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A STUDY ON THE RELATIONSHIP BETWEEN CORPORATE
GOVERNANCE AND FINANCIAL PERFORMANCE
FROM THE PERSPECTIVE ON ENTERPRISE
SUCCESSOR SELECTION

Corporate managers play a critical role in corporate governance and financial performance,
and continuing the development of corporate governance and financial performance becomes an
important consideration in selecting enterprise successors. The past research mostly focused on the
discussions between corporate governance and financial performance, but not from the perspective
on enterprise successor selection. For this reason, the relationship between corporate governance,
financial performance, and enterprise successor selection is discussed in this study. The research
outcomes conclude that: 1. Corporate governance presents significantly positive effects on financial
performance, 2. Enterprise successor selection has remarkably positive effect on corporate gover-
nance, 3. Enterprise successor selection shows notably positive effect on financial performance, and
4. Enterprise successor selection reveals remarkably moderating effect on the relationship between
corporate governance and financial performance. Consequently, it is suggested to take enterprise
successor selection into account when developing corporate governance and financial performance
strategies.

Keywords: successors; corporate governance; financial performance; board of directors; return on
sales.

Ke-Jly Banr, Yi Yian, Yy-Meii Tynr
JOCIIIKEHHA 3AJTEZXKHOCTI MIZK KOPITIOPATUBHUM
YIIPABJIIHHAM 1 ®IHAHCOBUMMUA IIOKASHUKAMM 3 TOYKHU
30PY BUBOPY HACTYIIHUKA B YITPABJIIHHI

Y cmammi cmeepoxcycmocs, wio Kopnopamueni meHeoNcepu 2paroniv 8aAXNCAUGY POAb 6
ynpaeainni opzanizauiero i pinancosux noxasuurax. Ilpodoeicenns po3eumky ynpaeainus
opeanizauicto [ (hinancosumu NOKAZHUKAMU € GANCAUGUM AP2YMEHMOM npu 6ubopi
Kopnopamugnozo nacmynnuka. Hoemoca npo 3aieycnocmi mixe ynpasainnam opeanizauiero,
inancosumu noxasnuxamu i 6ubopom Kopnopamuernozo nacmynnuxa. Pezyismamu noxazyroms,
wo: 1) ynpaeainna opzanizauicro mae 3naunuii no3umueHuil ejhexm na Qinancosi nokasHuxu; 2)
6uUOIp KOpnopamuHo20 HACMYNHUKA MAE NOMIMHUI NO3UMUGHUL eheKm Ha YnNpagaiHH:A
opeanizauiero; 3) eubip KOpnopamueéHo20 HACMYNHUKAG O0EMOHCHMPYE NOMIMHUL NOZUMUGHUT
eghexm na Qinancoi noxasnuru; 4) eubip HacmMynHuKa Mae NOMiMHUI NOM AKWY8AAbHUI eheKm
HA CMOCYHKU MIdC YnpaséaiHHam opzanizauicto i inancosumu noxasnuxamu. Bionogiono,
3anponoHo6ano eépaxoeyeéamu eubip HACMYNHUKAG npu po3pobui cmpameiii YnpaeaiHH:A
opeanizauicio i pinancosumMu NOKazHuKamu.

Karouosi caosa: nacmynuuxu; ynpaeainus opeanizayieto; ¢inancosi nokasnuxku; pada
dupekmopie, penmabenvHicmv RPooaxCia.
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K>-JIy Baur, Yu YUnan, Yy-Mbyii Tynr
NCCIIEAOBAHUE 3ABUCUMOCTU MEXIY KOPITOPATUBHBIM

YIIPABJIEHUEM 1 ®PUHAHCOBBIMHA ITOKASATEJIAMU C
TOYKU 3PEHUA BbIBOPA IIPEEMHUKA B YITPABJIEHUN

B cmamve ymeepucoaemcs, umo Kopnopamugnvie MeHeOMNCePbl UPAIOM GANCHYIO POLb 6
ynpaeaenuu opzanusayuei u unancosvimu noxazameasmu. Ilpodoaxncenue paseumus
ynpasaeHust opeanuzayueli u PUHAHCOBLIMU NOKA3AMEAAMU AGASACMCS BANCHOIM APLYMEHMOM
npu evibope Kopnopamuenozo npeemuuxa. Ilosmomy 6 Oannoi cmamve peuv udem o
3agucumocmu mexcoy ynpaeieHuem op2anuzauuei, (UHAHCOBLIMU NOKA3AMEAAMU U 6bl60POM
Kopnopamuenozo npeemuuxa. Pesyabmamot noxasviearom, wmo: 1) ynpaeaenue opzanuzayuei
umeem 3HAMUMEAbHO NOAONCUMEAbHBII 3pdexm Ha unancosvie noxazameau; 2) 6vL60p
KOpnopamueHo20 NpeeMHUKa UMeem 3aMemHO NOA0NCUMeabHbll 3¢gexm Ha ynpaseaenue
opeanusayueil; 3) 6b100p nNpeeMHUKA 0eMOHCIPUPYEH 3AMEMHO NOAONCUMEAbHbLI Ihhexm Ha
dunancosvie noxazameau; 4) 6vL00p KOPNOPAMUGHO20 RPEEMHUKA UMEEH 3AMEMHO
cmsivarouuli Ahhpexm Ha omHoOWeHUSL Mexcdy YnpasieHuem Op2aHu3auuell u (QUHAHCOBbIMU
nokasameasmu. CoomeemcmeeHHo, NPeOA0NCeHO YHUMbIGAMb  6blO0P NPeeMHUKA npu
paspabomke ynpasienusi opeanusavuel u GUHAHCOBLIMU NOKA3AMEALMU.

Karouesvie caosa: npeemuuku; ynpagienue opearHusauyueil; (QUHAHCOBble NOKA3AMeNU; COBem
dupekmopog; peHmabdeabHOCMb nPOOadIC.

Introduction. Effective corporate governance performs differently according to
the growth phase and the number of employees in a company. Research (Adams and
Ferreira, 2007; Song and Thakor, 2006) indicated that enterprise successor selection
could affect the quality of acquirable information for board of directors and investors;
strong board of directors is likely to strictly evaluate the enterprise successor selection
for an optimal choice. According to the survey by USA Today on August, 22nd, 2007,
most enterprises whose founders still served as the chief executive officer (CEO)
demonstrated excellent performance; some of them even accomplished more than
60-time stock prices in the past 15 years. The key in a successful company lies in the
enterprise successor deeply understanding the industry to clearly realize the needs of
a company for key reform. A lot of companies, established before the emergence of
Internet, like "FedEx", "Dell Computers”, and "Apple", are heavy users of the
Internet. Besides, personal wealth of many enterprise successors is closely related to
the stock price, such as Larry Ellison holds up to 1.3 bin. shares of "Oracle", which is
about US$ 25 bin. at the market. In this case, such corporate managers concern more
of stock prices, rather than their salaries. Apparently, corporate managers present
great responsibility for corporate governance and financial performance.
Nevertheless, they would leave the office one day. How a new successor continuing
the development of corporate governance and financial performance becomes the
primary consideration in selecting enterprise successors. However, most of the past
research focused on the discussion of corporate governance and financial perform-
ance, but not from the perspective on enterprise successor selection. This study there-
fore tends to discuss the causality between enterprise successor selection, corporate
governance, and financial performance to understand the interaction between corpo-
rate governance and financial performance and to look for the key factors in the
enterprises selecting successors.
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Literature Review.

1. Corporate Governance. Brealey and Myers (2000) regarded corporate gover-
nance as company control, i.e., formulating the power of decision-making on
investment and finance. Generally, corporate governance covers the roles of direc-
tors in board of directors, voting rights of shareholders, proxy fight, and the actions
of other shareholders which could affect the decision-making. Lee (2009) studied
the relationship between corporate governance and corporate value with the latent
variables in the structural equation model. The research samples were the listing
companies in 2003-2007, and the variables for corporate governance contained
manager ownership, equity pledge ratio of directors and supervisors, managers
holding a concurrent post in directors, and Big 4 CPA firms-audited certification.
Hsu (2009) attempted to establish the integrated dimension for corporate gover-
nance to verify the effect on operating efficiency and corporate value. With the vari-
ables of information transparency, directors and supervisors ownership, organiza-
tions ownership, manager ownership, equity pledge ratio of directors and supervi-
sors, director holding a concurrent post in CEO, board of directors size, proportion
of independent directors and supervisors, and reward proportion of directors and
supervisors, the data envelopment analysis was utilized. Hsu (2010) studied the
relationship between corporate governance and corporate performance of the 106
listed companies within 2003-2008. The variables of equity structure of sharehold-
ers and board of director structure and high-level managers for corporate gover-
nance were analyzed with the fixed effect model. The dimensions of number of
independent external directors, manager ownership, director and supervisor own-
ership, larger shareholder ownership, and decision-making power of CEO, pro-
posed by Lo & Wong and Firth (2010) for corporate governance, were applied in
this study.

2. Financial Performance. The measurement of financial performance is based
on finance, which is a tool to evaluate corporate performance (Gasbarro and
Zumwalt, 2002). Venkatraman & Ramanujam (1986) divided organizational per-
formance into financial performance and operating performance. The former was
measured by the rate of economic fulfillment based on the output of financial
index, including sales growth, return on investment, and earnings per share; the lat-
ter, or non-financial performance, was the technical evaluation index of efficiency,
such as market shares, introduction of new products, product quality, and the cre-
ation of value-added.

Papp (1999) divided financial index into return on investment (ROI), return
on sales, gross profit, cash flow rate, earnings per share, return on equity, income
growth, and sales growth. Lynch et al. (2000) contained net profit margin, return
on assets (ROA), return on investment (ROI), overall competitive status, and gen-
eral profit rate in financial index. Pelham (2000) divided profit rate into return on
equity (ROE), gross profit rate, and return on investment (ROI). There were sever-
al standards for evaluating the financial index. According to the research subject
and coverage, single concept could also be applied, such as return on assets (ROA),
return on sales (ROS), return on equity (ROE), and sales growth (Ramaswamy et
al., 1996). This study therefore applied return on sales as the dimension for finan-
cial performance.
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3. Enterprise Successor Selection. The research of Center for Creativity
Leadership revealed that 65% externally employed high-level managers were likely to
fail in the first 2 years (Berchelman, 2005), showing that such talents could not bring
the professions into play because of not understanding the organizational culture.
Friedman and Olk (2004) studied the succession of CEO in organizations from the
dimensions of present chief executive officer-guided succession and preselected can-
didates or standards and concluded 4 types of the CEO succession.

(1) Crown heir. Such a succession model is guided by present CEO and suitable
candidates have been preselected. Present CEO shows the hegemony on such a suc-
cession model, and the external world has sufficient information of the successors. (2)
Horse race. Present CEO guided such a succession model, but without preselected
candidates. Horse race refers to some candidates being mixed in the options for suc-
cessor selection, but CEO controls the final decision. (3) Coup d'Etat. The succes-
sion model is not guided by present CEO, but with suitable candidates being pre-
selected. It is named Coup d'Etat because of the dissatisfaction with present CEO and
the attempt to get away from the control of the present CEO. (4) Comprehensive
search. The succession model is not guided by present CEO and no candidate is pre-
selected. The comprehensive search for successor is similar to Coup d'Etat, as some
people in an enterprise expect present CEO being replaced; the selection is broader
and systematic, but interested candidates should correspond to various standards.

4. Relationship among Enterprise Successor Selection, Corporate Governance, and
Financial Performance. Jensen & Meckling (1976) regarded one of the major objec-
tives of corporate governance being to provide shareholders with a favorable return on
investment. However, shareholders in most limited companies would authorize the
control and strategic decisions to managers so that the corporate governor becomes
the agent of shareholders. Being the agent of shareholders, the person should pursue
permanent return for shareholders. A lot of past research discussed the effects of cor-
porate governance on financial performance and proved that favorable corporate gov-
ernance could enhance financial performance of a company (Agrawal and Knoeber,
1996; Black et al., 2006; Bai et al., 2004; Cheng, 2008) or reduce capital costs
(Ashbaugh et al., 2004; Cheng et al., 2006). Nonetheless, in spite that a favorable cor-
porate governance could directly affect financial performance, it could manage the
organizational behaviors through enterprise successor selection. Several studies have
proved the effectiveness of enterprise successor selection (internal monitoring mech-
anism). Some research also indicated that corporate performance would be signifi-
cantly improved when new high-level managers are selected externally (Khurana and
Nohria, 2002). These studies show that effective corporate governance allow enhanc-
ing financial performance of a company, but enterprise successor selection could
affect the effectiveness of corporate governance. According to the literature, enter-
prise successor selection showed positive relationship with corporate governance and
financial performance (Denis et al., 1997). Although Jensen and Meckling (1976)
pointed out the ownership of managers being beneficial for the consistency between
managers and shareholders, recent research also found that favorable enterprise suc-
cessor selection could present positive relationship between corporate governance
and financial performance. As a consequence, enterprise successor selection has crit-
ical relations with corporate governance and financial performance.
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Based on the above statements, the following hypotheses are proposed in this
study.

Hypothesis 1 (H1): Corporate governance presents significantly positive effects
on financial performance.

Hypothesis 2 (H2): Enterprise successor selection demonstrates remarkably pos-
itive effects on corporate governance.

Hypothesis 3 (H3): Enterprise successor selection shows notably positive effects
on financial performance.

Hypothesis 4 (H4): Enterprise successor selection reveals moderating effects on
corporate governance and financial performance.

Research method.

1. Research framework. According to the literature review, it was regarded that
there are correlations between corporate governance, financial performance, and
enterprise successor selection. The proposed framework is shown in Figure 1.

Corporate Governance
H1
1. Number of independent |

external directors Financial

Performance

2. Managerial ownership |

3. Larger shareholder
ownership

H4

4. Decision-making power of

CEO

A
Enterprise successor selection
H3

H2
1. Crown heir

2. Horse race

3. Coup d’Etat

4. Comprehensive search

Figure 1. Research framework

2. Sampling and sample analyses. With random sampling, the questionnaires were
distributed and collected through post. Cheng Shin Rubber Ind. Co., Ltd., one of the
top-10 tire brands in the world, has established 5 manufacturing factories in
Changhua County, Taiwan, invested in the factories in China, Thailand, and
Vietnam, and established branches in the USA, Canada, Germany, Japan, and the
Netherlands as an internationalized enterprise. The turnover and export stand on the
top of tire industry in Taiwan. Having technical cooperation with TOYO Tires, the
brands of Cheng Shin, CST, and MAXXIS are marketed globally, in which MAXXIS
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was selected as Branding Taiwan Top 20 for 7 years by 2009. For this reason, the
enterprise succession candidates of Cheng Shin Rubber Ind. Co., Ltd., the high-level
managers, and professors were selected as the research subjects. Total 210 question-
naires were distributed, and 134 valid copies were retrieved, with the retrieval rate of
64%. Each retrieved questionnaire was regarded as an effective sample.

Research outcomes and analyses.

1. Reliability and validity analyses.

1. Corporate Governance Scale. Based on the definition and types proposed by
Lo, Wong & Firth (2010), questions for corporate governance were designed. With
factor analysis, 4 factors in corporate governance were extracted, as a number of inde-
pendent external directors (eigen value=1.888, oi=0.74), manager ownership (eigen
value=1.651, a=0.78), larger sharcholder ownership (eigen value=1.549, =0.67),
and decision-making power of CEO (eigen value=1.257, 0¢=0.67). The common
cumulative variance explained achieved 79.316%.

2. Financial Performance Scale. Referring to Ramaswamy et al. (1996), a single
dimension, return on sales, was applied to the financial performance.

3. Enterprise Successor Selection Scale. The questionnaire design of enterprise
successor selection was revised from the one proposed by Friedman and Olk (2004).
With factor analysis, 4 factors were extracted for the enterprise successor selection
scale, including: crown heir (eigen value=1.956, o=0.70), horse race (eigen
value=1.641, a=0.60), coup d'Etat (eigen value=1.369, 0.=0.80), and comprehensive
search (eigen value=1.227, 0:=0.68). The common cumulative variance of the 4 fac-
tors reached 77.403%.

I1. Regression relation among variables.

1. Multiple Regression Analysis of Corporate Governance and Financial
Performance. Multiple regression analysis results of financial performance towards
corporate governance are organized in Table 1.

Table 1. Multiple Regression Analysis of Financial Performance towards
Corporate Governance

Independent variable Financial Performance (Dependent
variable)
Corporate Governance
Number of independent external directors 0.229**
Manager ownership 0.217**
Larger shareholder ownership 0.282**
Decision-making power of CEO (0.298**
F 8.718
Significance 0.000***
R2 0.213
Regulated R? 0.188
*p <0.05 **p <0.01 ***p <0.001

Data source: Self-sorted in the study.

The regression equation achieved significance (F=8.718, p<0.001). Corporate
governance presented remarkable correlations with financial performance, where
number of independent external directors, manager ownership, larger shareholder
ownership, and decision-making power of CEO for corporate governance showed
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significantly positive effects on product market share for financial performance and
reached significance (B=0.229, p<0.01; B=0.217, p<0.01; B=0.282, p<0.01;
=0.298, p<0.001). H1, therefore, was agreed.

2. Multiple Regression Analysis of Enterprise Successor Selection towards Corporate
Governance. Multiple regression analysis results of enterprise successor selection
towards corporate governance are listed in Table 2.

Table 2. Multiple Regression Analysis of Enterprise Successor Selection
towards Corporate Governance

Corporate Governance (Dependent variable)
Number of L Decision-
independent Manager & ar‘éfc?lil or making
external ownership hi power of
Independent variable directors ownersiip CEO
Enterprise ~ Successor
Selection
Crown heir 0.758%*** -0.055 -0.015 -0.052
Horse race 0.078 0.770%** 0.024 0.075
Coup d’Etat -0.022 -0.019 0.779*** 0.029
Comprehensive search -0.015 -0.039 0.050 0.767%**
F 41.607 50.561 47.309 47.760
Significance 0.000%*** 0.000*** 0.001*** 0.000%**
R? 0.563 0.611 0.595 0.597
Regulated R* 0.550 0.598 0.582 0.584
<005 **p<0.01_***p<0.001

Data source: Self-sorted in the study.

The regression equation reached significance (F=41.607, p<0.001). Enterprise
successor selection revealed notably positive effects on the number of independent
external directors for corporate governance, and crown heir presented significantly
positive effects on the number of independent external directors (§=0.758, p<0.001).

The regression equation achieve significance (F=50.561, p<0.001). Enterprise
successor selection showed remarkably positive effects on manager ownership for
corporate governance, and horse race showed notably positive effects on manager
ownership (3=0.770, p<0.001).

The regression equation reached significance (F=47.309, p<0.001). Enterprise
successor selection showed remarkably positive effects on larger shareholder owner-
ship for corporate governance, and coup d'etat presented significantly positive effects
on larger shareholder ownership (=0.779, p<0.001).

The regression equation reached significance (F=47.760, p<0.001), showing
notably positive effects of enterprise successor selection on decision-making power of
CEO for corporate governance and significantly positive effects of comprehensive
search on decision-making power of CEO (f=0.767, p<0.001).

Enterprise successor selection revealed notably positive effects on corporate gov-
ernance, H2 was partly agreed.

3. Multiple Regression Analysis of Enterprise Successor Selection and Financial
Performance. Multiple regression analysis results of enterprise successor selection
towards financial performance are sorted in Table 3.
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Table 3. Multiple Regression Analysis of Enterprise Successor Selection towards
Financial Performance

Tndependent variable Financial Perform'gilc)e (Dependent
variable
Enterprise Successor Selection
Crown heir 0.198**
Horse race 0.277**
Coup d'Etat 0.232%*
Comprehensive search 0.288***
F 8.302
Significance 0.000%**
R’ 0.205
Regulated R? 0.180
*p<0.05 **p<0.01 ***p<0.001

Data source: Self-sorted in the study.

The regression equation achieved significance (F=8.302, p<0.001), presenting
remarkably positive effects of enterprise successor selection on financial perform-
ance, in which crown heir, horse race, coup d'etat, and comprehensive search showed
notably positive effects on product market share (§=0.198, p<0.01; B=0.277, p<0.01;
B=0.232, p<0.01; p=0.288, p<0.001). H3, therefore was agreed.

1I1. The effects of the interaction between corporate governance and enterprise suc-
cessor selection on financial performance.

1. The moderating effects of corporate governance and enterprise successor selection
on financial performance. With the interactions between numbers of independent
external directors, manager ownership, larger shareholder ownership, decision-mak-
ing power of CEO for corporate governance and crown heir, horse race, coup d'etat,
and comprehensive search for enterprise successor selection, the effects on financial
performance are shown in Table 4.

From the regression analysis, the dimensions for corporate governance could
explain 21.3% variance of financial performance before inputting in the independent
variable of enterprise successor selection. The overall test of multiple linear regression
F=8.718 (p<0.001) achieved significance, presenting notably positive effects of cor-
porate governance on financial performance. After inputting the independent vari-
ables of enterprise successor selection in the regression model, the overall variance
explained increased 2.5%, F=4.892 (p<0.001) reaching significance. Overall, both
corporate governance and enterprise successor selection revealed significantly posi-
tive effects on financial performance, and the variance explained 23.8% was increased
obviously. Worth noting, number of independent external directors, manager owner-
ship, larger shareholder ownership, and decision-making power of CEO for corporate
governance showed remarkably positive effects on financial performance before
inputting enterprise successor selection, but the significance reduced after inputting
the dimensions for enterprise successor selection.

The overall variance explained was also increased after inputting the interactions
between corporate governance and enterprise successor selection. Within the interac-
tive items, the interactions between larger shareholder ownership and coup d'etat
showed notably negative effects on financial performance (B=-1.213, p<0.01), H4
was partly agreed.
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Table 4. Hierarchical Regression Analysis of Corporate Governance and
Enterprise Successor Selection towards Financial Performance

Financial Performance (Dependent variable)
Hierarchical variable Hierarchy I Hierarchy I | Hierarchy IIT
Corporate Governance
Number of independent external directors 0.229** 0.146 -0.196
Manager ownership 0.217** 0.040 -0.262
Larger shareholder ownership 0.282** 0.216 -0.838
Decision-making power of CEO 0.298*** 0.140 0.695
Enterprise successor selection:
Crown heir 0.100 0.485
Horse race 0.219 0.133
Coup d’Etat 0.014 -1.006
Comprehensive search 0.174 -0.616
Interactive items
Number of independent external directorsX 20,014
Crown heir )
Number of independent external directorsX
Horse race 0.045
Number of independent external directorsX 0935
Coup d'etat )
Number of independent external directorsX 0678
Comprehensive search ’
Manager ownershipX Crown heir 0.091
Manager ownershipX Horse race -0.217
Manager ownershipx Coup d’Etat 0.809
Manager ownershipX Comprehensive search -0.147
Larger shareholder ownershipX Crown heir -0.418
Larger shareholder ownershipX Horse race 0.431
Larger shareholder ownershipX Coup d’Etat -1.213**
Larger shareholder ownershipx 0752
Comprehensive search :
tIl)ecision—making power of CEOX Crown 0.320
eir
Decision-making power of CEO X Horse 0184
race :
Decision-making power of CEOX Coup 0.129
d’Etat e
Decision-making ~ power  of CEOX 20,205
Comprehensive search )
F 8.718 4.892 3.620
Significance 0.000*** 0.000%** 0.000%**
R? 0.213 0.238 0.444
A R? 0.213 0.025 0.206

Data source: Self-sorted in the study.

Conclusion. Having centered on corporate governance, the relationship between
corporate governance, enterprise successor selection, and financial performance were
found the following relations, including enterprise successor selection being able to
affect corporate governance and financial performance, corporate governance show-
ing positive effects on financial performance, enterprise successor selection present-
ing positive effects on corporate governance, and enterprise successor selection
revealing positive effects on financial performance. Directors, supervisors, and man-
agers in family-owned firms in Asian countries, including Taiwan, are often relatives
and possess the decisive voting power with cross-shares. The asymmetric information
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results in opaque management and supervision for family-owned firms, and the equi-
ty of small shareholders are neglected that investors are likely to hang back. Such a
situation could cause managerial difficulty in family-owned firms that the capital
market cannot be active. Family-owned firms often employ relatives that excellent
talents can hardly enter the decisive management level. Instead, incompetent family
members occupy the important posts that the ownership and the operating conces-
sions are confused. Although Chinese people remain traditional about sons taking
over fathers' practice, it is not the only way for every family-owned firm. An active
enterprise should change and innovate its organization with the development and the
factors of time and space to cope with environmental changes. Family-owned firms
should break through the restriction of not passing down to others and introduce tal-
ents beyond the family, when devoting to cultivating family successors, so that talents
could come to the fore under a fairly competitive condition.
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