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Abstract

Corporate governance is the concern of all the parties throughout the world regarding their viability in order to
ensure the sustainability of the firm. As the family firms are listed in the public exchange, there are different kind
of the investors in the corporation produce the resolution that are opposing to each other. Moreover, the large
capital that is injected by the institutional investor complicates the role played in the corporation that shapes the
culture and philanthropy. The phenomenon leads to the complex relationship in one corporation due to the
different types of interest. Board composition and board independence are stretched by numerous scholars
regarding the core importance in the corporation. Executive compensation is another area of corporate
governance that is widely discussed by the scholars regarding the relationship with the long-term firm
performance. Therefore, this review paper will focus on the application of the Principal-principal Conflicts
theory and Socio-Emotional Wealth theory to narrate the whole scenario of the governance practice in the family
firm. Throughout the paper, current rigorous practice of the family firms will be deeply investigated to cover the
deep insights of the current phenomenon. The meticulous review of this paper is able to synthesize the
significance of these theories towards the general governance setting in the family firms. Eventually, the working
paradigm of the family firm can be clearly justified with the rationale that is justified. At the end of the review,
the two main theories are concluded to be equally essential to illustrate the corporate governance practice in
family firms across the globe.
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1. Introduction

Family firm has been in the industry for centuries and are mostly established with the core business stream that
managed by the group of family members (Aguilera & Crespi-Cladera, 2012). In term of the economic
contribution, family firms leads the other firms in term of the profit generation (Harris & Raviv, 1988). As the
family firms usually dominates the market in the global, the role that exerted by the family firm is significantly
important. Nonetheless, the monopoly of the management by the family members always being concerned by the
industry practitioners. The external shareholders raise the anxiety of the return of investment as the firm owners
do not create the desired result that is forecasted. Moreover, the firm owner will simply give the excuse of the
miscellaneous factors and eventually lead to the unresolved crisis that ended with the bankruptcy of the entire
firm. In the past decades, the corporate fraud and financial scandal that are reported have delivered a huge lost to
the related shareholders, such as the Enron case and Worldcom problem (Thomas, 2002). Therefore, the code of
governance is revised in time in order to enhance the existing practice to avoid the corporate fraud to happen
again in the future.

2. Literature Review
2.1 Background of Family Firm

Among all of the pattern of the firm, family firm undoubtedly will be one of the most common firms in the world.
The history of the family firm can be traced back to the ancient time as the family business is established with
the specific core business stream. The firm will soon develop more channels by diversifying the business
segments. The main role of the family firm will be mainly responsible to operate and oversee the daily business
in the corporation. Nonetheless, the firm personnel do set the primary objective to safeguard the benefit and
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interest of the other shareholders. In order to play the better role, the firm owners will hold the highest share
percentage in the corporation in order to gain the mandatory control rights. The rights grant them to have the
authority to decide in the important matter that closely linked with their profit. Overall, most of the scholars
agree that the 10% ownership by the owners will classify the firm as the family firms (Porta et al., 1999). The
family firms will usually focus on their favorable business that having the distinctive competitive advantage. In
the annual general meeting, the members will gather around to discuss the related matters and problems and then
follow by the voting session.

2.2 Institutional Setting of Family Firm

Corporate governance remains as the main instrument of the corporate to function as a whole unit of the business
entity as a norm (Globerman et al., 2011). The code of the governance will be clearly prescribed in the legal
format that are required to be adhered by all the corporate members. Corporate governance functions as the
ultimate code to ensure the protocol of the corporation stay on the correct track that guarantees the development
of the corporation in the long term. In the typical corporation setting, the corporate governance of the company
mainly focusses on the board matter and compensation issue (La Porta et al., 2000).

2.2.1 Governance Mechanism

In the general context, corporate governance structure can be divided into the internal governance mechanism
and the external governance mechanism. Under internal governance setting, board committee functions as the
important component to provide the necessary supervision to the corporation (Baysinger et al., 1991). The ratio
of the dependent board members with independent board members is always considered as the hot debatable
issue by the scholars. The kinship status between the board members and the firm owners create the discomfort
and the anxiety to the shareholders. Meanwhile, compensation issue remains as one of the most challenging issue
to be tackled as the management executive genuinely expect the high compensation after rendering the related
service (Tosi & Greckhamer, 2004). Moreover, the firm owners commonly treat the corporate resources as the
personal asset, where withdrawing the decent amount of the compensation value is the common practice. For
instance, the infamous case of the Enron is mainly due to the withdrawing of the high amount of the salary that
eventually lead to the bankruptcy circumstances. Subsequently, the company CEO is convicted to the guilty of
the mismanagement of the corporation.

External governance mechanism is coordinated by the corporate law that is required to be comprehended by all
the related members (Djankov et al., 2008). In most of the countries, the public exchange will supervise the daily
trading of the counter that accompanied by the coordination of the respective commission. Daily trading activity
will be closely monitored by all the industry practitioners to ensure the legal and fairness of trading. Any insider
trading or illegal practice will be heavily penalized by the commission. The enforcement is exerted with strong
iron fist in order to set the leading role to all the public companies. The law also will be revised in time in order
to avoid the compromising by the selected parties.

In general, there are six main components in the corporate governance that are mainly focused in the worldwide.
In some of the countries, there is compulsory for the corporations to engage with the industry expert to deal with
the governance issues in order to maintain thee good relationship with the investors. The effective system
prevents the corporation falls into the fraud and mismanagement that eventually affects the operation of the
corporation.

Board matter

Board committee functions as the independent committee to provide the supervision towards the management in
order to ensure the corporate continue to operate and gaining the profit (Ozdemir & Upneja, 2012). In general,
the board members can be divided into the dependent directors and the independent directors. The ratio between
the two groups always being debated by the scholars and revised from time being to suit the current development
of the governance issue. As the board might be too broad to cover the governance, some of the countries will
enforce the corporation to establish the specific board to cover the designated governance issue. For instance,
remuneration committee is formed to handle the adjustment of the appropriate compensation to the management
executives (Stomka-Gotgbiowska & Urbanek, 2016).

Remuneration/Compensation

Remuneration is always concerned by the external shareholders regarding the extraction of the corporate
resources that leads to high expenses of the business operation (Raithatha & Komera, 2016). In the recent years,
cash compensation is no longer being popularized in the large firms due to the pressure that is exerted by the
institutional investors. The investors are more willing the top management executives to receive the equity based
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compensation or stock options package. Thereafter, the firm owners will put more focus in the daily operation of
the business and even possibly to gain more income from the profit sharing and bonus payout instead receiving
the pure cash compensation.

Managing director/CEO

The top management is always alerted by the external parties regarding the ability to lead the corporation to the
threshold level. In the family firm, CEO duality is the common phenomenon that is practiced by the firm owners,
where they will hold the respective top position in the corporation to gain the necessary power control and
authority (Ya’acob, 2016). Most of the firm owners will withdraw the decent salary from the service rendered.
The situation get worsen when the firm owners set themselves with the high compensation. External
shareholders concern about the high compensation that will distract the focus of the firm owner in the daily
operation that eventually detrimental to the firm performance. In the recent years, the stock options is
popularized in order to encourage the firm owner to spare more focus on gaining the revenue of the corporation
that is accompanied by the respective reward either in the incentive reward, bonus payout or the company stock.

Accounting/Auditing

Accounting and auditing are the two areas that always being criticized by the external parties regarding the
transparency level (Cho & Wu, 2014). Moreover, some of the firm owners willing to manipulate the account and
make the fake public announcement to cover the real scenario regarding the account status. Instead of the
negative loss, the corporate will report the positive gain in order to gain the confidence from the shareholders.
Eventually, the circumstances gets worsen and might lead to the bankruptcy of the corporation. Hence, the
accounting matter receives greater attention in the recent years due to the accounting fraud that is reported (Fan
& Wong, 2005).

Risk factor

Risk in the business is always the great challenge that is encountered daily in every corporates especially in the
financial companies that dealing with the high risk (Baek et al., 2004). The risk somehow is triggered by the
competitors and the appropriate actions required to be taken to counteract the challenge. The risk committee will
set the standard of the tolerance for the acceptable risk level. The adequate risk level will ensure the business is
profitable and yet avoid the unnecessary lost due to the wrong decision that possibly made by the management.

Annual General Meeting/Communication with shareholders

Annual meeting is required to be conducted to protect the interest of the related stakeholders, naming the
majority shareholders and the minority shareholders. The communication among all the corporate members is
treated with the highest attention to ensure the harmonious business environment is maintained. All the
shareholders should be able to provide their proposed resolution to the board and the voting will be performed to
select the best option. Meanwhile, the attendance of the directors is compulsory and will be recorded for the
further reference of the re-nomination. Moreover, the investor relation department is required to be established to
take care the consideration of the shareholders. The mandatory disclosure is released periodically for the
informative reference of the investors.

2.2.2 Governance Models

Basically, there will be three most common forms of the governance mechanism that practiced by the corporate
firms in the worldwide. Basically, the institutional setting divides into the two main branches, which are the
types of Anglo American and Continental Europe. In the Asia, most of the companies will have the own set of
the Asian governance by adapting the main concept of Anglo American setting with the minor adjustment. In
term of the liability, most of the companies will not bear the responsibility of the debt due to the private limited
status. All the governance models have the common components that function as the backbone of the corporation
(Rajablu, 2016). Nonetheless, each of the governance model has its own distinctive advantages and disadvantage
that required to be greatly taken care without compromising the negative impact that delivered to the
stakeholders.

Anglo American governance model

Anglo American system emphasize the power of the board to provide the supervision towards the management
of the corporation. The single tier of the governance model that are practiced will genuinely allow the practice of
CEO duality in the corporation. Hence, most of the firm owners will hold the position of the top management in
order to gain the maximum power control. Annual corporate meeting that is held will collect the resolution that
proposed by the different kind of the shareholders. In order to enhance the strong bond between the corporate
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with the shareholders, the constructive ideas of the shareholders will be taken with the sincere consideration.
Therefore, Anglo American model will somehow prioritize the board and the shareholders more than the
management executives. The model also provides more flexibility towards the firm in term of the management
of the company.

Continental Europe governance model

In the Continental Europe model, there will be the common two tiers model that are practiced by the European
corporate firms. By referring to the respective model, it is widely being practiced in the countries of Germany
and Italy. The two level models will be the board committee and the supervisory auxiliary level. While the board
committee functions to supervise towards the management, the supervisory model functions to supervise the
board committee to avoid the biasness of the board’s operation. The two tiers of the supervision also able to
prevent any possibility of the corporate fraud. Therefore, Continental Europe model is considered as the most
secured model comparing to the rest of the practices.

Asian corporate governance model

In the Asian’s case, most of the corporations receive the funding from the government and state for the main
business operation. The standard of the Asian case is widely influenced by the national government policy and
the cash reserve. Japan is one of the Asian’s countries that practices the strong Asian corporate governance
model due the strong involvement of the government in the investment of the corporation. The risk factor and the
profit consideration are aimed to get balanced among all the stakeholders. The scenario gets more attention due
to the requirement that are set by the government as the fund is commonly sourced from the public fund that is
required to respond to the respective allegation. The strong influence by the large shareholder is indirectly
affecting the interest of the retail traders due to the small voting rights.

2.3 Related Theoretical Foundation

In the research of the issue of family firm, Socio-Emotional Wealth theory and the Principal-principal conflict
theory undoubtedly will be the best theories to illustrate the phenomenon in the family firm (Goémez-Meja et al.,
2007). Both of the theories put the core attention towards the accurate phenomenon and the scenario that is
happening in the family corporations. The cause and the impact that are derived by the family corporation can be
clearly understood by studying these theories in details.

2.3.1 Principal-Principal Conflicts (PP Conflicts)

Principal-principal conflict was introduced in the late nineties in order to narrate the common argument between
the major shareholders and the minority shareholders (Peng et al., 2008). PP conflicts focusses more into the
argument between the external parties and the internal management. Nonetheless, the agency cost is incurred due
to the ineffectiveness of the management that is caused by the agency conflicts. Since the firms tend to set the
policy that against the main interest of the rest of the shareholders, the group will fight against the decision
maker in order to claim the deemed benefit (Renders & Gaeremynck, 2012). Agency cost and negative loss are
incurred to the corporation due to the conflict that is happened between the members (Fama & Jensen, 1983).
Tunneling occurs when the firm owners reluctant to disclose the decent information to the public in order to
protect private benefit (de Silanes et al., 2000). The entrenchment effect is unintentionally created due to the
different working philosophy that is practiced. As the voting percentage is limited to the minority shareholders,
the coalition will be formed within the group in order to stand against the major power that held by the firm
owner. The ally will enhance the interest of the group of the minority shareholders when the voting rights
increase accordingly.

Overall, PP Conflicts theory is extensively applied in the study of the corporate firms either in the formal
institutions or informal institutions (Peng et al., 2008). Due to the existence of the investment by the
shareholders, the conflict is ignited among the related corporate members that affects the harmonious business
environment. In the long run of the business, the operation and the reputation of the corporation will receive
severe negative impact.

Formal Institution

Formal institution usually consists of the established corporate that is listed in the public exchange for the
purpose of gathering the large capital fund. In the formal institution, the size of the corporate will be clearly
written and prescribed by the corporate law. PP conflict usually exists between the top management and the
institutional shareholders due to the phenomenon of multiple large shareholders (Jiang & Peng, 2011). The large
shareholders have the high standard to achieve and expecting the firm comprehend their expectation to able to
reach to the desired firm performance. For instance, the institutional investors will prefer the management
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executives to concentrate more into generating the profit instead of withdrawing the high compensation value.
Therefore, the different kind of working standard eventually triggers the conflict among the shareholders.

Informal Institution

In general, informal institution is usually consists of the small firms and the family firms. After several years of
the business operation, most of the informal institutions will upgrade the informal setting to the formal institution
via listing in the public exchange (Sauerwald & Peng, 2013). Informal institution will commonly be the firms
that are not tightly governed with the formal written rule. The relationship among all the members will be close
and attached by the close personal bond. Some of the corporations will receive the capital injection by the private
investors. The investors usually also have the strong personal relationship with the firm owners. Nonetheless, the
group of the investors might be having their own standard and expecting the corporation to act according to their
requests (Ljungqvist et al., 2007). Hence, the conflict is occurred between the principals in the informal
institution as well that possibly affecting the daily operation of the corporation.

2.3.2 Socio-Emotional Wealth (SEW)

Institutional setting of family firm is very crucial in the typical setting of the family firm. The necessary protocol
is required to be prescribed clearly to handle the matter that possibly raised by all the related stakeholders. As
SEW theory illustrates the paths of emotion, the psychological part of the decision will be involved in the
decisive issues of the decision making process. The firm owner will act according to their best interest instead of
the major will of the shareholder in the corporation (GOmez-Meji et al., 2007). Despite that the philosophy
abiding the corporate law, the ethical part of the protocol is challenged and get criticized (Brander and Spencer,
1989). The personal interest of the firm owner will be allocated with the utmost consideration in order to
maximize the benefit that being prioritized. The firm owner will ensure holding the veto decision making power
in order to ensure the handling of the ultimate decision making process. The stronghold of the power by the
family members will eventually affect the transparency level of the corporation to the public. Public reputation
of the corporation is important for a corporation to build the positive image for the publicity purpose.

By following the theory is prescribed by Berrone et al. (2012), SEW identifies the five main components that are
described as below:

Family Control and Influence

The family control in the family firm is always relative strong comparing to the other form of the business
pattern (Kuo & Hung, 2012). The control remains significantly important for the firm owners to safeguard their
wealth and interest regardless of the ownership status. The firm owners simply gain larger decision making
power in the corporation that will provide them the sufficient voting power and ownership rights. The firm
control also important to avoid the hostile takeover activity by the external party that always seek for the golden
opportunity.

Family Identification

In the family firm, the identity of the family firm remains the greatest asset to be perceived by the firm owners.
Moreover, the family identification is able to attract the large fund of the external investors. The group of the
institutional investors will just look into the high-profile entrepreneur that able to deliver the high profit towards
them. Firm owners will just simply aspire to set up the strong brand identity to expand the business in the near
future. The positive attribute is built to shape the positive reputation to the public. The positive image also can
stimulate the expansion of the revenue of the business tremendously.

Binding Social Ties

The social connection that is built will be crucial for the firm owners to gain the major control in the corporation,
especially in the annual general meeting (Gomez-Mejia et al., 2001). The binding will usually link up with the
members that have the kinship connection. The group of the people will hold the position in the top management
and channeling the assistance to each other in order to smoothen the workflow. Moreover, the firm owner will
assign the related members in the various types of department that providing the coordination among each other.

Emotional Attachment

As the nature instinct of the human being, the psychological aspect of the human remains as the significant factor
that influences the action of the peoples (Carstensen et al., 2000). The decisions that are made are usually mixed
with much emotional factor that will bring the significant impact to the ultimate output. The elements that are
considered vary according to the people and yet to be receive the major consent by the rest of the stakeholders.
The complicated issue leads to the undesirable phenomenon that is encountered in the corporation.
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Renewal of the family bond through succession

The common tradition of the family firm will be the transition of the business into the further generation so that
the wealth of the family can be preserved. Most of the current firm owners will set the will and ensure the
transition is not affected. Moreover, the firm owner will have the personal training to their successor before they
step down from the position. Despite retirement, they will still play the nominal role in the mentorship or
advisory job in order to ensure the philosophy of the corporate is not diverted (Dieleman et al., 2013).
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Figure 1. Conceptual research diagram

3. Conclusion

Throughout the entire research, the study aims to investigate the routine governance protocol and the corporate
philanthropy that are practiced in the corporate firms. Based on the review, the new paradigm can be set to
provide the new insights regarding the latest development of the practicable governance. As the global economy
continue to rise, the necessary governance is required to be enhanced to ensure the sustainability of the firm.
There has been a lot of the corporate fraud that happen in the past decades that eventually delivering the extreme
negative impact to the stakeholders. Besides the unnecessary financial lost that is received, reputation of the
related parties will be deeply affected in the future. Hence, an established corporation is strongly advised to have
the systematic governance practice that able to sustain the business in order to generate the desired profit. Then,
the institutional investors will be more willing to inject the large capital into these companies in the long term
(Song et al., 2016).

3.1 Theoretical and Practical Contribution

This paper focuses on providing the substantial contribution in the governance practice that is implemented in
the family firm. In the recent years, family control grows significantly due to the firm owners take more
aggressive role to safeguard their personal interest. Compensation package is tailored made for the top
management by considering the internal and external factors. Board matter in the corporation is allocated with
the decent attention that is able to improve the supervision towards the corporation management. By applying the
mixture of Principal-principal Conflicts and Socio-Emotional Wealth theory, the research is able to explore the
impact that is derived by the family firm towards the public investors as well as institutional investors. The firm
owners able to study the specific characteristic and influence that are exhibited in the corporation. Subsequently,
the tactical corporate strategy can be formulated to tackle the respective problem that is encountered.

3.2 Economic Impact

Moreover, the research aims to deliver the economic impact value by providing contribution to enhance the
corporate performance that is desired. By implementing the appropriate corporate policy, revenue of the
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corporation can grow substantially. The significant output can be observed via the return of investment of the
shareholders that able to receive in each of the quarters. The lucrative return of the investment can ensure the
loyalty and sustainability of the capital investment from the shareholders. The liquidity of the capital is very
important for the corporation to focus in the long term of the corporate development and profitable projects.

3.3 Future Research

The future research will focus on the data finding and the data analysis after collecting the secondary data from
the panel data portal. Further, the analysis should include more recent data to provide the more significance of
the entire research. Besides that, the specific characteristic of the governance variables can be clearly
investigated depending to the research parameters in order to provide better understanding towards the corporate
governance in the family firm.
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