronbach’s alpha is a commonly used test of internal reliability which varies between 1 (denoting perfect internal reliability) to 0 (denoting no internal reliability) (Bryman and Bell , 2015, p. 169). As a rule of thumb, some researcher argues that Cronbach’s alpha of 0.7 or above is considered to be acceptable and efficient (Schutte et al. 2000). 

(iii) Inter-judge reliability – It compares the consistency of observations when more than one person is judging in order to avoid an observer error. A useful way of measuring inter-judge reliability is through the use of the Kappa score which compares the level of agreement between two people against what might have been predicted by chance (Gray, 2017, p. 163).

Although scales and indexes yield some numerical scores representing a construct of interest, they are different in many ways. Firstly, scales typically involve a set of similar items that use the same rating scales such as Likert scale whereas indexes often comprise of components that are very different from each other and are measured in different ways. Secondly, scales are designed to assess subjective or judgmental constructs whereas indexes often combine objectively measureable values. (Pelz, 2020). 

In this study, the dependent and independent variables namely the corporate governance compliance index scores, proportion of INEDs on board, whether the roles of chairman and chief executive to be performed by the same individual, whether the chairman to be an INED, return on equity and annualised share price volatility are indexes but not scales. As such, reliability testing is not applicable. Therefore, the calculation of Cronbach’s alpha for the items in the measurement instrument is not applicable as they are not interrelated in this study.

Validity is how accurate a research instrument is at measuring what it is trying to measure. When discussing the validity of a research instrument, researchers often refer to content validity, criterion validity and construct validity.

(i) Content validity refers to the extent to which the research instrument provides adequate coverage of the investigative questions which can be judged in one of the two ways. One is through careful definition of the research through literature reviewed and another is to use a panel of individuals to assess each question is the research instrument is ‘essential’, ‘useful but not essential’ or ‘not necessary’ (Saunders et al. 2016, p. 450).

(ii) Criterion validity is concerned with the ability of the measures to make accurate predictions. In assessing criterion-related validity, researchers compare the data from the research instrument with that specified in the criterion in some way. Often this is done by using statistical analysis such as correlation (Saunders et al. 2016, p. 450).

(iii) Construct validity refers to the extent to which a set of questions actually measures the presence of the construct. Where different scales are used to measure the same construct, the correlation between these scales is known as convergent validity (Saunders et al. 2016, pp. 450-451). In this study, indexes instead of scales are used. As such, testing of construct validity is irrelevant and not necessary.

In this study, we focus on assessing the content validity by way of careful definition of the research through the literature reviewed (Saunders et al. 2016, p. 450). For instance, as discussed previously (as shown in Table 6), the highest code provision non-compliance rate was A2.1. 14 of the 36 sample listed companies (i.e. 39% of the samples), the roles of chairman and chief executive were performed by the same individual. These findings are the same as those by The Stock Exchange of Hong Kong in its report “Analysis of corporate governance practice disclosure in June and December year-end 2017 and March year-end 2018 annual report” (The Stock Exchange of Hong Kong Limited, 2018) and can be validated. In addition, the content validity can be assessed through previous similar academic studies (Cheng et al. 2015; Lei and Song, 2012; Cheung et al. 2011; Cheung et al. 2010; Li et al. 2006).

The validity of the findings of this nature is the direction of causality which has not been tested in this study. There remains possible that the positive relationship observed in this study because of companies with better financial performance having good corporate governance structure rather than good corporate governance structure causes better financial performance. 

Factor analysis: The best way of determining which groups of items may constitute a unidimensional set is by factor analysis (DeVellis, 2003, p. 94). The purpose of factor analysis is to analyse scores on several items to see if they can be reduced to underlying dimensions. Those items that at highly related to each other should loan on one factor. As such, some of the variances in the scores can be explained. The results of factor loadings can help researcher determine which items from the scale should be retained or deleted (Kumar, 2015). In this study, the measurement instruments are indexes. As such, factor analysis is not applicable.

5. CONCLUSIONS

Compared to a statutory regime, the “comply or explain” approach to corporate governance in Hong Kong provides the value of flexibility to corporate governance based on the principle of “no one size fits all”. In case of non-compliance, the value of flexibility must be commensurate to meaningful and detailed explanations. 

Some academics have casted doubts on the effectiveness of the “comply or explain” approach which puts great emphasis on the role of shareholders to monitor the corporate governance of the company under the assumption of “shareholder primacy” (Arcot et al. 2010). In the absence a governmental agency with a proper statutory authority to enforce and monitor the “comply or explain” approach as well as disclosure requirements, the corporate governance regulations remain unsolved and for debate in the future.

The Hong Kong Institute of Chartered Secretaries is of the view that corporate governance is a journey but not a destination. There will not come a point where the regulation of corporate governance and compliance with that regulation cease to strengthen and develop. In the near future, corporate governance requirements are expected to increase substantially (The Hong Kong Institute of Chartered Secretaries, 2019).

Given the changing regulatory environment, advancement of technology and growing complexity of the nature of business, the role of directors becomes more important and complicated (Chan and Lau, 2003). It is argued that corporate governance must evolve to reflect rapid changes on business environment and listed companies should adapt their corporate governance and embrace new technology change in the digital age (The Hong Kong Institute of Chartered Secretaries, 2018).

Undoubtedly, this study is not without any challenges and limitations. Given the time constraint for this study (HKBM7004 Quantitative Research Methods) to be completed in a month, 3 samples for each industry sector are randomly selected for the pilot test. That is, a total of 36 sample listed companies for 12 industries are selected. As such, the small sample size is a major course of concern in respect of the findings and analyses. Furthermore, correlation analysis alone cannot prove that there is a causal effect. Even though in the case that there is a strong correlation, it does not imply a causation effect. It only indicates the tendencies present in the data (Berenson et al. 2009, p. 96).

Moreover, the “comply or explain” approach to corporate governance does not envisage a “one size fits all” approach in Appendix 14 to the Listing Rules (Hong Kong Exchanges and Clearing Limited, 2020). Hence, it is possible that companies within each Hang Seng Composite Industry Index differ considerably in terms of capital base, risk profile, history, business activity and management and personnel arrangements (Brown and Gorgens, 2009).

Apart from the level of corporate governance, it is also possible that some variables will affect the financial performance and share price volatility such as number of listing years, company size, growth rate and leverage. As such, further research areas can be explored in the future.
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Hang Seng Composite Number of Percentage of Codes of Number of samples

Industry Indexes Companies Companies

1

three-digit (% of Companies x

Numbers

2

Sample Size of 218)

3

Energy 12 2% 001 - 012 6

Materials 20 4% 013 - 032 9

Industrials 40 8% 033 - 072 18

Consumer Discretionary 93 19% 073 - 165 42

Consumer Staples 27 6% 166 - 192 13

Healthcare 47 10% 193 - 239 22

Telecommunications 10 2% 240 - 249 5

Utilities 30 6% 250 - 279 14

Financials 56 12% 280 - 335 26

Properties and Construction 103 21% 336 - 438 47

Information Technology 39 8% 439 - 477 18

Conglomerates 8 2% 478 - 485 4

Total 485 100% 224

1: Figures in percentage of companies are rounded.

2: Codes of three-digit numbers ranging from "001" to "485" are assigned.

3: Figures in number of samples are rounded up to the nearest whole numbers. As such,

the number of samples is more than the required number of samples of 218.

Hang Seng Composite Industry Indexes

Stratified Random Sampling  
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A.1 The Board

A.2 Chairman and Chief Executive

A.3 Board composition

A.4 Appointments, re-election and removal

A.5 Nomination Committee

A.6 Responsibilities of directors

A.7 Supply of and access to information

Yes No

No Yes

Yes No

Yes No

Yes No

Compliance with all corporate governance

code provisions under each sub-division

Yes No

Yes No
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Corporate governance compliance Index

Mean 6.166666667

Standard Error 0.161834719

Median 6

Mode 7

Standard Deviation 0.971008312

Sample Variance 0.942857143

Kurtosis 2.050401929

Skewness -1.343771024

Range 4

Minimum 3

Maximum 7

Sum 222

Count 36

Largest(1) 7

Smallest(1) 3

Confidence Level(95.0%) 0.328541946
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Hang Seng Industry Classification  Sample size Minimum Maximum Mean  Standard

deviation

Energy 3 5 9 7.33             2.08            

Materials 3 9 11 10.33           1.15            

Industrials 3 9 11 9.67             1.15            

Consumer Discretionary 3 7 12 9.00             2.65            

Consumer Staples 3 8 11 9.00             1.73            

Healthcare 3 8 12 10.00           2.00            

Telecommunications 3 8 14 10.33           3.21            

Utilities 3 8 14 10.67           3.06            

Financials 3 10 13 11.00           1.73            

Properties and Construction 3 9 11 9.67             1.15            

Information Technology 3 9 11 10.33           1.15            

Conglomerates 3 9 18 12.00           5.20            

All industries 36 5 18 9.86             2.32            

Number of directors per board
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Hang Seng Industry Classification Sample size Minimum Maximum Mean  Standard Minimum Maximum Mean  Standard

deviation deviation

Energy 3 3 4 3.33             0.58             37.50% 60.00% 47.31% 11.52%

Materials 3 3 4 3.67             0.58             33.33% 36.36% 35.35% 1.75%

Industrials 3 3 4 3.67             0.58             33.33% 44.44% 38.05% 5.74%

Consumer Discretionary 3 3 4 3.33             0.58             33.33% 42.86% 37.90% 4.78%

Consumer Staples 3 3 5 3.67             1.15             37.50% 45.45% 40.15% 4.59%

Healthcare 3 3 5 4.00             1.00             37.50% 41.67% 39.72% 2.10%

Telecommunications 3 3 5 3.67             1.15             33.33% 37.50% 35.52% 2.09%

Utilities 3 3 5 4.00             1.00             35.71% 40.00% 37.74% 2.15%

Financials 3 5 6 5.33             0.58             46.15% 50.00% 48.72% 2.22%

Properties and Construction 3 3 5 4.00             1.00             33.33% 55.56% 41.75% 12.05%

Information Technology 3 4 8 5.67             2.08             36.36% 72.72% 54.88% 18.19%

Conglomerates 3 3 6 4.33             1.53             33.33% 44.44% 37.04% 6.42%

All industries 36 3 8 4.06             1.15             33.33% 72.72% 41.18% 8.78%

Number of INEDs per board Proportion of INEDs per board 
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Top five code provision non-compliance rates under "Part A - Directors" of Appendix 14 to the Number of Percentage of

Listing Rules  non-compliancenon-compliance

A.2.1 The roles of chairman and chief executie should not be performed by the same  14 39%

individual. The division of responsibilities between the chairman and chief executive 

 should be clearly established and set out in writing.

A.4.1 Non-executive directors should be appointed for a specfic term, subject to election. 5 14%

A.6.7 INEDs and non-executive directors should regularly attend and actively particpate in 4 11%

board meetings. They should also attend general meetings to gain and develop a 

balanced understanding of the views of shareholders.

A.4.2 All directors appointed to fill in a casual vacancy should be subject to election by  3 8%

sharelders at the first general meeting after appointment. Every director should be 

subject to retirement by rotation at least once every three years.

A.5.5 (2) If the proposed INED will be holding their seventh (or more) listed company  2 6%

directorship, why the board believes the individual would still be able to devote

sufficient time to the board.
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Coefficient of correlation and multiple regression

Corporate governance compliance index and board independence

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.682401597

R Square 0.465671939

Adjusted R Square 0.415578684

Standard Error 0.742311129

Observations 36

ANOVA

df SS MS F Significance F

Regression 3 15.36717399 5.122391332 9.296100498 0.000143699

Residual 32 17.63282601 0.551025813

Total 35 33

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%

Intercept 6.281329764 0.608862743 10.31649553 1.05197E-11 5.041116941 7.521542586 5.041116941 7.521542586

Proportion of INEDs (X

1

) 1.021232281 1.42890182 0.714697306 0.479977883 -1.88934548 3.931810043 -1.88934548 3.931810043

Chairman to be chief executive (X

2

) -1.346392562 0.258717505 -5.204103068 1.09741E-05 -1.873382875 -0.81940225 -1.873382875 -0.81940225

Chairman to be an INED (X

3

)

-0.208479804 0.550640511 -0.37861327 0.707475463 -1.330097822 0.913138213 -1.330097822 0.913138213
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Return on equity

Mean 0.094816694

Standard Error 0.016171562

Median 0.103321472

Mode #N/A

Standard Deviation 0.09702937

Sample Variance 0.009414699

Kurtosis 3.40318743

Skewness -1.330847266

Range 0.495370089

Minimum -0.248588747

Maximum 0.246781343

Sum 3.413400998

Count 36

Largest(1) 0.246781343

Smallest(1) -0.248588747

Confidence Level(95.0%) 0.032830016
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Coefficient of correlation and linear regression

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.082740583

R Square 0.006846004

Adjusted R Square -0.022364408

Standard Error 0.098108373

Observations 36

ANOVA

df SS MS F Significance F

Regression 1 0.002255857 0.002255857 0.234368625 0.631407176

Residual 34 0.327258598 0.009625253

Total 35 0.329514455

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%

Intercept 0.145802503 0.106579054 1.36802212 0.180279133 -0.070792194 0.3623972 -0.070792194 0.3623972

Corporate governance compliance index (X

1

)

-0.008267969 0.017078476 -0.484116334 0.631407176 -0.042975607 0.026439669 -0.042975607 0.026439669

Return on equity and Corporate governance compliance index
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Annualised share price volatility

Mean 0.395819083

Standard Error 0.015913689

Median 0.394321

Mode #N/A

Standard Deviation 0.095482136

Sample Variance 0.009116838

Kurtosis -0.8374249

Skewness 0.239327538

Range 0.37002

Minimum 0.237878

Maximum 0.607898

Sum 14.249487

Count 36

Largest(1) 0.607898

Smallest(1) 0.237878

Confidence Level(95.0%) 0.032306507


image12.emf
Coefficient and correlation and linear regression

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.08110615

R Square 0.006578208

Adjusted R Square -0.02264008

Standard Error 0.096556949

Observations 36

ANOVA

df SS MS F Significance F

Regression 1 0.002099036 0.002099036 0.225140078 0.638184515

Residual 34 0.316990307 0.009323244

Total 35 0.319089343

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%

Intercept 0.445000773 0.104893679 4.242398357 0.000160798 0.231831169 0.658170377 0.231831169 0.658170377

Corporate governance compliance index (X

1

)

-0.007975409 0.016808407 -0.474489281 0.638184515 -0.042134202 0.026183384 -0.042134202 0.026183384

Annualised share price volatility and corporate governance compliance index
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