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The Effects of Financial Restatement and
Corporate Governance Mechanisms on Firm
Value

Suhaily Hasnan, Norazzie Md Zin, Alfiatul Rohmah Mohamed Hussain

Abstract: This study examines the relationship between
financial restatement and firm value in Malaysian public listed
firms. In addition, it assesses the moderating effects provided by
corporate governance mechanisms on the relationship of
financial restatements and firm value. The study covers the period
2009-2015 and involves 142 public listed companies in Bursa
Malaysia with financial restatements. The findings reveal that
financial restatements do adversely impact firm value and that
financial restatements negatively and significantly affect firm
value. In terms of moderating variables, we find that the
interaction between financial restatement and family ownership is
negatively associated with firm value. In addition, this study also
finds that the interaction between financial restatement and
institutional ownership is positively and significantly associated
with firm value. In conclusion, in the Malaysian context, this
study establishes that financial restatement has a negative impact
on firm value.

Index Terms: Corporate governance, firm value, restatement

I. INTRODUCTION

Financial restatement (FR) issues continue to be
unresolved as the number of restatements continues to grow
from year to year following the high profile cases in the recent
past that have left investors with substantial losses. In the
United States (US), the Securities and Exchange Commission
(SEC) (2002) regards financial restatement as an important
reason for the loss of investors’ confidence, and former SEC
chairman [50] stated that innumerable investors experienced
loss of billions of dollars due to FR. Reference [47:pp. 1]
states that “A financial statement restatement occurs when a
company, either voluntarily or prompted by auditors or
regulators, revises public financial information that was
previously reported.” FR reflects an acknowledgement that
the financial statement, as originally reported to the public
and lodged with the SEC, was not in accordance with GAAP
[58]. Reference [11] argued that restatement clearly signals
that the firm’s prior financial statement was not credible and
was of relatively lower “quality”. They further argued that
investors rely on the financial statement for forecasting a
firm’s future profitability, and that accounting information
helps to reduce information asymmetries between
management and investors. FR leads to both a decrease in the
expected future earnings and an increase in the cost of equity
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capital [41] as well as the negative market reaction triggered
by the announcement of restatement [58]. A developed nation
like Australia also experiences negative market value and an
average abnormal return of about 9 per cent over a 2-day
announcement window due to FR [10].

Corporate governance is defined by the Malaysian SC
(2012) as “The process and structure used to direct and
manage the business and affairs of the company towards
enhancing business prosperity and corporate accountability
with the ultimate objective of realising long-term shareholder
value, whilst taking into account the interests of other
stakeholders.” Corporate governance also plays a vital role in
determining firm value. Reference [15] documented that
better governed firms are relatively more profitable, more
valuable, and pay out more cash to their shareholders.
Reference [42] found that weak corporate governance is
related to low corporate performance, investment and
financing pattern. Reference [61] found that firms that have
restated previously released financial reports, implement
subsequent changes in internal governance in an effort to
correct the underlying problems that contributed to the need
for restatement in the first place. This evidence provides a
starting point to further investigate the impact of financial
restatement on firm value and whether corporate governance
could mitigate the possibility of the negative impact on firm
value in Malaysian firms.

Despite the extensive research on the impact of FR in the
developed countries, the question of how the restatement of
past accounting information affects the Malaysian capital
market and the issue of corporate governance in mitigating the
negative impact of FR on firm value has received relatively
little attention. In the period 2002-2005, 32 financial
statements of Malaysian companies were restated, especially
pertaining to financial information concerning cost and
expense [9]. Although the number shown is significantly low,
it needs to be addressed since it can affect investors’
confidence [9]. Hence, this study examines the effects of the
Malaysian Code on Corporate Governance on the nature of
financial restatement in Malaysia, and whether corporate
governance characteristics are associated with financial
restatement. In view of the fact that there is a lack of studies
on FR in Malaysia, this study investigates the long-term effect
of FR on firm value within the Malaysian environment.

The organization of the paper is as follows. Section 2
describes hypotheses
development, followed by a
section on research design.
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discusses the results of the study, and the paper is concluded
in the final section.

Il. HYPOTHESES DEVELOPMENT

This paper constructs five hypotheses related to financial
restatements to examine the relationship between financial
restatement and firm value in Malaysian public listed firms.

A. Financial Restatement and Firm Value

Studies on Financial Restatement (FR) have shown that it
has various financial and non-financial impacts. These have
resulted in increased awareness from all market players
towards the issue of FR. Reference [24] determined that
income-decreasing earnings restatement that was the result of
aggressive accounting policies would result in higher CFO
turnover rates, and lower bonus compensation, especially
when the firm is the target of a restatement-related
class-action securities lawsuit. Similarly, restating firms
experience a turnover of at least one top manager within 24
months of the restatement compared to 35 per cent among age,
size and industry matched firms [28]. Finally, [48] updated
and confirmed that restating firms exhibit significantly higher
turnovers of CEOs, CFOs and external auditors
post-restatement. Submit your manuscript electronically for
review.

In terms of the economic consequences of FR, [11], [63]
found negative market returns for accounting problem
announcements, and that the negative reaction is most
pronounced for firms with revenue recognition issues.
Reference [35] reported that 689 of the restating companies
lost an estimated $100 billion in market capitalization, which
is significant for the companies and shareholders involved. In
addition, on average, accounting restatement leads to both
decreases in expected future earnings and increases in the firm
cost of equity capital [41]. Thus, this discussion leads to the
development of the hypothesis below:

H1: There is a negative relationship between FR and firm
value.

B. Moderating Effect of Corporate Governance
Mechanisms

This study employs several corporate governance variables
to see whether good corporate governance can help in
improving the value of a firm that is experiencing restatement.

1) Board Size

According to [32], the board of directors is an elected body
with the function of minimising the agency costs arising from
the separation of ownership and control in firms. An earlier
study by [60] stated that the preferred board size must be
between seven to fifteen directors.

Empirical studies show that large board size has a negative
impact on firm performance [31], [20]. Similarly, according
to [54], the board size of Malaysian companies is negatively
correlated to firm performance.

Conversely, [39] found that boards consisting of many
members are able to provide the resources needed by the
company. Further, [21] confirmed that firms with a larger
board size are related to less earnings management, while [47]
argued that there is a positive relationship between board size
and better updates of management earnings forecast (see, for
example, [59], [68] and [52]. Thus, despite the conflicting
views, it is expected that:
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H2a: There is a significant positive relationship between

FR and firm value when the firm has a larger board size.
2) Board Independence

Chapter 1 of the Bursa Malaysia Listing Requirements
views an independent director as being ‘independent of
management and free from any business or other relationship
which could interfere with the exercise of independent
judgement or the ability to act in the best interest of an
applicant or listed issuer [49] (Part A, Chapter 1). The
revamped KLSE Listing Requirements 2001 state that at least
one-third of the board should consist of independent,
non-executive directors. Board structure or the proportion of
independent directors sitting on the board is argued to affect
firm performance either adversely or favourably. Thus, the
definition provided indicates that independence of the board
is crucial for internal governance and should be practiced by
all firms.

The agency theory advocates believe that the existence of a
majority of outside directors on the board is effective in
reducing the agency conflict as they provide an avenue for an
effective monitoring tool for the board [32]. The researchers
suggest that outside directors are more efficient in monitoring
the top management and in ensuring that there is no collusion
with managers to expropriate the wealth of the stakeholders.
Meanwhile, the proponents of managerial hegemony state that
when the management is dominated by outside directors, the
capability of the board of directors to fulfil their monitoring
role is restricted and questionable [7]. Thus, the conflicting
argument leads to the development of the hypothesis below:

H2b: There is a significant positive relationship between
FR and the firm value of firms with a higher proportion of
independent directors.

3) CEO Duality

There are two arguments regarding CEO duality, the
agency theory view and the stewardship theory view. The
stewardship theory views that a CEO who is at the same time
acting as Chairman is able to enhance the decision making
process [51]. As a steward to the firm, they are expected to
serve and act in line with the principal’s interest. Conversely,
the CEO and Chairman roles need to be separated to maintain
the effectiveness of monitoring [38].

A conceptually opposing view, the agency theory, suggests
that CEO duality is negatively related to firm value.
Consistent with the agency theory, [29] documented that firms
that split the CEO and chairman positions due to investor
pressure have significantly lower announcement returns and
subsequent performance, and lower contributions of
investment to shareholder wealth. The Istanbul Stock
Exchange also reported that CEO duality has a negative
impact on firm performance [30]. Similarly, [44] documented
evidence that role duality/CEO duality restricts boards from
monitoring and controlling the management. Despite the
mixed argument, it is hypothesized that:

H2c: There is a significant negative relationship between
FR and firm value when a firm has CEO duality.

4) Family Ownership

Family ownership could affect the demand and supply of
quality financial reporting in one of two competing ways: the
entrenchment effect and the alignment effect [40]. This is
based on the argument that family ownership can reduce
agency costs through better
alignment of the shareholder and
managerial  interest.  Several
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empirical studies on the effect of family ownership and
performance in the US and UK found a non-linear
relationship and argued that this is the result of a combination
of the “convergence of interest” and “entrenchment” effect.
According to [55], active family control is associated with
higher profitability compared to non-family firms. Their
findings could be because family control lowers the agency
problem between owners and managers, but gives rise to
conflicts between the family and minority shareholders when
shareholder protection is low and control is high.

The Malaysian business environment is characterized by
family-owned and government-owned companies [37]. Of the
238 Malaysian companies surveyed in [23], 67.2 per cent
were in family hands and 13.4 per cent were owned by the
government. Reference [42] reported that, on average, family
ownership experiences a higher value than non-family
ownership based on ROE, while, based on Tobin’s Q and
ROA, the study found that firm value is lower in family than
non-family ownership. Meanwhile, family ownership creates
an incentive for controlling shareholders to expropriate other
shareholders’ wealth [32], [62]. Hence, the contradictory
results above give rise to the development of the hypothesis
below:

H3a: There is a significant positive relationship between
FR and firm value when a firm has a high percentage of family
ownership.

5) Institutional Ownership

In terms of external governance, institutional ownership is
included in this study. According to [5], the total institutional
shareholdings in Malaysia are about 13 per cent of the total
market capitalisation of Bursa Malaysia. Reference [46]
provided evidence that earnings are more informative as the
holdings of the owner increase, thereby supporting the
convergence of interest explanation for the owner-manager
structure. They have an incentive to actively monitor
management.

Thus, this study supports the theory that institutional
owners help in enhancing better governance of financial
reporting. Additionally, [22] examined the role of
institutional investors in improving firm performance through
the channel of corporate investment decisions. The findings
show that the interaction between institutional investors and
firm performance is significantly related to each other. In
addition, they found that the monitoring role of institutional
investors becomes more important when internal governance
is weak, thus again, further supporting the theory that
institutional investors contribute to good governance. Based
on the positive impact of institutional ownership with firm
value, it is hypothesized that:

H3b:There is a significant positive relationship between
FR and the value of a firm with a higher percentage of
institutional ownership.

6) Political Connection

Malaysian companies are unique in terms of their political
connections. Political connection is argued to have an impact
on firm value. Reference [33] studied political connections
across many countries and documented that most politically
connected companies are listed in countries with high levels
of corruption and a weak legal system. The findings further
revealed that the value of these companies increased when
their executives enter politics. Reference [66] found that
private firms with politically connected managers outperform
those without such managers. It is argued that politically
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connected firms enjoy benefits from the government and
political individuals. Reference [40] suggested that one direct
channel through which political connections may benefit
firms is by allowing them to borrow from state-owned banks
on preferential terms. Reference [17] showed that in
Thailand, firms with connections to banks and politicians
obtained more long-term loans and needed less collateral
during the period preceding the Asian financial crisis in 1997
compared to firms without such connections.

Conversely, [6] and [40] stressed that political
relationships do not enhance shareholder value but rather
fulfil the political goals of politicians. Reference [14] stated
that politically connected firms are highly leveraged and
exhibit poor accounting performance compared to their
non-connected counterparts. However, a study conducted in
Malaysia found that there is no evidence between political
connection and firm performance [4]. Despite the no-linkage
findings in Malaysia, it is hypothesized below that:

H4: There is a significant positive relationship between
FR and the value of firms with a political connection.

7) Audit Committee Expertise

The issue of the background and experience of an audit
committee that can affect the effectiveness of its auditing role
has been raised by the Blue Ribbon Panel. The Panel suggests
that the members of the audit committee should be financially
literate (Blue Ribbon Panel). In Malaysia, the Malaysian
Code on Corporate Governance (MCCG) also states that
members of the audit committee should have a sufficient
understanding of the financial reporting issues. Recently, the
Listing Requirements of Bursa Malaysia also suggest that the
audit committee should have at least one member registered
under the local accounting professional body, the Malaysian
Institute of Accountants, or at least have three years’
experience after passing a professional examination and be a
member of one of the specified accounting associations [61].

According to [56], firms with financial problems are
unlikely to have audit committee members with financial
expertise. Thus, the market reacts positively to the
appointment of an audit committee with financial expertise
[25]. Consistently, [67] argued that an audit committee
equipped with financial experience and training will better
understand the issue of earnings management. This is because
the likelihood of a restatement is less for companies whose
audit committee is entirely comprised of independent
directors of which at least one member is a financial expert
[1].

References [16], [13] found that both accounting and
certain types of non-accounting financial expertise reduce
earnings management for firms with weak alternate corporate
governance mechanisms, but that independent audit
committee members with financial expertise are more
effective in mitigating earnings management. Using a sample
size of 41 firms that issued fraudulent reports and 88 firms
that restated annual results (without allegations of fraud)
during the period 1991-1999, together with a matched pair
control group of similar size, exchange listing, industry and
auditor type, [2] documented a significant positive
association between an audit committee that lacks a member
with financial expertise and the occurrence of financial
reporting  restatement.  In
addition, [27] found a positive
market reaction to the
appointment of accounting
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financial experts assigned to audit committees but no reaction
to the non-accounting financial experts assigned to audit
committees. This is consistent with accounting-based
financial skills, but not broader financial skills, improving the
audit committee's ability to ensure high-quality financial
reporting.

Given the significant impact of audit committee expertise
on financial restatement and fraudulent reporting, it is posited
that:

H5: There is a significant positive relationship between
financial restatement and firm value when firms have at least
one member of the audit committee with financial expertise.

I11. RESEARCH DESIGN

A. Sample Selection

The sample of this study covers all companies listed on the
main board and second board of Bursa Malaysia from 2009
until 2015, which numbered 753 firms. Firms listed under the
ACE Market, finance companies, trusts, closed and real
investment trusts, as well as exchange-traded fund companies
were excluded from this study due to the different nature of
accounting treatment, governance and regulation. However,
for the purpose of this study, firms that restated their previous
financial statements were selected while other firms were
excluded. This study follows the steps taken by [9] in which
the keywords of “restate”, ‘“restated”, or “prior year
adjustment” were searched in all annual reports for evidence
of restatement. The final sample before the selection of the
financial restated annual reports was 4,816. After the
selection of firms that restated their financial statements in
accordance with the restatement categories defined by GAQ*
for FR, the final sample of this study was 71. This study
adopted a matched-pairs research design. For each of the 71
firms that restated their financial statements, the researcher
identified a control firm. Consistent with prior research [26],
[12] a control sample was identified with companies similar in
respect of industry and size (total assets) but in which
financial restatement was not detected. Table | presents a
summary of the 71 restatement firms by industry.

Table I: Sample Distribution by Industry

Industry Number of Firms
Total % of total

Industrial Product 13 18%
Consumer Product 10 14%
Plantation 7 10%
Trading & Services 24 34%
Construction 9 13%
Property 6 8%
Technology 2 3%
Total 71 100%

B. Models and Variables

We use the following regression model to analyse the
relationship between financial restatement and firm value.
Model 1:

Q = Bo+ B1RES + BgLEV + B1oLN_SIZE + ¢
)

! Refer to Appendix 1 for GAO definition of restatement.
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In addition, we also examine whether corporate governance
variables moderate the relationship tested on the interactions
of the governance mechanisms with financial restatement and
firm value. Thus, Models 2 and 3 are used.

Model 2:

Q=pBy + PiRES + pB,BODSIZE + p;BODIND +
B4sDUALITY + BsFAMILY + BgINSTOWN + B,POLITICS
+ BgEXPERTS + BgLEV + B1LN_SIZE + ¢

2
Model 3:
Q=B + PBRES + p,BODSIZE + PB:BODIND +
B4sDUALITY + BsFAMILY + BgINSTOWN + B,POLITICS

+ PBeEXPERTS + PBoLEV + PBLN_SIZE +
B1RES*BODSIZE + B1,RES*BODIND +
B RES*DUALITY + BLRES*FAMILY +
B1sRES*INSTOWN + B1sRES*POLITICS +
B1sRES*EXPERTS + ¢

®3)

Tobin’s Q is used to measure the dependent variable, firm
value (Q). Reference [53] argued that Tobin’s Q is a suitable
proxy for firm value. Similarly, in a study of the Singaporean
capital market, Tobin’s Q was used as a measurement for firm
value [19] also used Tobin’s Q as a proxy for firm value.

Tobin’s Q, as used by [53], is computed as the sum of
market value of equity and book value of debt, all divided by
the book value of assets.

MV

_ equity
Q BV

assets

+ BVer

4)
Where:
MV equity : Market value of equity
BV debt : Book value of debt
BV asset  : Book value of assets

Data for the independent variable, financial restatement,
were extracted from the annual reports available on the
website of Bursa Malaysia. Consistent with [9] and [53],
financial restatement is measured using dichotomous
variables. Firms that restate their financial statements in the
year examined were coded as 1, and the matched firms are
coded as 0.

The moderating variable used in this study is corporate
governance mechanism. The governance variables involved
are board size (BODSIZE), board independence (BODIND),
CEO duality (DUALITY), family ownership (FAMILY),
institutional ownership (INSTOWN), political connection
(POLITICS), and audit committee having financial expertise
(EXPERTS). Similar to the measurement used by [3], board
size in this study is measured based on the total number of
directors on the board of the restated firms. Board
independence (BODIND) is measured by the number of
independent directors who serve on the board, which is
similar to the measure used by [18]. It is suggested that a large
number of independent directors on the board can mitigate the
agency problem because independent directors are better in
controlling and monitoring the
opportunistic activities of the
management [43]. CEO duality
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(DUALITY) is used to test the effects of duality on financial
restatement firm value. Consistent with [30], DUALITY is a
dummy variable that carries a value of one if the CEO also
serves as chairman, and zero otherwise. In essence, empirical
evidence suggests that a firm has better performance when it
is family-managed and institutional-managed [64], [34], [6].
In this study, family ownership (FAMOWN) is measured
based on the percentage of family ownership in the top ten
largest shareholders, with a larger value indicating greater
family interests in the firm. Similarly, the measure of the level
of institutional ownership (INSTOWN) is the percentage of
shares held by institutional shareholders [top five institutional
investors, namely, Employees Provident Fund (EPF),
Lembaga Tabung Angkatan Tentera (LTAT), Permodalan
Nasional Berhad (PNB), Lembaga Urusan Tabung Haji
(LUTH), and Social Security Organisation (SOCSOQ)] in top
ten largest shareholders [6]. Specifically, the political
connections variable is a dummy variable that indicates
whether political connections were present in an organization.
In this study, the POLITICS variable is coded “1” if the firms
are owned and controlled by individuals, next of kin,
relatives, or associates linked to the top government officials
of the political parties and leadership in Malaysia; and “0”
otherwise; this is similar to the measure used by [45].

Audit committee financial expertise (EXPERTS) is a
dummy variable in which if one of the audit committee
members has financial expertise, it is coded as one, and zero
otherwise. This measurement is consistent with the
measurement used by [13].

IV. EMPIRICAL RESULTS

A. Descriptive Statistics
1) Univariate Analysis

The descriptive statistics for all the variables used are
shown in Table I1-1V. The statistics show the total number of
observations in this study, minimum and maximum amount of
each variable, and mean and standard deviation. The
minimum and maximum values present the lowest and highest
values for the variables used. As for the mean, it portrays the
average value and the standard deviation indicates how far
away the average data values typically are. Table Il shows the
descriptive statistics for firm value, that is, the value of
Tobin’s Q. As reported in this table, the maximum value of
Tobin’s Q calculated in this study is 9.702 as compared to the
minimum value of 0.002.

Table II: Descriptive Statistics for Dependent Variable
for Sample Firms (2009-2015, n: 142)

Mean Minimum Maximum Std. Dev

Q 1.051 0.002 9.702 1.214

Q: Firm value measured by Tobin’s Q

Table Il shows the descriptive statistics for the
independent variable: financial restatement. Since a dummy
variable is used for financial restatement firms, the value only
involved “1” and “0”. Thus, the results indicate that the
average value for this type of variable is 0.50 with a standard
deviation of 0.502. Meanwhile, Table IV shows restatements
based on the sectorial classification of Bursa Malaysia.

Table I11: Descriptive Statistics for Independent Variable
for Sample Firms (2009-2015, n: 142)

Mean Minimum Maximum Std. Dev

RES 05 0 1 0.502

RES= Dummy variable of “1” if firm restates its previous
financial statement, and “0” otherwise.

Table IV: Financial Restatements based on Bursa Malaysia Sectorial Classification (2009-2015, n: 142)

Industrial classification 2009 2010 2011 2012 2013 2014 2015 Total
Trading and services 6 4 3 2 5 6 26
Consumer products 2 1 2 1 2 1 2 11
Properties 3 1 1 5
Industrial products 1 4 2 3 4 14
Constructions 1 2 3 1 1 2 10
Plantation 2 1 2 5
Total 10 14 13 7 8 9 10 71
Table V: Pearson Correlation Matrix of Tested Variables (2009-2015, n: 142)

Q RES  BODSIZE BODIND DUALITY FAMILY INSTOWN POLITICS EXPERTS LEV ~ LN_SIZE
Q 1
RES -.369%* 1
BODSIZE 0017 -.221** 1
BODIND 0.06  0.091 -.226%* 1
DUALITY 0.07 0.15 -0.065 0.006 1
FAMILY 0.094  .176* -0.042 -0.051 0.137 1
INSTOWN -0.064  0.047 0.132 -0.019 -0.056 -0.097 1
POLITICS 0071 0141 0.009 0.006 -.182* -0.09 0.082 1
EXPERTS 248** - 51g** 0.15 0.057 -0.154 0.009 -0.061 -0.12 1
LEV -0.134  0.073 0.111 -0.053 0.043 -0.123 0.006 0.097 -.183* 1
LN_SIZE -0.011  -0.002 .168* -0.124 0 -.186* 219%* 197* 0.081  .261**

Notes: *** Significant at 0.01 level; **Significant at 0.05 level; *Significant at 0.10 level.
Q= measured by Tobin’s Q, RES= takes value “1” if firms restates previous financial statements, “0” otherwise,
BODSIZE= Total number of directors on board, BODIND= Proportion number of independent directors on board,

DUALTIY= takes value of “1” if the firm do not separates the CEO and C
Total percentage of family ownership for top ten largest shareholding,
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hairman, and "0" if otherwise, FAMILY=
INSTOWN= Proportion of institutional
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ownership for top five institutional investors, POLITICS= Dummy variables states "1" if firm's is politically connected, and "0" otherwise, EXPERTS= Takes
value as "1" if at least one member of audit committee has financial expertise, LEV= Ratio of total debt to total assets, and LN_SIZE= Log of total assets

Table IV reports the Pearson’s correlations between
financial restatement and firm value. From Table V, it can be
seen that financial restatement (RES) is significantly and
negatively correlated with firm value (Q) (-0.369). It is
expected that financial restatement would adversely affect
firm value. The possible reason is that financial restatement
can signal that the previous financial statement issued is not
reliable or dependable for investors. In addition, other
variables are significantly correlated — positively or
negatively — to each other. As shown in Table V, the Tobin’s
Q and corporate governance variable, namely, EXPERTS is
positively and significantly correlated with each other
(0.248). However, the other variables — board size
(BODSIZE), board independence (BODIND), CEO duality
(DUALITY), family ownership (FAMILY) and institutional
(INSTOWN) ownership as well as political connection
(POLITICS) factors — are not significantly correlated with
Tobin’s Q. Board independence (0.06), CEO duality (0.07),
family ownership (0.94) and political connections are
positively related with Tobin’s Q.

Furthermore, by referring to the table presented, the
correlation between board size and financial restatement
shows a negative direction (-0.221) and is significant. Thus,
small board size can initiate or promote financial restatement.
One possible reason could be that when the number of
directors who sit on the board is small, the monitoring power
is less effective. This confirms the finding of [21] that firms
with larger board size are related to less earnings
management. Surprisingly, at the 0.1 level of significance, a
higher ownership of family results in a higher case of financial
restatement. However, this finding is supported by [32], [62]
who argued that family ownership creates an incentive for
controlling shareholders to expropriate the wealth of other
shareholders. A possible reason for this result is that when the
family ownership is high, the family members try to hide any
problems faced by the firm to ensure its going concern and
good image. Therefore, they will try as best as possible to
make the financial statements look ‘good’. It is also worth
noting that the correlation between audit committee, financial
expertise and FR is significantly correlated in a negative
direction. This suggests that when a member of the audit
committee has financial expertise, they can reduce the
likelihood of financial restatement. This is because by using
their vast knowledge of financial matters, they are able to
provide firms with a good foundation of financial
management and provide more useful audit advice and
service.

In addition, this study found an insignificant correlation
between financial restatement and BODIND, DUALITY,
INSTOWN and POLITICS. In addition, LEV is positively
related with the main independent variable but insignificant.
Financial restatement is negatively correlated with size
(-0.11), which shows that the smaller the size of the firms, the
higher the probability of firms to restate their financial
statements. Concerning the corporate governance variables,
in Table V, BODSIZE was found to be negatively,
significantly correlated with BODIND at the 5 per cent level
of significance (-0.226), suggesting that a proportion of board
independence is related to the board structure of the firm.
Additionally, BODSIZE is positive and significantly
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correlated to LN_SIZE, which indicates that large firms in
Malaysia have a larger board size compared to smaller firms.
Interestingly, BODIND is not significantly correlated to the
other variables tested. The possible explanation could be that
the existence of independent directors on the board in the
Malaysian scenario could be merely just to fulfil the
requirement of MCCG rather than totally exercising the role
of independent directors. DUALITY is found to be negatively
correlated with POLITICS at the 10 per cent level. This shows
that the position of CEO and chairman is separated in
politically connected firms.

Overall, the Pearson’s correlations between the variables are
low indicating that multicollinearity is not likely to pose a
problem in our regression analyses.

A. Logistic Regression Results
1) Results of Financial Restatements (RES) and Firm Value

Q)

Table VI exhibits the regression results for testing the H1
hypothesis for which this study employed RES as the main
independent variable. The results in Model 1 indicate that R2
and the adjusted R2 are 0.148 and 0.130, respectively. The
adjusted R2 demonstrated in this model is considered quite
high compared to a study in the Chinese market in which the
reported adjusted R2 is 0.03. The regression was statistically
significant at the 1 per cent level with an F-value of 8.001.
This table analyses how financial restatement affects firm
value. As expected, this study found a significant negative
relationship between financial restatement and firms. This
indicates that a firm that restates its previous financial
statement will face a decrease in its firm value. Investors
gradually lose confidence and belief in the management of the
firms. They find that their previous investment decision is
mistaken because they made the decision using the
uncorrected financial statement. This can be to the extent
whereby they feel deceived by the management in a more
severe restatement issue. Thus, this suggests that financial
restatement impairs investor confidence in the firms, and,
eventually, will reduce the value of Tobin’s Q in the long run.
The results of this study confirm and support the literature
from past studies [11], [53], and [58].

Table VI: Regression Results for Model 1
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Variables Coefficient t-statistic p- value
(Constant) 95.563 1.571 0.000
RES -29.589 -4.58***  0.000***
LEV -20.824 -1.377 0.171
LN_SIZE 1.320 0.212 0.833
Industry fixed Yes
R2 0.148
Adjusted R2 0.130
F-Statistic 8.001***
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Notes: *** Significant at 0.01 level; ** Significant at 0.05
level; * Significant at 0.10 level. Q= measured by Tobin’s Q,
RES= takes value “1” if firm restates previous financial
statement, “0” otherwise, LEV= Ratio of total debt to total
assets, and LN_SIZE= Log of total assets

2) Results of Moderating Variable

A different set of regression analyses was undertaken to test
the moderating variables. Regression Model 1 is directly
related to the direct effect between the independent and
dependent variables. Various corporate governance variables
were tested in this study too see whether there is a moderating
effect on the relationship of financial restatement and firm
value.

Thus, Table VII summarises the regression of Model 2 with
the inclusion of a corporate governance mechanism. In
relation to Model 2, R2 is 48 per cent and the adjusted R2 is
17.4 per cent. The full model can be considered as highly
significant. This indicates that a 17.4 per cent variation in firm
value is influenced by the independent, moderating and
control variables. Next, Model 2 shows that the coefficient
financial restatement (RES) is negatively and significantly
(0.000) related to firm value. The findings also show a
significantly positive association between firm value and
DUALITY (0.060), FAMILY (0.055) and POLITICS
(0.024). Whereas, the results is insignificant between firm
value and other variables namely; BODSIZE (0.337),
BODIND (0.306) and INSTOWN (0.745).

Table VII: Regression Results for Model 2

Variables Coefficient  t-statistic p-value
(Constant) 79.776 2.931 0.004
RES -35.744 -4.588***  0.000***
BODSIZE -2.225 -0.963 0.337
BODIND 0.294 1.027 0.306
DUALITY 13.362 1.896* 0.060*
FAMILY 0.361 1.936* 0.055*
INSTOWN -0.029 -0.326 0.745
POLITICS 15.259 2.289** 0.024**
EXPERTS 4.663 0.555 0.580
LEV -17.103 -1.124 0.263
LV_SIZE 2.272 0.344 0.731
Industry fixed  Yes

R2 0.482

Adjusted R2 0.174

F- statistic 3.972%**

Notes: *** Significant at 0.01 level; **Significant at 0.05 level; *Significant
at 0.10 level. Q= measured by Tobin’s Q, RES= takes value “1” if firm
restates previous financial statement, “0” otherwise, BODSIZE= Total
number of directors on board, BODIND= Proportion of number of
independent directors on board, DUALTIY= takes value of “1” if the firm
does not separate the CEO and Chairman, and "0" if otherwise, FAMILY=
Total percentage of family ownership for top ten largest shareholdings,
INSTOWN= Proportion of institutional ownership for top five institutional
investors, POLITICS= Dummy variables stated as"1" if firm is politically
connected, and "0" otherwise, EXPERTS= Takes value of"1" if at least one
member of the audit committee has financial expertise, LEV= Ratio of total
debt to total assets, and LN_SIZE= Log of total assets

In relation to Model 3, the Model 2 is again regressed
together with the inclusion of the interaction of financial
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restatement and the corporate governance variables. Model 3
shows a slightly higher adjusted R2 with a value of 0.214.
This shows that a 21.4 per cent change in firm value is
contributed by the independent, moderating and control
variables. Contrary to Model 2, Model 3 exhibits that
financial restatement is insignificantly related to firm value.
However, the direction of the association is consistently
negative.

This study finds that the moderating variables —- DUALITY
(0.040) and FAMILY (0.005) — remain significantly related to
firm value, thus demonstrating the robustness of the model
used. However, it is worth noting that CEO duality is
positively associated with firm value. One possible reason
could be that when the same CEO sits as chairman of the
board, he can reduce the time taken in decision-making. Thus,
the time saved can be used to focus on the goal of the firms in
increasing shareholder wealth. Given that the Malaysian
capital market is mostly owned by family members, another
reason could be that CEO duality is probably exercised by
family firms in which they will try their very best to achieve
good performance and increase the value of the firm. The
FAMILY variable stood at a very significant level with firm
value. This indicates that family ownership can reduce the
agency problem and that their actions are aligned with the
interests of the shareholders (principal). Eventually, firm
value will increase due to the reduction in agency costs. This
result is consistent with [55], who found that active family
control is associated with higher profitability compared to
non-family firms but is inconsistent with a previous
Malaysian study in which the author argued that based on
Tobin’s Q and ROA, firm value is lower in family than
non-family ownership. This is based on the notion that family
firms invest a high share of their assets in a certain firm,
which, subsequently, might invest in a
lower-risk-lower-return business in which the return is less
profitable. POLITICS (0.042) is positively related to firm
value and significant at the 5 per cent level.

Concerning the moderating role of board size as one of the
governance mechanism, hypotheses H2a, which predicts that
larger board size in financial restatement firms will positively
influence firm value, is rejected. The result of the regression
shows that the interaction of RES x BODSIZE is negative but
insignificant. Therefore, from the results, it can be said that,
probably, regardless of the board size in restating firms, the
value of the restating firm will continually reduce as a penalty
from outside market players. H2b posits that there is a
significant positive relationship between financial restatement
and firm value for firms with a higher proportion of
independent directors. The table shows that there is a positive
but insignificant relationship. Thus, again, the hypothesis
developed earlier is rejected. In terms of the interaction of
RES x DUALITY, the result is negative but significant;
hence, hypothesis H2c is rejected.

With regard to the interaction variables for financial
restatement and corporate governance, this study finds that
the interaction of RES x FAMILY is negatively and
significantly (0.043) associated with firm value. Thus, the
result rejects H3a, which posits that there is a positive
relationship between financial restatement and firm value
when family ownership is high.
The reason could be because
family ownership in restating
companies does not mitigate
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the agency problem, but rather initiates an increase in agency
problems. This might be because, when a company faces
financial restatement, family members who hold shares in that
firm will pressure the management to further ‘make up’ their
financial statement to ‘restore’ investors’ confidence.

As expected in H3b, this study reveals that the interaction
of RES x INSTOWN is positively and significantly associated
with firm value (0.005). The result explains that a higher
percentage of institutional ownership will promote an
increase in the value of financial restatement firms. Perhaps
this is because the effect of the monitoring duty exercised by
institutional investors is becoming more effective in the case
of financial restatement firms. The institutional investors are
perceived as being the watchdog for any irregularities
initiated or undertaken by the management. It is argued that
institutional ownership mitigates and mediates the
self-serving behaviour of corporate managers in financial
reporting [57]. Hence, one could agree that the existence of
block holders, particularly, can mitigate or moderate the
severity brought by financial restatement on firm value in the
long term. The result of this study is consistent with [65] in
which he documented a positive relationship between the
Taiwanese institutional ownership and firm performance. He
argued that institutional owners have better expertise for
monitoring.  In addition, [22] examined the role of
institutional investors in improving firm performance through
the channel of corporate investment decisions. The findings
show that the interaction between institutional investors and
firm performance is significantly related to each other. In
addition, they found that the monitoring role of institutional
investors becomes more important when internal governance
is weak. This further emphasizes that the existence of
institutional ownership in restating firms will enhance the
governance of the firms. Thus, the study accepts hypothesis
H3b since the interaction of financial restatement and
institutional ownership shows a significant positive effect on
firm value.

In H4, it is expected that there is a significant positive
relationship between financial restatement and the value of
firms with a political connection. Surprisingly, the hypothesis
is rejected when the interaction of RES and POLITICS is
negatively but insignificantly associated with firm value.
Thus, this result confirms that political connection at some
point can be a grabbing hand, rather than a helping hand. This
finding is consistent with [14] who stated that politically
connected firms are highly leveraged and exhibit poor
accounting performance compared to their non-connected
counterparts. Furthermore, this study fills the gap left by [4]
who found no evidence between political connection and firm
performance.

With respect to the interaction between RES and the audit
committee financial expertise, as depicted in Table VIII, the
result shows a negative but not significant relationship with
firm value. This study fails to support H5, which predicted a
positive relationship between financial restatement and firm
value when the firm has at least one member of the audit
committee with financial expertise. Most probably, audit
committee expertise can only enhance the auditing procedure
in the restating firm rather than increase the investor’s
investment, which, in turn, will lead to better firm value.
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Table VIII: Regression Results for Model 3

Variables Coefficient  t- statistic p-value
(Constant) 50.411 1.571 0.119
RES -7.977 -0.229 0.819
BODSIZE -2.103 -0.809 0.42
BODIND 0.198 0.572 0.568
DUALITY 20.448 2.077**  0.040**
FAMILY 0.805 2.83**  0.005***
INSTOWN 0.015 0.159 0.874
POLITICS 19.352 2.055**  0.042**
EXPERTS 10.558 0.708 0.48
LEV -14.684 -0.935 0.352
LN_SIZE 5.044 0.753 0.453
RESxBODSIZE -2.269 -0.495 0.622
RESxBODIND 0.061 0.136 0.892
RESXDUALITY -8.99 -0.665 0.508
RESXFAMILY -0.747 -2.041**  0.043**
RESXINSTOWN 0.228  2.888*** (.005***
RESXPOLITICS -7.486 -0.555 0.58
RESXEXPERTS -11.129 -0.648 0.518
Industry fixed Yes

R2 0.309

Adjusted R2 0.214

F-Statistic 3.257***
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Notes: *** Significant at 0.01 level; **Significant at 0.05 level; *Significant
at 0.10 level. Q= measured by Tobin’s Q, RES= takes value “1” if firm
restates previous financial statement, “0” otherwise, BODSIZE= Total
number of directors on board, BODIND= Proportion of number of
independent directors on board, DUALTIY= takes value of “1” if the firm
does not separate the CEO and Chairman, and "0" if otherwise, FAMILY=
Total percentage of family ownership for top ten largest shareholding,
INSTOWN= Proportion of institutional ownership for top five institutional
investors, POLITICS= Dummy variables states "1" if firm is politically
connected, and "0" otherwise, EXPERTS= Takes value of"1" if at least one
member of audit committee has financial expertise, LEV= Ratio of total debt
to total assets, and LN_SIZE= Log of total assets

V. CONCLUSION

The issue of corporate scandals, fraud, and fraudulent
financial reporting and restatement is a global issue, which is
also found in Malaysia. Recently, Malaysia witnessed a spate
of corporate scandals involving listed companies, which, to a
certain extent, have seriously undermined investors’
confidence. While Malaysia boasts a world-class framework
for corporate governance, previous years have uncovered
some cases of phantom invoices, doubtful accounts, and
mismanagement lurking in some of its listed companies. In
particular, the recent increase in the number of financial
restatement cases provides the main motivation for the study
of the interrelationships between financial restatements and
firm value in Malaysia. We find that financial restatements do
adversely impact firm value. The results show that financial
restatements negatively and significantly affect firm value,
which indicates that financial restatements signal a red flag
concerning the firm’s credibility, and that management is
doing something wrong with their investment, which leads
them to issue a restatement of the financial statement.

The results of the interaction of RES and board
independence, and the interaction
between RES and CEO duality
rejects the hypothesis developed
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earlier. Probably, the interaction of financial restatement with
board independence is not significant to firm value because
the existence of independent directors merely fulfils the
requirement by MCCG rather than exercise the real meaning
of ‘independence’; hence, this study supports the findings of
[9]. Additionally, [8] suggested that neither board
independence nor CEO duality, nor the joint effects of these
two provide any significant effect on firm performance.

On the one hand, it was found that the interaction of
financial restatement and family ownership has a significant
impact on firms. The hypothesis expected a significant
positive relationship between financial restatement and firm
value when the firm has a high percentage of family
ownership. However, the result from the regression model
identified that the interaction is negatively associated with
firm value. This is contradictory to [55] who found that active
family control is associated with higher profitability
compared to non-family firms. Interestingly, this finding
further supports the evidence provided by [42], as based on
Tobin’s Q and ROA, the study finds that firm value is lower in
family than non-family ownership. This is probably because
family-run firms are trying to safeguard their vast investment
compared to other minority shareholders by merely altering or
making up the financial statements to make it more ‘beautiful’
and ‘mesmerizing’.

On the other hand, this study finds that the interaction
between financial restatement and institutional ownership is
positively and significantly associated with firm value. This
indicates that the active or increased involvement of
institutional ownership directly increases the value of the
restating firm. This is because investors see institutional
investors as their watchdog and a means for promoting the
restoration of investors’ confidence. Institutional investors
bring expertise to monitoring [65]. For a firm experiencing
financial restatement, the existence of institutional investors is
said to better enhance its weak internal governance. As for the
political connection factor and audit committee financial
expertise, the results reject the hypothesis since the
relationship is insignificant.

This study contributes to the literature in several areas. It
provides a contribution to the understanding of the
association between financial restatement and firm value, and,
perhaps, assists the regulatory bodies to evaluate whether the
existing requirements, rules and codes of conduct imposed are
suitable or updated to address the current issues, and, thus,
helps them to regulate and structure new rules that suit the
Malaysian context and protect the interests of the market
players, especially the shareholders. Additionally, this study
finds that corporate governance mechanisms play an
important role in enhancing monitoring roles and ensuring an
increase in firm value. Thus, the results of this can also
contribute to the governance structure of financial restatement
firms or non-restated firms. Furthermore, the results show that
governance does matter in moderating the adverse effect of
financial restatement on firm value.

This study has several caveats that may influence the
interpretation of the results. With regards to financial
restatement, this study ignores whether the restatement
involved income increasing or income decreasing. The
categorisation or type of restatement is based on the
categories provided by GAO with the exclusion of
restatements due to announcements involving stock splits,
changes in accounting principles, and other financial
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statement restatements that were not made to correct mistakes
in the application of accounting standards. It would be
interesting for future studies to be conducted on public listed
firms concerning the effect of financial restatements on
non-financial aspects, such as CEO turnover and management
turnover. Finally, future research could also focus on the
impact of income increasing and income decreasing of
financial restatements on the market share prices in the
Malaysian context.

APPENDIX

A. Appendix 1: Restatement category according to GAO
definition

Category Description

Acquisitions
and mergers

Restatements of acquisitions or mergers
that were improperly accounted for or
not accounted for at all. These include
instances in which the wrong accounting
method was used or losses or gains
related to the acquisition were
understated or overstated. This does not
include  in-process  research and
development or restatements for
mergers, acquisitions, and discontinued
operations when appropriate accounting
methods were employed

Cost or expense | Restatements due to improper cost
accounting. This category includes
instances of improperly recognizing
costs or  expenses, improperly
capitalizing expenditures, or any other
number of mistakes or improprieties that
led to misreported costs. It also includes
restatements due to improper treatment
of tax liabilities, income tax reserves,
and other tax-related items

In-process
research and
development

Restatements resulting from instances in
which improper accounting
methodologies were used to value
inprocess research and development at
the time of an acquisition

Other Any restatement not covered by the
listed categories. Cases included in this
category include restatements due to
inadequate loan-loss reserves,
delinquent loans, loan write-offs, or
improper accounting for bad loans and
restatements due to fraud, or accounting

irregularities that were left unspecified

Reclassification | Restatements due to  improperly
classified accounting items. These
include restatements due to

improprieties such as debt payments

being classified as investments
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Related-party Restatements due to inadequate glalaysi?lr\U'l\_/:thed Colm?é'l\:ies: Evidenceddéring the Asif;lnlgirgngig\l
: : : : risis,” ournal of Management and Economics, vol. 12, 49-80.
transactions disclosure or improper accounting of 9. Abdullah, S. N., Mohamad Yusof, N. Z. and Mohamad Noor, N. N.
revenues, expenses, debts, or assets (2010). Financial Restatements and Corporate Governance among
involving transactions or relationships Malaysian Listed Companies. Managerial Auditing Journal, vol. 25(6),
with related parties. This category 526-552. _ N o
includes those involving special purpose 10. Ahmed, K. and Goodwin, J. (2007). An Empirical Investigation of
L. Earnings Restatements by Australian Firms. Accounting & Finance,
entities vol. 47(1), 1-22.
Restructuring, Restatements due to asset impairment, | 11. Anderson, K. L. and Yohn, T. L. The Effect of 10-K Restatements on
assets, or errors relating to accounting treatment of Firm Value, Ill(lformation Asymmetries, and Investors’ Reliance on
: : F Earnings. Working Paper: Georgetown University.
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write-downs, gOOdWIll, restructuring the Board of Director Composition and Financial Statement Fraud.
activity, and inventory valuation, and Accounting Review, 443-465.
inventory quantity issues 13. Bedard, J., Chtourou, S. M. and Courteau, L. (2004). The Effect of Audit
Revenue Restatements due to improper revenue Committee Expertise, Independence, and Activity on Aggressive
e . . . Earnings Management. Auditing: A Journal of Practice & Theory, vol.
recognition accounting. This category includes 23(2), 13-35.
instances in  which revenue was 14. Boubakri, N., Cosset, J. C. and Saffar, W. (2008). Political Connections
improperly recognized, questionable gfslll\lg\;véy Privatized Firms. Journal of Corporate Finance, vol. 14(5),
revenues We':e reCOgm.ZEd’ or any other 15. Brown, D. L. and Marcus, L. C. (2004). Corporate Governance and Firm
number 9f mistakes or Improprieties that Performance. Working Paper: Georgia State University.
led to misreported revenue 16. Carcello, J., Hollingsworth, C., Klein, A. and Neal, T. (2006), Audit
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securities Lending: Thailand before the Financial Crisis. The Journal of Business,
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