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WELCOME
Dear ICARBSS 2015 delegate,

On behalf of the Organizing Committee, I'm glad to welcome all participants to the International
Conference on Advance Research in Business and Social Sciences, organized by Panoply
Consultancy, Malaysia and MIRPUR University of Science and Technology, Pakistan which this
year is held in Kuala Lumpur Convention Centre, Malaysia.

| wish to extend a warm welcome to fellow delegates from the various countries. | realize that you
are fully dedicated to the sessions that will follow, but I do hope you will also take time to enjoy
fascinating Malaysia with its tropical setting, friendly people and multi-cultural cuisine.

In few words, the Conference will give a wide overview of the most-recent advances in the areas
of Accounting, Finance, Law, Management, Education, Psychology, Marketing, Communication
& Culture, Society, Economics, Banking, and Political Science topics.

Let me conclude by thanking all the authors, the participants, the members of the Review
Committee, the Session Chairs, the Keynote Speakers, all those who have contributed to build the
Conference program, and all persons or organizations that have supported our work in many ways
and have contributed to the success of ICARBSS-2015.

We look forward to seeing you in Indonesia in September 2016.
Thank you.

HUSNAIN IQBAL

Conference Chair (ICARBSS-2015)
CEO & Founder

Panoply Consultancy
conference.chair@icarbss.com
husnain@panoplyconsultancy.com
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PANOPLY CONSULTANCY

Panoply Consultancy is an Advisory, Consultancy & Training organization with extensive
experience in developing and implementing concepts of business excellence for the multitude of
industries. Panoply Consultancy is a global consulting and training organization which specializes
in helping people, teams and organizations achieve maximum effectiveness. It considered one of
the most comprehensive consulting and training firms in the world. We provide high-quality
consultancy and training services to individuals and organizations of all sizes within the private
and public sector.

Panoply Consultancy provides services, ranging from bespoke training solutions to topic-specific
workshops and seminars for all types of organizations. We are a solution provider for International
Conferences, Seminars, Work Shops and In-House Training.

Panoply Consultancy consists of a panel of senior practitioners as staff, which provide tools and
techniques to the clients in order to become more productive. Time will be invested in completely
understanding the clients' specific needs with regard to their context of issues. Our consultancy
services involve the identification and cross-fertilization of best practices, analytical techniques,
change management and skills, technology implementations, strategy development, and
operational improvement. By doing this, sustainable performance improvements will be delivered
within the framework of the clients' values, strategies and goals.

Malaysia Office &=

Tel: +60322422387

Mob: +60102610787

Email: info@panoplyconsultancy.com

Address: Unit 1E-2, Tingkat 1, Wisma YPR, Lorong 2/87G, Off Jalan Syed Putra, 58000, Kuala
Lumpur, Malaysia.

Pakistan Office

Tel: +923364494935

Mob: +923364494935

Email: info@panoplyconsultancy.com

Address: 24/B, Nawab Town, Raiwand Road, Lahore, Pakistan.

Dubai (UAE) Office &=

Tel: +971552249386

Mob: +971552249386

Email: info@panoplyconsultancy.com
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SCOPE OF THE CONFERENCE

The International Conference on Advanced Research in Business and Social Sciences 2015
(ICARBSS 2015), provides such a platform for all academicians, researchers, professionals,
practitioners and post graduate students to exchange their latest research findings, new ideas and
experiences face to face interaction, in order to commercialize their ideas and to establish business
or research relations to strengthen their ties with Global Partners for future collaboration.
ICARBSS 2015 will be featuring invited speakers who will further explore the contemporary topic
that is vital for the success, survival and sustainability of Business and Social Sciences.
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CONFERENCE MANAGERS:

Ms. Anura Azlan Shah
(Managing Director, Malaysia)
Panoply Consultancy
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(Managing Director, Pakistan)
Panoply Consultancy
maryam@panoplyconsultancy.com
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KEYNOTE SPEAKER

Assoc. Prof. Dr. M.A. Burhanuddin
Deputy Dean of Research and Postgraduate Studies
Universiti Teknikal Malaysia Melaka, Malaysia

Assoc. Prof. Dr. M.A. Burhanuddin was a Deputy Dean of Research and Postgraduate Studies in
the Faculty of Information Technology and Communication at the Universiti Teknikal Malaysia
Melaka, Malaysia. Burhanuddin's education was first in Diploma and Honors Degree in Computer
Science. After a few years working experience in the multi-national industries, includes Rubber
Industrial Smallholder Development Authority, Intel Technology and ESSO Production
Incorporation, he successfully completed his MSc. and PhD. With good experience in industry and
manufacturing lines, Burhanuddin has sought to bring together disciplines, computer and
mathematics to obtain MSc. and PhD. by research. He managed to produce MSc. by research thesis
titled 'Reliability Analysis of Repair Time Data' and PhD. titled 'Decision Support Model in
Failure-Based Computerized Maintenance Management System for Small And Medium
Industries'. The thesis explore the important and derive failure-based maintenance strategies in
production lines and propose resources utilization in small and medium industries.

Burhanuddin has been active at all levels of the university development and one of the pioneers in
building the faculties in Universiti Teknikal Malaysia Melaka and King Abdulaziz University
Rabigh. He has experience in managing research grants and supervises under-graduate and post-
graduate students. His teaching and research interests focus on the areas of multiple criteria
decision making models, decision support system, optimization techniques, operational research,
artificial intelligence, health informatics. He was awarded Bronze Medal in Malaysia Technology
Expo 2009 (MTE 2009) with product Web Based Maintenance Decision Support System for Small
and Medium Industries.
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SESSION CHAIR

Professor Dr. Asadullah Shah (Professor)
International Islamic University Malaysia (11UM), Malaysia

He is currently working as full Professor in the department of Information Systems, Kulliyyah of
Information and Communication Technology, International Islamic University Malaysia. He has
been teaching at the university level from 1986. He earned PhD degree in multimedia
communication from the University of Surrey UK, in 1998. He taught various courses related to
the fields of electronic, computers, multimedia and research methodologies. During his career of
28 years, he has published 112 articles in I1SI and Scopus indexed journals. In addition to that, he
has published 12 books, including two books on research methodologies, and three book chapters.
Since last three years, he has been working as a resource person and delivering workshops on
proposal writing, research methodologies and literature review of Student learning Unit (SLeU),
kulliyyah of economics and ICT, International Islamic university Malaysia.

Professor Madya Dr. Mohd Rafi Bin Yaacob
Universiti Malaysia Kelantan (UMK), Malaysia

He is currently serving as a Deputy Dean, Faculty of Entrepreneurship and Business, University
Malaysia Kelantan (UMK), Malaysia. He was graduated PhD from University of Newcastle,
Australia and currently teaching entrepreneurial behavior and also issues in commerce. His core
academic teaching, including research methodology, strategic management and international
business. He is actively engaged in research projects on small medium enterprises (SMEs) and
strategic management as well as corporate environmentalism. He also supervises many Master
Degree and PhD candidates at UMK and became an external examiner for PhD candidates. He is
very active in journal writing and presenting in research paper locally and internationally.
Professor Dr. Mohd Rafi has numerous academic publications that have been published such as
books, chapter in the books and also journal, for example: The Development of The Malaysian
Palm Qil Industry and Environment (2011).

Assistant Professor Dr. Muhammad Khalique, Chairman
Mirpur University of Science and Technology (MUST), Pakistan

He is working as an Assistant Professor at the Department of Business Management, Faculty of
Economics & Business, Mirpur University of Science and Technology (MUST). He earned his
PhD degree from the Universiti Malaysia Sarawak, Malaysia in Entrepreneurship (Management).
His research focuses on intellectual capital management, knowledge management,
entrepreneurship, innovation, SMEs and organizational performance.

He has vast academic and research experience at various higher-education institutions. He is an
author of several articles, chapter in books and conference papers on intellectual capital and
organizational performances. He conducted many workshops on IBM SPSS and AMOS Statistics.
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Dr. Mohd Norfian Alifiah (Senior lecturer)
Universiti Teknologi Malaysia (UTM), Malaysia

He is a senior lecturer in the Department of Accounting and Finance, Faculty of Management,
Universiti Teknologi Malaysia. He earned his PhD in Management (Finance) from Universiti
Teknologi Mara (UiTM), Malaysia. His research focuses on accounting and finance, especially in
the area of bankruptcy, financial distress, capital structure and working capital management.

He has published in a number of international journals. He has also reviewed a number of journal
articles and conference papers in the area of accounting and finance. He has also acted as Internal
Examiners for a number of postgraduate students in Universiti Teknologi Malaysia.

Professor Dr. Saodah Wok
International Islamic University Malaysia (I1ITUM), Malaysia

She is a Head of Research Communication and working as a Professor at the Department of Islamic
Revealed Knowledge and Human Sciences, International Islamic University Malaysia. She earned
her PhD degree from the University of Wisconsin-Madison, USA in Organizational
Communication & Applied Statistics. Her research focuses on Organizational Communication,
Applied Statistics, and Journalism.

Dr. Mohammad Nazri Bin Mohd Nor (Senior lecturer)
University of Malaya (UM), Malaysia

He is working as a Senior lecturer at the Department of Business Strategy and Policy, Faculty of
Business and Accountancy, University of Malaya (UM). He earned his PhD degree from the
Universiti Teknologi Mara (UITM), Malaysia in Management. His research focuses on
Organization Management, Human Capital Management and Knowledge Management.

He is an Editorial Board, Innovare Journal of Business Management and Reviewer, Asian Journal
of Business and Accounting. He is an author of several articles, chapter in book and conference
papers on Organization Management, Human Capital Management and Knowledge Management.
He is performing his duties as Internal Examiner, Academic Advisor and External Assessor.

11



(ﬂQbSS International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
RESEARCH IN BUSINESS AND SODAL SCENCES

=201

CONTENTS

INTELLECTUAL CAPITAL EFFICIENCY, COMPETITIVE ADVANTAGE, AND FIRM
PERFORMANCE: EVIDENCE FROM SELECTED MANUFACTURING FIRMS IN
INDONESIA STOCK EXCHANGE ..o 16

STANDARD ACCOUNTING FOR SMEs TO HELP OR TO RUINED SMEs’ GOING
CONCERN?: LESSON LEARN FROM IMPLEMENTATION OF SAK ETAP IN ENTITY

ABCC s 36
THE CREDITABILITY OF FINANCIAL INFORMATION DATABASES: KOREAN
EVIDENCE.... ..o 46
MEASURING THE TRANSPARENCY OF THE DISCLOSED INFORMATION IN
KURDISTAN PRIVATE BANKS ... oo 55
UNDERSTANDING BAI’ BITHAMAN AJIL FINANCING: A STUDY OF NORTHERN
REGION AGROBANK EMPLOYEES IN MALAYSIA ..o 66
BALANCE SHEET STRUCTURES, ASSET SIDE PRODUCTS AND SHARIAH FINANCIAL
ENGINEERING: RISK RANKING OF ISLAMIC BANKS........ooiiiiiieieese e 76
THE EFFECT OF ENTERPRISE RISK MANAGEMENT ADOPTION TO SHAREHOLDERS
WEALTH AND FIRM’S RISKINESS ... 86
ASIAN ECONOMIES, COUNTRY RISK BETAS, DATA OUTLIERS AND ESTIMATION
STRATEGIES WITH NICHE REGRESSIONS .......ccoiiiiiiiie e 103
CHARACTERISTICS OF REAL BACKDATORS ...t 113
DO FOREIGN INVESTORS IMPROVE EARNINGS QUALITY? ..o 123
POLITICAL CONNECTIONS AND CONTROLLING SHAREHOLDER ON INDONESIA
CONGLOMERATES ...ttt b e bt et nneene s 133
MACROECONOMIC FUNDMENTAL FACTOR AGAINST PREDICTION FINANCIAL
DISTRESS ... bbbttt b bbbt r s 143
CARE 1.0 : ACONCEPTUAL MODEL FOR INFORMATION VISUALIZATION IN
ELECTRONIC HEALTH RECORDS .......oooiiiiiieeee e 152
SEXTING AND ADOLESCENTS: A QUALITATIVE RESEARCH. ... 166
IMPACT OF FUEL PRICES ON PADDY FARMER’S EXPENDITURE ALLOCATION IN
IMLALAY S A bbbt h bttt b bt R bttt b et 172
ASYMMETRIC INFORMATION IN THAI COMMERCIAL SEX MARKET IN THE ERA OF
[ 1 PP UR PPN PR PPN 195

A STUDY ON TEACHERS’ PREPARATION POLICIES AND EXECUTION FOR
VOCATIONAL HIGH SCHOOL IN INDONESIA: A REFLECTIVE PERSPECTIVE OF IN-
DEPTH QUALITATIVE INQUIRY ...ooiiiiiiii i s 204

12



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

m:"“l":j;:'gﬂ:ﬂmﬁ 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia

=201
THE EXPERIENTIAL LEARNING EFFECTIVENESS TOWARDS TECHNICAL
STUDENTS’ COGNITIVE ENHANCEMENT: A REVIEW ..o, 214
TERTIARY STUDENTS’ PERSPECTIVES OF THE MDAB PRE-DIPLOMA ENGLISH
LANGUAGE COURSE ...ttt e e s e e s s seabb b e e e e e s e e s s e aans 220
INVESTIGATING ESL STUDENTS’ WRITING PERFORMANCE IN THE PRE-DIPLOMA
ENGLISH LANGUAGE PREPARATORY COURSE...........ccoitiiiiee e 229
THE MANY LAND ACQUISITION LAWS OF ZANZIBAR: IS THERE AN INNERMOST
OBUIECTIVE? oot e e e st b e e e e e e s s s e bbb e e e e e e e e s s s sababraees 249
ADMINISTRATION OF NON-CONTENTIOUS ESTATES IN WEST MALAYSIA: LEGAL
AND ADMINISTRATIVE REFORMS ...ttt bree s 257
STRATEGIC ORIENTATION AND BUSINESS PERFORMANCE: THE MEDIATING ROLE
OF TEAMWORK ..ottt s e e e e e e st s bbb e e e e e e e s s sa bbb bbb e e e s e e e s s sbbbbbees 265
WORK INTEGRATED LEARNING: AN ASSESSMENT OF UNIVERSITY STUDENTS’
PSYCHOLOGICAL ATTRIBUTES. ...ttt 274
EXAMINING ORGANIZATIONAL JUSTICE AND CONFLICT MANAGEMENT STYLES
AMONG BANK EMPLOYEES IN MALAYSIA ... 286
GENETICALLY MODIFIED FOOD (GMF) ACCEPTANCE AMONG THE MALAYSIAN
FOOD INDUSTRIES ...ttt e st r e e s s e e s s s saabb b rr e e e e s 295
AGRICULTURE TECHNOLOGY BUSINESS IN MALAYSIA: KNOWLEDGE SHARING
FROM OTHER AGRO-TECHNOLOGY ECONOMY-BASED COUNTRIES.........cccovvveee.n. 306
THE RELATIONSHIP BETWEEN WORKING CAPITAL MANAGEMENT AND
PROFITABILITY FOR MALAYSIAN INDUSTRIAL PRODUCT SECTOR.........coovvnrnnnen. 314
THE RELATIONSHIP BETWEEN CAPITAL STRUCTURE AND FIRMS PERFORMANCE
OF MALAYSIAN INDUSTRIAL PRODUCT SECTOR ...ooiiieiiiitieeeee e 324
A MODEL FOR HANDLING OVERLOADING OF LITERATURE REVIEW PROCESS FOR
1O 0 1N T O |\ [ = 335
ENHANCING SOCIETAL WELLBEING, ISLAMIC TRANSFORMATION CENTRE AND
NETWORK-OF-MOSQUE: A CONCEPTUAL SOLUTION ......cociiiiee e 342
STUDENT’S PERCEPTION TOWARDS ENTREPRENEURIAL CAREER : A DESCRIPTIVE
AN A LY SIS oottt et et e e ettt e et e e et n e et ntnnnnnnnnnnnnnnnnnrnnnnnnnrnnnrnns 361
EMPIRICAL STUDY FOR SKILLS MANAGEMENT APPROACH TO MANAGE AND
RETAIN THE HIGHLY-SKILLED BLUE COLLAR WORKERS.........ccooviiiiee e, 369
THE ASSESSMENT OF COMPANY PERIPHERAL VISION CAPABILITY - THE CASE OF
THE INDONESIAN MANUFACTURING INDUSTRY ...ttt 377

13



(ﬂQbSS International Conference on Advanced Research in Business and Social Sciences 2015

m:’fr;j;:’gﬂ:‘ﬁ;mﬁ 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia

=2001=
SELECTIVE SYSTEM DISINTEGRATION IMPROVES SUPPLY CHAIN EFFICIENCY &
ORGANIZATIONAL PERFORMANCE ..ottt 387
INNOVATIVE BUSINESS MODEL FOR E-COMMERCE ..........ccooeiiiiiiiiee e 396

THE RELATIONSHIP BETWEEN STUDENT INDIVIDUAL CHARACTERISTICS AND
STUDENT ENTREPRENEURIAL CHARACTER BUILDING (SECB) IN DRIVING
ENTREPRENEURIAL INITIATIVES: ASTUDY AT UNIKL BMI ..., 405

DYNAMIC CAPABILITIES IN THE INTERNATIONALIZATION OF SMALL AND
MEDIUM ENTERPRISES (SMES): EVIDENCE FROM MALAYSIAN MANUFACTURING

THE FACTORS INFLUENCING KNOWLEDGE TRANSFER FOR INFORMATION
TECHNOLOGY OUTSOURCING SUCCESS IN MANUFACTURING : A PERSPECTIVE

FROM CLIENT L. 424
KNOWLEDGE SHARING CAPABILITY AND KNOWLEDGE SHARING SUCCESS:
ORGANIZATIONAL PERSPECTIVE ......coiiiii e 437
A QUEST FOR BUSINESS MODEL TO INCREASE THE WELFARE OF INCLUSIVE
AGRIBUSINESS IN INDONESIA ... ..o 446

AN ANALYSIS OF THE CONCEPTUAL EVOLUTION OF THE UNDERLYING
DIFFERENCES BETWEEN SUSTAINABILITY AND SUSTAINABLE DEVELOPMENT 457

THE ACCEPTANCE OF HOUSING TECHNOLOGY IN INDONESIA AN EXPLORATORY

FACTOR ANALYSIS STUDY ...ttt 466
PULL FACTORS AND TURNOVER OF ACADEMICIANS IN MALAYSIAN CONTEXT:
CAREER ANCHOR AS MODERATOR ....oooitiiieiieiieieeee ettt 476
BAITUL MAAL WAT TAMWIL (BMT) IMPACT ON MICRO ENTERPRISE IN WEST
SUMATERA bbbttt bbbttt e e be e neenre s 500
E-PROCUREMENT IMPLEMENTATION AND MANUFACTURING PERFORMANCE: A
PROPOSED FRAMEWORK ...ttt 513

PURCHASE INTENTION OF TRACEABLE MEAT: IMPACTS OF HEALTH
MOTIVATION, INFORMATION ASYMMETRY, SELLER OPPORTUNISM, AND

UNCERTAINTY ittt 517
MAJOR RESEARCH AREAS IN MARKETING AND ADVERTISING VIA MOBILE
PHONE: A SECONDARY ANALYSIS ... 528
TARGET MARKET FOR HIGH QUALITY TOMATO AND CHILI BY COLD STORAGE:
CASE STUDY IN BANDUNG AND JAKARTA, INDONESIA .......c.cooiiiiiniiiicie 538
IMPORTANT ASPECTS TO BUILDING BRAND LOYALTY ..o 552

14



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

m:"“l":j;:'gﬂ:ﬂmﬁ 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia

=2001=
BUILDING TOURISM IMAGE THROUGH INTEGRATING MARKETING
COMMUNICATION AND TOURISTS EXPERIENCE ........ccooiiiiie e 561
A STUDY ON CUSTOMER EXPECTATIONS ON RETAIL SERVICES: A CONSUMER
SURVEY FROM HYDERABAD, INDIA ... ettt 573
INFLUENCES OF SUBJECTIVE NORM, TRUST, AND PERCEIVED USEFULNESS ON
INTENTION TO PURCHASE TRACEABLE MEAT ..ottt 592
CONSUMER SHOPPING MOTIVES IN POP UP STORES IN INDONESIA ..........cccvene. 603
THE RELATIONSHIP BETWEEN CONSUMER’S SELF AND PREMIUM COSMETIC’S
BRAND REPURCHASE INTENTION ...ttt 612
INTENTION TO USE OF E-MONEY IN INDONESIA.......coooe e 622
ASSESSING THE EFFECT OF COLOR AND BRAND ON UNDERWEAR CHOICE USING
ELECTROENCEPHALOGRAM (EEG) ....cccuiiiiiiee ettt 632
CORPORATE SOCIAL RESPONSIBILITY AND CUSTOMER LOYALTY A STUDY OF
THE AIRLINE INDUSTRY IN INDONESIA.......ooo ittt 644
PURCHASE INTENTION TOWARD FASHION BRANDS ON INSTAGRAM ........cccceuven. 653
HEDONIC AND UTILITARIAN SHOPPING VALUE EFFECT ON CUSTOMER
SATISFACTION IN GROCERY SHOPPING ......coiiiiiiiiiieiiiie et 663
BEHIND EVERY SUCCESSFUL WOMAN ENTREPRENEUR IN KELANTAN, THERE IS A
YN SRR 671

INFLUENCING FACTORS AND ATTRIBUTES IN WILLINGNESS OF COMMUNITY TO
ADOPT COMPOSTING AND RECYCLING IN HOUSEHOLD USING CONJOINT

ANALYSIS AND LOGISTIC LINEAR REGRESSION.......cccoiiiiiiiiiiiiicceee 681
GLOBALIZATION, STUDENT’S EXCHANGE PROGRAMS AND INTER-CULTURAL
COMPETENCIES BY INTERNATIONAL STUDENTS........coiiiiiiiiie 693

15



(ﬂQbSS International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
RESEARCH IN BUSINESS AND SODAL SCENCES

=201

INTELLECTUAL CAPITAL EFFICIENCY, COMPETITIVE
ADVANTAGE, AND FIRM PERFORMANCE: EVIDENCE FROM
SELECTED MANUFACTURING FIRMS IN INDONESIA STOCK

EXCHANGE

Agnes Utari Widyaningdyah?, Y Anni Aryani®

®Widya Mandala Catholic University of Surabaya, Surabaya, Indonesia
agnes-u@ukwms.ac.id

bUniversitas Sebelas Maret, Surakarta, Indonesia
whyanniar@gmail.com

ABSTRACT

This study aims to investigate the influence of the efficiency of intellectual capital (IC) to the
company performance by considering the competitive advantage. The research uses manufacturing
companies listed on the Indonesia Stock Exchange during 2009-2013 according to JASICA
version. This research segregates the sample into firms with sustained competitive advantage and
firms with un-sustained competitive advantage. There are eight regression models proposed in this
research. Based on the models, IC efficiency only has influence on ROE and ROA models, whereas
capital employed efficiency has a strong influence on all models proposed. Thus, it can be
concluded that the manufacturing companies in Indonesia are still heavily dependent on physical
and financial capital than intellectual capital. Therefore, the contribution of firm efficiency
(VAIC™) to company performance is not supported by this research.

Keywords: Intellectual Capital, capital employed/physical and financial capital, competitive
advantage, VAIC™. resource-based theory.

INTRODUCTION

Knowledge is becoming the preeminent resource for creating competitive advantage. For many
firms, in this modern economy, knowledge, not physical capital, is their critical asset. Firm’s value
is often partly based on the intangible or knowledge asset that it posses. This phenomenon has
become the academics and practitioners in accounting field consensus (Bozollan et al. 2006; Singh
and Zahn 2008; Skinner 2008).

The importance of the knowledge role triggered the emergence of intangible assets, which then
known as intellectual capital (IC). According to Seetharaman, et al. (2002), IC is an intellectual
material — knowledge, information, intellectual property, experience — that can be put to create
wealth. Another definition is the difference between a firm’s market value and the cost of replacing
its assets. Pulic and Bornemann (1999) stated that IC becomes the only company’s competitive
advantage. This competitive advantage then will contribute to the firm performance sustainability.
There has been extensive literature proposing the relationship between IC and firm performance
(Firrer and Williams 2003; Chen et al. 2005; Shiu 2006a; 2006b; Gan and Saleh 2008; Cheng, et
al. 2010). However, there is only little empirical evidence able to reveal the significant relationship
between IC and performance. Firrer and Williams (2003) indicated that the associations between
IC and profitability, productivity, and market valuation are generally limited and mixed. Findings
of Gan and Saleh (2008) show there are no associations between IC and market valuation. In
contrast to Chen, et al. (2005), Shiu (2006a), and Cheng, et al. (2010), which showing the
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relationship between IC with firm performance. However, these researchers must be observed
carefully, considering the difference relational pattern between companies with positive IC
efficiency value and negative IC efficiency value to firm performance (Shiu 2006b). The
inconsistency of the relationship between I1C and firm performance as described above has become
the motivation of the importance of this research.

The IC importance as a resource which contributes towards the creation of competitive advantage
has triggered the development of resource-based theory (RBT). This is due to the characteristic of
IC as a resource that meets VRIN (valuable, rare, inimitable, and non-substitutable) criteria
(Barney, 1991; Barney, et al. 2001). Kamukama et al. (2010) and Lin and Huang (2011) indicated
the significant associations between IC and competitive advantage within the RBT framework.
However, few researchers did further analyze in terms of how IC components influence the firm’s
competitive advantage and its performance.

Utilizations of IC in Indonesia have developed rapidly, conducted by the MAKE (Most Admired
Knowledge Enterprise) Awards. Dunamis Organization Services has conducted an Indonesian
MAKE Study since 2005. This event is a national knowledge management event where Indonesian
MAKE Winners will share their best practice in implementing knowledge management in their
organizations. The Indonesian MAKE the study is conducted, then, to enable enterprises in
Indonesia to benchmark how successful their knowledge strategy is when compared to competitors
or the world's leading knowledge driven enterprises and encourage leaders in creating intellectual
capital and wealth through the transformation of individual/enterprise knowledge into world-class
products/services/solutions. There are also several IC studies in Indonesia (Ullum, 2008;
Suhadjanto and Wardhani, 2010; Suwarno, 2011). However, little evidence supports a relationship
between IC, competitive advantage, and firm performance in Indonesia.

The purpose of this study is therefore, to empirically test the influence of IC efficiency to the firm
performance by considering the organization's ability to sustain its competitive advantage. It is
expected that this research can contribute in testing the RBT framework in the strategic
management accounting field by using Indonesia’s public manufacturing companies. Besides, it is
also expected that this study can contribute in promoting IC as the strategic resource to increase
the company's competitive advantage. Using data from annual report, this research is expected to
give empirical evidence of financial report usefulness in giving the information related to IC,
competitive advantage, and performance.

The remainder of the paper is structured in four sections. The next section is theoretical framework
and hypotheses. This is followed by sections that discuss the research method and present results.
Finally, conclusions, limitations, and implications are discussed.

THEORETICAL FRAMEWORK AND HYPOTHESES

RESOURCE-BASED THEORY

This study used RBT as the theory framework to test the relationship between IC, competitive
advantage, and firm performance. RBT has emerged as one of the several important explanations
of persistent firm performance differences in the field of strategic management. Since 1986,
Barney has started the change of resource-based view to become a theory by introducing the
concept of strategic factor markets as a market where the company gained or developed the
resources, they need to implement the strategy (Barney and Clark, 2007). Furthermore, according
to Barney and Clark (2007), those companies that develop its own resources and able to manage
it will have the ability to maintain its superiority than if the company gains its resources from
outside of the organization. Bundles of unique resources which are owned and managed by the
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company allow the company to gain and sustain its superior performance. Thus, RBT's focus is
the company's ability in maintaining abnormal return from their resources (Barney et al. 2001).
These resources must be valuable, rare, inimitable, and non-substitutable. Resources are valuable
when they enable a firm to conceive of or implement strategies that improve its efficiency and
effectiveness. Rare means it is owned only by a few companies to generate perfect competition
dynamics in an industry. Inimitable means the resources protected from the possibility imitated by
competitors. Non-substitutable means this resource owned only by a few companies and unable to
substitute with other products.

Conceptually, RBT continues to grow (Wernerfelt, 1984; Barney et al. 2001; Barney and Clark,
2007). RBT has been empirically tested in various subject areas, such as strategic management
(Spanos and lioukas 2001; Schroeder et al. 2002; Ray et al. 2004), human-resource management
(Gates and Langevin, 2012; Connelly et al. 2012), and accounting (Henri, 2006; Tom, 2010). Even
though there are many conceptual or empirical studies related to RBT, this theory still debated by
academics and practitioners. RBT debate often related to reasoning and the practical
implementation (Priem and Buttler, 2001; Arend and Levesque, 2010).

THE RELATIONSHIP BETWEEN IC, COMPETITIVE ADVANTAGE, AND FIRM
PERFORMANCE IN RBT FRAMEWORK

This research objective is to find the relationship between IC efficiency, competitive advantage,
and firm performance. Competitive advantage is defined as an intrinsic property of firms that
create value either by generating greater-than-expected returns than from available resources or by
allowing a firm to outperform its rivals on certain behavioral measures (Porter 1985; Peteraf 1993;
Barney and Clark 2007; Lin and Huang 2011).

According to Wernerfelt (1984) and Barney (1991) resource is an important antecedent for firm
performance. That reason in line with RBT's perspective that there is competitive advantage
diversity between companies because the difference of the company's resources. There are many
types of strategic resources, such as physical capital, human resource, technology, instructional,
organizational capital, or organizational culture (Teece et al. 1986; Barney 1991; Barney and Clark
2007). Mainly, these resources are known as intangible assets. Specifically, Bontis (1998); Pulic
(2000), Petty and Guthrie (2000) classified intangible assets, which are the company's source of
knowledge as intellectual capital or (IC). Overtime, a broad consensus has developed that IC can
be characterized in terms of a tripartite model comprising human capital, external capital, and
internal capital components (Petty, et al. 2009).

Basically, there are quite a lot of IC measurements, but this research is not focused on IC value,
but on company's resource management efficiency in yielding value added by using VAIC ™
(Value Added Intellectual Coefficient). VAIC™ focus is the value creation, so a measurement tool
is needed to monitor resource efficiency in creating value (Pulic, 2004; 2010). This method widely
used by researchers because the simplicity of data inputs to the model (Andriessen, 2004), because
all required data are available for public and derived from audited information, so the objectivity
is preserved.

Using VAIC™ as value creation and IC efficiency proxy (showed by the combination of VAIC
TM elements, i.e. human capital and structural capital efficiency) based on the consideration of its
relationship with competitive advantage and performance. The more efficient company in using
its strategic asset, the bigger is the company's ability to create competitive advantage (Amit and
Schoemaker 1993; Spanos and Lucas, 2001). Similarly with the research by Tang and Liou (2010)
which showed that company which focused on intangible assets has sustainable superior
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performance as the proxy of a company's competitive advantage. Kamukama et al. (2011)
empirical evidence showed that competitive advantage becomes the mediation of IC and
company's performance relationship. IC has put the company in a profitable competitive position
thus implicates to company's performance optimization in the overall,

Below is the theoretical model of this study:

Fig. 1: Theoretical Framework

Sustained
Competitive Advantage (SCA)

Intellectual Capital —)‘ Performance ’

Unsustained
Competitive Advantage (UCA)

In addition, to achieve the expected goals, company also required to be able to survive in business
competition. The company's ability to give sustainable value added for the stakeholders known as
a competitive advantage. Tang and Liou (2010) segregated company's condition according to the
ability to maintain its advantage during a specific period, according to Powell (2001) that is a
group of companies with a competitive advantage and group of company with the competitive
disadvantage. However, for this study the referenced definition is based on organization resource
typology according to Powell and Arregle (2007), i.e. the segregation between a group of
companies with sustainable competitive advantage (company's resource able to create value added
and there are barriers to entry the industry); unsustainable competitive advantage (company's
resource able to create value added but no barriers to entry the industry; and competitive
disadvantages. This study used two groups of company, i.e. group with sustainable competitive
advantage (SCA), and group with unsustainable competitive advantage (UCA).

As stated in RBT, resources with VRIN quality have strategic quality and contributed in giving
profitable competitive position (Barney 2001; Barney and Clark 2007). Thus, IC as a set of
company's intellectual resource and strategic asset is believed can contribute in creating superior
performance (Firer and Williams 2003; Shiu 2006a; Gan and Saleh 2008) According to that
argument, further search is needed to proof the RBT reasoning, which stated that company with
unique and strategic assets will have a competitive advantage and superior performance.

HYPOTHESES

The uniqueness of the company's assets can be used to create company's competitive advantage.
This competitive advantage will increase organizational performance. IC component as part of an
organization assets with unique character must be managed properly through company's capability,
i.e. strategy implementation in routine operational, which is expected to increase organizational
performance. Several studies suggest that proper IC management able to increase organizational
performance (Bontis, et al. 2000; Shiu 2006a; Gan and Saleh 2008; Choudhurry 2010; Khani et al.
2011).
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Various measures of performance will be tested further to get through comprehension about IC
influence to organizational performance. Measures of performance that will be tested are market
performance (market-to-book value/MBV), return on equity/ROE, profitability (return on
assets/ROA), and productivity (asset turnover/ATO).

The difference between market value and company book value becomes the indication of company
hidden value that represents IC. This is because the current financial report not explicitly reporting
IC (Roslender and Fincham 2001; Shiu 2006a; Cheng et al. 2010; Dumay 2012). Efficient
organization is an organization that able to create value, especially through IC resource will further
increase the gap of market value and company book value (Pulic 2004). Moreover, there is
indication that an investor pays different attention to the IC component efficiency (human capital
efficiency-HCE, structural capital efficiency-SCE) or physical and financial efficiency (capital
employed efficiency-CEE) (Firer and Williams 2003; Shiu 2006a; Gan and Saleh 2008).
According to these arguments then can be formulated hypotheses as follows:

His: There is a positive relationship between organizational efficiency (VAIC™) and MBV for a
group of companies with sustainable competitive advantage.
Hib: There is a positive relationship between intellectual capital efficiency (ICE) and MBV for a
group of companies with sustainable competitive advantage.
Hic: There is a positive relationship between capital employed efficiency (CEE) and MBYV for a
group of companies with sustainable competitive advantage.

IC contributed in increasing company financial performance. The more efficient IC management
is the more increased company financial performance from the stakeholder point of view (Riahi-
Belkoui, 2003; Margaretha and Rahman, 2006). Bontis and Fitz-enz (2002) study found positive
influence from one of IC components, i.e. structural capital with financial performance.
Margaretha and Rahman (2006) research on manufacturing companies listed in Jakarta Stock
Exchange (now Indonesia Stock Exchange) found positive and significant influence between
VAIC™ value and IC component with ROE (Return on Equity). Phusavat et al. (2011) found the
influence of capital employed efficiency (CEE) to ROE in Thailand companies, which mean
investors in Thailand still prioritized the financial and physical capital in making decisions.
According to that argumentation, then can be formulated hypotheses as follows:

Hoa: There is a positive relationship between organizational efficiency (VAIC™) and ROE for a
group of companies with sustainable competitive advantage.
Hobn: There is a positive relationship between intellectual capital efficiency (ICE) and ROE for a
group of companies with sustainable competitive advantage.
Hac: There is a positive relationship between capital employed efficiency (CEE) and ROE for a
group of companies with sustainable competitive advantage.

Efficient resource management is able to increase the company's ability in generating profits. The
more efficient is the organization; the higher is the profitability. Efficient resource management,
not only from the quantity side, but also in value creation; that will increase performance (Pulic
2004; 2010). Thus, the more efficient is IC management of the company resource, the higher will
be the company probability to increase its profitability (Firer and Williams 2003; Shiu 2006a; Gan
and Saleh 2008; Khani et al 2011, Phusavat et al. 2011). Several IC components also part of the
company assets if they are managed properly, it will increase company profitability more. By using

20



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia

RESEARCH IN BUISINESS AND SO0AL SCIENCES

=2001=
return on assets (ROA) measurement as company performance, then it can formulate hypotheses
as below:

Hsa: There is a positive relationship between organizational efficiency (VAIC™) and ROA for a
group of companies with sustainable competitive advantage.
Hab: There is a positive relationship between intellectual capital efficiency (ICE) and ROA for a
group of companies with sustainable competitive advantage.
Hac: There is a positive relationship between capital employed efficiency (CEE) and ROA for a
group of companies with sustainable competitive advantage.

Resource management; whether it is tangible or intangible will efficiently increase company
productivity measured by how capable is the company in managing an asset so it can maximally
contribute in generating income (Gan and Saleh, 2008). The more efficient IC then the higher is
company productivity because IC is the company the strategic assets (Shiu, 2006a). Human capital
efficiency (HCE), structural capital efficiency (SCE), and capital employed efficiency (CEE) as
the component of VAIC™ also contributed in increasing productivity (Gan and Saleh, 2008).
However, caution in the productivity interpretation measured with asset turnover/ATO because
most of the company financial reports still use historical cost, so there is a possibility of bias in the
ratio result (Brigham and Houston 2003:93). According to the description above, then can be
formulated a hypothesis as follows:

Haa: There is a positive relationship between organizational efficiency (VAIC™) and ATO for a
group of companies with sustainable competitive advantage.
Hab: There is a positive relationship between intellectual capital efficiency (ICE) and ATO for a
group of companies with sustainable competitive advantage.
Hac: There is a positive relationship between capital employed efficiency (CEE) and ATO for a
group of companies with sustainable competitive advantage.

RESEARCH METHOD

POPULATION AND SAMPLE

This research population is all manufacturing companies (secondary sectors) listed in the
Indonesian Stock Exchange in the year 2009-2013. Sampling method used is purposive sampling
with the following criteria:

1. Included in secondary sectors JASICA (Jakarta Stock Industrial Classification) version
with sector code 4 and 5. These sample criteria are intended because some of the sub-sector
in the sector 4 (miscellaneous industry) and sector 5 (consumer goods industry) have
criteria of knowledge-intensive industry according to the OECD (Organization for
Economic Cooperation and Development).

2. Listed since year 2009-2013 also not delisting at those years. The year of research
consideration is financial report published in three-year later. Furthermore, three years
represent a minimal performance calculation and observable competitive advantage as
envisaged by Spanos and Lucas (2001); Tang and Liou (2010).

3. Publish the financial report for the year of observation and had the data needed for this
research.
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MEASURES

INTELLECTUAL CAPITAL (IC)

The IC definition of this research refers to Pulic (2004) definition that differentiates human capital,
structural capital, and physical and financial capital. Intellectual capital is the combination of
human capital and structural capital, as shown in the picture below:

Fig. 2: Capital Types according to Pulic

[ Capital employed ] [ Intellectual capital }

{ Physical Capital J { Financial Capital } { Human Capital } { Structural Capital }

Source: Andriessen (2004:365)

Pulic (2004; 2010) develop a measurement named VAIC™ (value added intellectual coefficient).
This measurement method has been used for much empirical research, and data input required
derived from audited public financial reports, so the objectivity is preserved (Firer and Williams,
2003; Shiu, 2006a; Margaretha and Rahman, 2006; Ullum, 2008; Coudhury, 2010; Khani et al.
2011; Suwarno, 2011).

The basic assumption of VAIC™ method is the human capital recognition as an asset not an
expense. According to this assumption, below are the steps to calculate VAIC™:

1) Calculating value added as below:
VA = GM — SgaExp. +LExp.

Where VA is value added, GM is gross margin, SgaExp. It is selling, general, and administration
expenses, and LExp. Is Labor expenses that are total of employee’s salaries and wages expenses?

2) Next step is to calculate the value of human capital (HC), structural capital (SC), and
physical and financial capital (FC).
HC = LExp.
SC=VA —HC
CE = physic capital + financial capital
= total asset — intangible asset

Human capital (HC) can be expressed by the labor wage and salary expenses. According to Pulic
(2000), Structural Capital = Intellectual Capital — Human Capital. From this, Pulic concludes that
structural capital (SC) is the subtraction of value added with human capital, this is aligned with
the equation that IC is set of human and structural capital. Physical and financial capital (capital
employed-CE) is a proxy of tangible assets so it is formulated as the difference between total assets
and intangible assets (Cheng et al. 2005).
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3) Calculating efficiency ratio of each capital, i.e.:

@ Capital employed efficiency (CEE) is the value added from physical and financial
capital used in company business operational activities with calculation formula is:
CEE = VA/CE
(b) Human capital efficiency (HCE) is the value added from human capital used in
company business operational activities with calculation formula is:
HCE = VA/HC
(c) Structural capital efficiency (CEE) is the value added from structural capital used in
company business operational activities. Pulic approach for structural capital is
different with other capital. According to Pulic the lesser human capital
participates, the more structural capital is involved (Andriessen, 2004). The formula
of structural capital efficiency calculation is:
SCE = SC/VA
4)  Tocome to an overall measure of efficiency, Pulic adds the three efficiency measures:
VAIC™ = HCE + SCE + CEE

or

VAIC™ = ICE + CEE

Where:

VAIC™ : Value Added intellectual coefficient
CEE: Capital employed efficiency

HCE : Human capital efficiency

SCE: Structural capital efficiency

Efficiency of a company's value creation proxy with VAIC™ is the aggregate from efficiency of
all capitals used by the company, including tangible asset/employed capital, as well as IC which
consist of human and structural capital.

COMPETITIVE ADVANTAGE

The competitive advantage definition used in this research refers to the RBT framework as it had
been tested empirically by Tang and Liou (2010); that is company with a competitive advantage
is company that has resource with VRIN nature. Proxy used is Du Pont Identity, operated by using
return on invested capital (ROIC). ROIC formula is below:

NOPLAT S (S— CGS— Adv — R&D — Dep — SG&A — tax) /S

ROIC = X—=
S IC (FA+ AR + Inv — AP + cash) /S
Where,
ROIC - return on invested capital
NOPLAT - net operating income less adjusted tax (or equivalent with
net profit)
IC - invested capital
S - sales

23



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

m:"“l":j;:'gﬂ:ﬂmﬁ 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
==

CGS : cost of goods sold

Adv . advertising expenses

R&D : research and development expenditure

Dep : depreciation expenses

SG&A : selling, general, and administration expenses

Tax - tax

FA : fixed assets

AR : account receivable

Inv > inventory

AP : account payable

Cash : cash

In this research, the sample will be distinguished between a company with sustained competitive
advantage (SCA) and un-sustained competitive advantage (UCA). This segregation refers to Tang
and Liou (2010) which also refers to Porter (1985) and Priem and Butler (2001), which is revealed
that SCA companies also the companies with superior financial performance compared to the
average industry. Tang and Liou (2010) research based on RBT theory, so, the measurement is
relevant for this research. Moreover, this research also intends to test whether competitive
advantage able to strengthen the intellectual capital influence on performance.

According to the argument above, then, only firms having a three-year average ROIC above the
industrial level are considered to have an observable competitive advantage or superior
performance. This treatment refers to Spanos and Lioukas (2001) and also Tang and Liou (2010).

ORGANIZATIONAL PERFORMANCE

There are four performance measures that will be investigated, i.e. market-to-book value (MBV),
return on equity (ROE), return on assets (ROA), and asset turnover (ATO). Market-to-book value
is a of proxy of market performance. This measurement indicated how much gap between market
value and book value so it's able to represent the hidden value; value that's not listed in financial
report, but considered by investors (Firer and Williams, 2003; Shiu, 2006a; Khani et al. 2011).
Moreover, the gap between market and firm book value indicates investor expectation for the
firm’s prospect in the future. Firm’s market performance variable in this research measured by
this formula (Brigham and Houston 2003: 103; Wabhlen et al. 2008:1045):

market price per share

MBV =
book value per share
Where,
MBV . Market to book value
Market value per share . closing price

Book value per share calculated with this formula:

common equity

Book value = -
shares outstanding
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Firm performance measured with ROE shows return on investment by shareholders. This research
refers to Brigham and Houston measurement (2003; Firer and Williams, 2003; Shiu, 2006a; Gan
and Saleh, 2008):

net income
ROE =

common equity

Next performance measurement is ROA which is the company profitability measurement that is
the company operational effectivity measurement. One of ROA ratio function is to find out
company’s ability in managing its assets (Brigham and Houston 2003). This is aligned with the
research’s purpose to find out intangible asset role; especially IC in performance. ROA formula is
below:
Net income
ROA = —
Total asset
Firm ability to generate income is productivity. One of productivity measurement is an ATO (asset
turnover), that is the measurement ratio of company capability to manage assets. Assets that are
too high are likely to increase the cost of capital, but if assets are too low, then the company will
possibly lose profitable sale (Brigham and Houston 2003). Productivity measurement in this
research is to find out how good is the firm to manage assets, especially intellectual asset.
Formulation to measuring ATO is:

Total sales
ATO= ——m—
Total assets

CONTROL VARIABLE
This research used two control variables, i.e.:

a. Firm size, which measured with logarithm (log) from total assets. This variable is used by
Williams (2001), Firer and Williams (2003), Shiu (2006a).

b. Industry type which is dummy variable (1 = firms in sector 4, and 0 = firms in sector 5).
This variable is used by Shiu (2006a) and Khani et al. (2011)

REGRESSION MODELS

This research’s objective is to investigate the influence of the IC efficiency of performance by
considering company competitive advantage factors, so the sample that will be analyzed further is
sustainable firm sub-sample. Moreover, by testing sub-sample of sustainable firm, it is also
expected it can answer the question about RBT consistency that is, whether a company with the
ability to manage resources with VRIN quality has sustainable competitive advantage, which will
contribute in company performance optimization. Below are regression models used in this

research:
Table 1: Regression Models
Model Hypotheses Regression Models
1. Hia MBV = a + b; VAIC + b,IND + b3SIZE + e
2. Hib-c MBV = a + b,ICE + b,CEE + b3IND +
b,SIZE + e
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3. Hza ROE = a + b, VAIC + b,IND + b,SIZE + e
4, HZb-C ROE = a + b]_ICE + szEE + b3IND +
b,SIZE + e
5. Haa ROA = a + b, VAIC + b,IND + b3SIZE + e
6. Hab-c ROA = a + b, ICE + b,CEE + b;IND +
b,SIZE + e
7. Haa ATO = a + b, VAIC + b,IND + b,SIZE + e
8. Hap-c ATO = a + b,HCE + b,CEE + bsIND +
b,SIZE + e

STATISTIC TEST TOOL

A statistic test tool used in this research is multiple linear regressions with influence test modeling
as seen in table 1. Before the model test is performed, the sample will be divided into 2 sub-samples
and will the difference will be tested with t-test for free sample. The statistic test in this research

used SPSS 17.0 software.

EMPIRICAL RESULTS

The research sample is drawn from manufacturing companies listed in Indonesia Stock Exchange
with JASICA version for the years 2009-2013. A final sample totaling 61 companies was
maintained after eliminating for companies that do not meet the criteria and has insufficient data

for analysis. The detailed sample can be seen in table 2.

Table 2: Sample Selection

Criteria Firms
1. Secondary sector JASICA 136

2. Sector 3 (63)

3. Delisting Q)

4. Using foreign currency 4)

5. Insufficient data 3)

6. Not listed consecutively 4

Final sample (firms) 61

Final observation (firm-years) 305
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DESCRIPTIVE STATISTICS

Table 3 presents the descriptive statistics for the dependent and independent variables. The mean
for MBV is 2.60, which implies that investors generally value the sample firms in excess of the
book value of net assets as reported in the annual reports. ROA and ATO have a mean of 9.70 and
1.25 per cent, respectively. A VAIC™ of 4.228 was obtained, indicating that the firm created 4.228
Rupiahs out of every 1 rupiah invested in the firm. However, if the components are examined
individually, it is evident that human capital (mean = 3.49) is more efficient in comparison to
physical capital (mean = 0.224). And so does the ICE (mean = 4.005) is more efficient than CEE
(0.224). This is consistent with the findings of Firer and Williams (2003) study. The detailed
descriptive statistic can be seen in table 3.

Table 3: Descriptive Statistics

N Minimum| Maximum | Mean Std.
Deviation
VAIC 305 -2,84 28,41 4,2283 | 3,81514
HCE 305 -2,67 27,35 3,4917 | 3,55206
SCE 305 -3,14 1,97 0,5129 | 0,54970
ICE 305 -2,90 28,31 4,0046 | 3,78498
CEE 305 -0,27 2,25 0,2236 | 0,25710
MBV 305 -1,61 38,97 2,6040 | 5,22857
ROE 305 -206,26 | 323,59 11,2609 | 43,57400
ROA 305 -42,05 | 347,47 9,7066 | 27,83295
ATO 305 0,05 3,68 1,2549 | 0,58700
Valid N | 305
(listwise)

SAMPLE SEGREGATION INTO SCA AND UCA SUB-SAMPLE

The sample is divided into two groups according to its ability to maintain competitive advantage.
From data processing there are 35 companies that categorized as SCA and 26 companies
categorized as UCA. Sub-sample description can be seen in table 4.

Table 4. Sub-sample Description

Sector Sub Sub sector’s Name SCA UCA
Sect
or
4 1 Machinery And 0 0
Heavy Equipment
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Miscellano 2 Automotive And 9 1
us Components
Industry 3 Textile, Garment 5 8
4 Footwear 2 0
5 Cable 3 2
6 Electronics 0 1
Sub Total 19 12
Food and Beverages 6 6
5 2 Tobacco 3 0
Manufacturers
Consumer 3 Pharmaceuticals 4 5
G%ods 4 Cosmetics and 2 1
Industry Household
5 Houseware 1 2
Sub Total 16 14

Two sub-samples will be investigated to observe each characteristic, so it can be able to perform
further tests. T-test is used to distinguish the two sub-samples; for a sample characteristic as well

as for ROIC ratio decomposition. T-test result can be seen in table 5.

Table 5: T-test Results

Levene’s Test Equality of T-test for Equality of Means

Variances

F Sig. t Sig.(2-tailed)
ROIC n 0,531 0,467 2,093 0,038**
TA 1,422 0,235 1,304 0,194
ART 0,145 0,704 0,651 0,516
CGS_S 7,818 0,006 -2,846 0,005*
APT 3,705 0,056 1,423 0,157
INT 0,273 0,602 0,145 0,885
SGA S 4,592 0,033 -2,417 0,017**
DEP_S 3,399 0,067 -1,136 0,258
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FAT 3,146 0,078 -0,824 0,411
TAX_S 0,045 0,832 3,112 0,002*
ADV _S 6,411 0,012 -1,137 0,257
** *p-value significant at <0.05, 0.01, respectively

Where,

ROIC_d : ROIC dummy (1 for SCA, 0 for UCA)

ROIC_ . Absolute ROIC

TA . Total Assets

ART : Account Receivable Turnover

CGS_ S . Cost of Good Sold/Sales

APT : Account Payable Turnover

INT . Inventory Turnover

SGA_S . Sales, General, and Administration Expense/Sales

Dep_S . Depreciation Expense/Sales

FAT . Fixed Asset Turnover

TAX_S . Tax Expense/Sales

ADV _S . Advertising Expense/Sales

From table 5 we can see that ROIC (ROIC_n) value for the two sub-samples are significantly
different at o < 0,05. This result indicates that both sub-samples statistically difference in
competitive advantage characteristic. Total assets (TA) between the two sub-samples doesn't show
any difference, so it can be said that both are comparable. So that the two sub-samples are able to
be analyzed further.

The characteristics of the two sub-samples can be seen from the ROIC decomposition. From nine
ratios of ROIC decomposition only three that indicate any significant difference, that is cost of
production to the sale ratio (CGS_S) with sig. Value 0,005; cost of selling, general, and
administrative to sale (SGA_S) with sig. Value 0,017, and tax cost to sale (TAX_S) with sig. Value
0,002. These results mean that the two sub-samples have a significant difference in the supplier
relationship (CGS_S), intellectual asset management (SGA _S) and relationship with government
(TAX_S). The negative score for CGS_S and SGA_S shows negative correlation between those
ratios with competitive advantage, that is SCA companies will tend to have a lower cost per unit
in both ratios compared with UCA companies.

CORRELATION ANALYSIS

Correlation analysis is the initial statistic technique employed to analyze the relationship between
the dependent and independent variables. Findings from Pearson pairwise correlations indicate
that VAIC™ is significantly positively associated with HCE, SCE, and ICE (p<0,01), and also
with ROA (p<0,05). As such, when the VAIC™ increases, it is expected that human capital
efficiency, structural capital efficiency, and intellectual capital efficiency, as well as ROA will also
increase. There is a significant positive relationship between MBV, ROA, ROE, ATO with CEE
at 0.01 significance level. This means that sample firms invested heavily on capital employed or
physical capital. The increases of MBV, ROA, ROE, and ATO will impact the increase of CEE.
The detailed of correlation analysis can be seen in table 6.
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Table 6: Pearson Moment Correlations
HCE SCE CEE ICE VAIC MBV ROE ROA ATO
HCE 1
SCE 0.837" 1
CEE 0.077 0.111 1
ICE 0.900™ 0.853™ 0.080 1
VAIC 0910 0.854™ 0.151 0.900™ 1
MBV  0.176 0.245° 0.673" 0.181 0.228 1
ROE 0.172 0.224 0.634™ 0.176 0.220 0.802" 1
ROA 0217 0.285" 0.942" 0223 0288 0676~ .633" 1
ATO -0.110 -0.142 0.381™ -0.112 -0.084 0.385 .204 0.304™ 1

** *correlation is significant at <0.05, 0.01, respectively

The regression models also meet the classical assumption, such as data normality,
multicollinearity, heterocedastity, and auto-correlation. There is no interference that able to affect
the result of this research.

LINEAR MULTIPLE REGRESSIONS RESULTS
From 8 models proposed, only coefficient representing CEE is statistically significant (p<0.01). It
means that the sample firms still use the physical capital to in their business operations. Model 6
(ROA with IC components) is the best model with highest adjusted r-squared 90.6 percent. Model
7 (ATO with aggregate measure of VAIC™) only able to predict 1.3 percent. It is the lowest
adjusted r-squared among 8 models. The detailed regression result can be seen in table 7, while
the summary of hypotheses test results can be seen in table 8.

Table 7: Regression Results

Variabel Model 1 Model 3
B F Sig.F t Sig. t B F Sig.F t Sig. t
Constant -1,852 | 4,354 0,008*** | -1,035 0,305 | 1,824 | 2,845 0,035** 0,123 0,902
VAIC -0,073 2,867 0,006*** | 0,605 1,703 |  0,095*
IND 1,064 2,024 0,047* | 0,440 3,149 | 0,002***
SIZE 0,604 1,831 0,758 0,452
Adj R-sq = 0,138 Adj R-sq=0,108
Variabel Model 5 Model 7
B F Sig.F t Sig. t B F Sig.F Sig. t
Constant 11,385 | 6,511 0,001*** | 0,864 0,390 | 2,235 | 1,317 0,276 3,448 | 0,001
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VAIC 0,885 1,708 0,092* | -0,019 -0,739 0,462
IND 9,619 3,493 0,001 | 0,204 1,502 0,138
SIZE -1,187 -0,551 0,584 | -0,129 -1,216 | 0,228
Adj R-sq = 0,189 Adj R-sq = 0,013
Variabel Model 2 Model 4
B F Sig.F t Sig. t B F Sig.F t Sig. t
Constant -4,756 | 11,779 0,000*** | -2,957 0,004** | -29,130 | 23,363 0,000*** | -2,964 | 0,005***
ICE -0,041 -0,702 0,486 1,149 3,305 | 0,002***
CEE 5,769 5,232 0,000* | 69,305 9,397 | 0,000***
IND 0,299 0,880 0,382 | -7,003 -3,481 | 0,001***
SIZE 0,879 3,475 0,001*** 4,422 2,883 | 0,006***
Adj R-sq = 0,406 Adj R-sq = 0,607
Variabel Model 6 Model 8
B F Sig.F t Sig. t B F Sig.F t Sig. t
Constant -7,643 | 172,073 | 0,000 | -1,676 | 0,098 1,875 | 3,644 | 0,010 3,027 | 0,003***
ICE 0,706 4,000 | 0,000*** -0,022 -0,925 0,358
CEE 60,121 23,085 | 0,000%** 1,102 3,118 | 0,003***
IND -1,387 -1,315 | 0,193 -0,05 -0,034 | 0973
SIZE 0,325 0,441 0,660 | -0,100 -1,004 | 0,319
Adj R-sq = 0,906 Adj R-sq = 0,130
**xx % *correlation is significant at <0.01, 0.05, 0.01, respectively
Table 8. Hypotheses Test Results
Hypotheses Hypotheses
Hi1 Not supported Hs Not supported
Hia Not supported Hza Supported
Hib Supported Hab Supported
H> Not supported Ha Not supported
H2a Supported Haa Not supported
Hab Supported Hap Supported

DISCUSSIONS AND CONCLUSION
According to multiple regressions result, it is obtained that all regression equations that used
VAIC™as organization, efficiency proxy are not influenced performance, whilst regression model
VAIC™ decomposition into ICE and CEE has variant support. In regression model 2, 4, 6, and 8
that tested VAIC™ component to company performance, shows that CEE has an impact on
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company performance. This means the highest is company efficiency in utilizing physical and
financial capital, then the highest is company performance. IC efficiency has an impact on ROE
and ROA only, whilst MBV and ATO are not influenced by IC efficiency.

Overall, it can be said that IC is the phenomenon that began to grow in Indonesia and it can be
used to gain competitive advantage, which also contribute to company performance. IC existence
in Indonesia is still in the first stage; showed by MAKE Awards that just started in 2005, so it is
not fully contributing directly to company performance. This is shown by the unsupported of
hypotheses 1 to 4 which used VAIC™ as the measurement of organizational efficiency or
organization's ability to give added value. VValue added creation by utilizing all capital both IC and
physical and financial capital did not prove efficiently and effectively in increasing company’s
performance.

IC efficiency of Indonesia companies is not optimal yet. Proved by the study result that shows the
only performance model that measured with ROE (model 4) and ROA (model 6) that had
statistically positive and significant. Manufacturing companies in Indonesia still rely less on
employee's intellectual in creating innovation. Although its orientation is to tangible asset (land,
building, machine, and supply) but it should be noted that the asset cannot contribute optimally to
a company’s performance if it is not supported by sufficient innovation from intellectual capital
produced by an employee (Phusavat et al. 2011).

Capital employed efficiency (CEE) is composed of VAIC™ that dominantly influencing
company’s performance, which is shown by Hib, Han, Hab, and H* supported. Capital employed
efficiency (CEE) is positively and significantly influencing all performance measurements. The
sample; that is manufacturing companies, becomes one of the reasons why physical and financial
capital becomes dominant. The investor still count on CEE in valuing a company. This trend also
happened at companies in the developing economy area, such as South Africa (Firer and Williams
2003); Malaysia (Gan and Saleh 2008), Iran (Khani et al. 2011), and also Thailand (Phusavat et
al. 2011), but the result is different with the studies in Europe and United States (Riahi-Belkoui
2003; Pulic 2004; Diez et al. 2010).

Whilst providing insights for scholars, shareholders, policymakers, and other relevant
stakeholders, the findings from this research indicate avenues for further investigation. This
research using financial instruments comes from company’s annual report. According to Kaplan
and Norton (in Humphreys and Trotman, 2011) financial based performance measurement should
be associated with non-financial measurement to make a synergistic relationship in implementing
the company's vision and strategy. The next research can be undertaken to investigate the
relationship between IC efficiency and firm’s non-financial performance.

Intellectual capital is resulted from organization growth and learning process. According to the
balanced scorecard concept introduced by Kaplan and Norton, organization growth and learning
process are performance drivers from the internal business process, that will drive customer
perspective and will increase financial performance. This research only captures IC from a
financial perspective and not explores further the perspective that related to internal firm process
or customer. Thus, the research’s result must be treated with caution because the IC and
performance measurement is based on financial perspective only. However, this research gives
important contribution that is the indication of company still having difficulties in making synergy
between financial and non-financial performance, and also strategy. Unsupported of hypotheses 1
to 4 as an empirical proof that can be followed-up to conduct in-depth exploration. The next
exploration can be related to firm characteristic, internal business process, and business
environment. This study result implication also lead to conceptual exploration of the RBT concept
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relationship with (Barney 1991; Barney et al. 2001, Barney and Clark 2007), balanced scorecard
(Kaplan and Norton in Humphreys and Trotman 2011) as well as dynamic capabilities (Teece et
al. 1997).
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ABSTRACT

This research explores how Implementation of financial accountability in the Small Medium
Enterprise (SMESs) can help or ruined going concern of entity ABC. This research is a case study
on Entity ABC, which has business related to various care to animal basically in health care of
animal starting from preventive care to Curative and promotive care or services. The research
methodology is a qualitative approach which is used also quantitative data and also field
observation and in depth interview with the major key informant and supporting key informant.
There are some findings: first, Entity ABC have fulfilled all the requirements to adopt SAK ETAP
as standard accounting in preparing financial statements, second, Entity ABC financial
performance decreased significantly in 2013 compared to last year performance third, there 3
factors exists in entity ABC, that might concluded adopt SAK ETAP is too expensive, 3 factors
are, undeveloped business infrastructure, non global market focused and not enough resources for
training and monitoring unintended consequencies for adopting SAK ETAP. And only one factor
IS no exists in entity ABC is community or social centered values, fourth in entity ABC SAK ETAP
is still too expensive for SMEs, as we know SMEs should focused on going concern, how to keep
existing in their business.

Keywords: Pet Animal HealthCare, IFRS for SMEs, SAK ETAP, SMEs, Going Concern

INTRODUCTION

Small and Medium Enterprises (SMEs) are very important for countries economic growth,
especially for developing countries due to SMEs are one of the effective means / solution for the
development of entrepreneurship, which expected to help country suffered from several problems
such as poverty, insecurity, unemployment, overpopulation of the modern era (Uma, 2013).
According to Paslu and Vasiliu (2011), In EU economic the SMEs are also very important, there
are four economic environment and financial understanding and communication is crucial, that is
why, they believe that's SMEs also accountable in the financial report, and they trust that
accounting standard should for many countries not just for one country.

Accounting information has a significant impact on business achievement, so to SMEs, but
Dianita (2011) found that Human resources which engaged with SMEs in central Java have
limitation in accounting skill and knowledge, even though they believed to account information
has significant influence in preparing a SMEs business plan as well as its going concern.
Additionally, khan (2011) findings that financial resources is a key factor for SMEs in success of
business which can contribute to the economic growth of the countries as well.

Contrast to above statement there are some findings that have a different result, there are some
findings that IFRS for SMEs/ SAK ETAP needs modification because adoption without
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modifications or exemptions would provide few benefits for SMEs in emerging economies
(Samujh, Devi, 2015). Additionally Samujh, Devi (2015) finds that the possibility of discouraging
entrepreneurships activities in some countries which not yet ready with financial infrastructure, so
they concludes IFRS SMEs is not appropriate for ASEAN countries with social or community
centered values, undeveloped financial infrastructures, SMEs that are not related to global market,
there are not adequate resources for training for implementations and monitoring of the IFRS for
SMEs.

Based and previous introductions, the author interested to study this gap in the several prior
researchers’ conclusion. This research is not similar to prior researches in several terms. The
differences are firstly, this is a case study in SMEs which is related to the animal hospital, secondly,
there is adversely result since the entity adopted SAK ETAP the performance of entity decreases
smoothly in three years and finally in this year 2014 in a loss position.

Expected contributions of this research to find out several things/factors should take into public
decision maker considerations before legal standard, accounting for SMEs, and, to know financial
accountability, which fit to the SMEs, possibility model financial accountability in simplest form
compared to IFRS for SMEs or SAK ETAP. Finally, this paper can contribute to the knowledge
of accounting standard for SMEs regulator or Body.

RESEARCH PROBLEM
Based on those introductions, there are some problems will arise in this paper as follows
a. Do entity ABC financial Statement should adopt SAK ETAP / Standard Accounting for
SMEs?
b. Does SAK ETAP/Standard Accounting for SMEs help Entity ABC going concern?
C. Is there any limitation in Entity ABC’s financial infrastructure?

RESEARCH OBJECTIVE
a. To know whether the entity ABC financial statement should adopt SAK ETAP / Standard
Accounting for SMEs
b. To know whether SAK ETAP/Standard Accounting for SMEs help Entity ABC going
concerns
c. To know whether any limitation in Entity ABC’s business infrastructure

LITERATURE REVIEW

In India, according to the new Micro, Small and Medium Enterprises (MSME) Development Act
in 2006 (Uma, 2013), the MSME definitions as follows: “Micro Enterprises is, where the
investment in plant and machinery does not exceed 25 rupee”. In Indonesia, standard Accounting
for SMEs called SAK ETAP, this is financial standard, accounting for an entity without significant
public entity and for an entity which published general purpose financial statement for external
users. SAK ETAP effective in 2011, and for entity without significant public accountability.
Even though SAK ETAP converge with IFRS for SMEs, there are some differences between IFRS
for SMEs and SAK ETAP, firstly, recognition of intangible asset based on cost method, secondly,
subsidiary entity recorded as investment by equity method and no need to prepare consolidated
financial statement, thirdly, accounting practice based on existing practice.

IFRS for SMEs is mini IFRS, this standard accounting have a to be a solution for SMEs to publish
financial statements for raising funds to finance business, such as to request loan from a bank or
other institution or other potential investor. There are some expectations for SMEs by using SAK
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ETAP: SMEs easier to prepare financial statements, SMEs audited by the firm and have an opinion
to the financial statement that has been published, the SMEs financial statement can give reliable
information regarding their financial condition and achievement.

According to World Health Organization (WHO), Expert Committee on Organization of Medical
Care (1957), Hospital is an integrity part of the social organization unit and health unit which have
curative care, preventive care, and also hospital as a center of training and research to paramedic
resources. In Indonesia, UU No. 44/ 2008 stated that the hospital provides healthcare for several
functions such as, curative, preventive, rehabilitative and promotive for individual by inpatient
health care, outpatient healthcare, emergency room.

METHODOLOGY

This paper is a descriptive analytic approach, and give explanatory how SAK ETAP have been
adopted in SMEs in Indonesia, namely entity ABC which run an animal hospital in Jakarta. Collect
data techniques done through interview, document analysis and observation by tool SAK ETAP
requirements and questionnaire.

This research uses primary data such as financial statement published by Entity ABC; Financial
Statement consists of financial position report, profit and loss report, cash flow report, notes to
financial statements. And also interview related to research objective, to key informan (financial
manager) and support informan (staff finance, and cashier).

The conceptual framework of this research as follows:

Picturel. Research Conceptual framework
Social /community
centered values

Undeveloped

business SMEs

( Entitiy ABC)
SAK ETAP
Global market
fariicad GOING CONCERN

Inadequate resources
for training

implementation and

The research conceptual framework for this paper clearly describes in the picture 1, SMEs going
concern and SAK ETAP as dependent variabel and several factors that impact adoption of SAK
ETAP in SME:s financial statement presentation consists of undeveloped business infrastructure,
non-global focused market, social or community centered values, inadequate resources for training
for implementation and monitoring of SAK ETAP for unintended and dysfunctional consequences
that have possibility will come up in those SMEs.
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RESEARCH DESIGN

Operational research design by using quantitative and qualitative data to explore the answers and
solutions of the research problems. Qualitative data collected from in-depth interviews Sanapiah,
1990). Quantitative data collect from financial statements of Entity ABC and all other supporting
documents to complete the analysis.

RESEARCH LOCATION AND TIMING
Entity ABC is one of SMEs located in Jakarta, and has been chosen due to financial performance
decrease smoothly and in the 2014 report the status in a loss position.

RESEARCH INFORMAN
Non Probability Sampling is judgment Sampling/Purposive Sampling. Research informan  is
staff finance manager as key informan and other finance staff.

COLLECTING DATA
Collecting primary data through direct observation and secondary data collected by gaining
reading financial statements and detail supporting financial information and supporting
documents.
a. Processing Data: editing data to know quality of data or to know whether information’s
sufficient and fit to the research problem of this paper.
b. Data grouping: grouping data by criteria and classifications to simplify process of
summarization
c. Summarizing Data: after grouping data, then summarized the data into criteria and groups.
d. Analysis Data: analyzed data to answer the research problem of this paper to answer the
research objective. Data of this research provided by indepth interview and then make a
comparability study between the findings and the theory from the relevant literature review.
e. Presentation Data: summarized above data in the form of narrative in the proper way
based on findings and author summarization from informan either key informan or
supporting informan.

PROCESSING RESEARCH
Collecting primary and secondary data in the animal hospital in Jakarta from March to May 2015

RESEARCH LIMITATION
There are some research limitations as follows:

- Time difference between operationalization of the condition/processing and the condition
analyzed the financial statement and its supporting documents

- Some confidential data, such as lists of name of the entity ABC owners

- No Focus Group Discussion (FGD) because the difficulties to invite key people to
FGD due to their daily/routine activities running the business, so operations
research technique of collecting quantitative data from financial statements and the
qualitative data from in depth interviews and participative observations. Without FGD we
cannot know the management and staff feedback regarding the findings in order to answer
research problems. In depth interviews is one way communications, if by FGD we will
have two way communications. Even though by in depth interviews, we still have done the
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cross check data to convince all those data are valid.

Entity ABC cannot provide service performance to the author so we cannot analyze going concern
completely. We only use financial report information

FINDINGS

ABC FINANCIAL STATEMENTS AND SAK ETAP /STANDARD ACCOUNTING FOR
SMES

Entity ABC has been founded since 2003, based on agreement between the management entity
ABC and PT CDE. Management of entity ABC on behalf of Foundation XYZ and PT CDE
for period 10 years since 2003, and has been extended for the period from 15 October 2005 to 15
October 2015. Entity ABC business related to maintaining environmental health through pet
animal and companion animal, pet animal health promotion and health education and promotion
to the society / community.

In doing the business, entity ABC gives professional health care to pet animal by one stop service
to achieve customer satisfaction and give priority to pet animal welfare. Entity ABC provides a lot
of facilities for animal healthcare, there are, pet animal medical check up for pet animal health
certificate, vaccination, major and minor surgery, teeth scaling, USG, X Ray, Laboratory,
acupuncture, grooming, therapy, in patient and out patient pet animal healthcare, travelling
administration requirements for pet animal either for domestic or abroad place, the last but not
least entity ABC also provides pet animal delivery services so, the owner of pet animal don’t have
to bring their pet animal to Entity ABC.

Management have made decision regarding standard accounting for financial statement
preparation and Entity ABC has been adopted SAK ETAP since 1 Januari 2011. Based on indept
interview, according to the managements the main reasons are, firstly, financial statements SAK
ETAP based can give informations that reflects economic substance of the operational activities
from entitiy ABC operational and business activities, secondly, cost and benefit judgments of SAK
ETAP based is more efficient and effective.

Entity ABC can adopt SAK ETAP for preparing financial statements and fulfill requirements for
an entity which decided to apply SAK ETAP. There are 34 owners of entity ABC, who deposited
amount to Rp X and consists of 4000 share for 34 shareholders, additionally entity ABC not listed
in BEL It shows that entity ABC doesn’t belongs to the public or does not have significant public
accountability, due to it just belongs to 34 persons as owners/investors. Also, Entity ABC prepares
general purpose financial statements, such as auditing purpose or raising fund's purpose. Entity
ABC is not going to be listed company currently, and not in the position to take over fixed assets
in capacity as fiduciary for a big group of society. All of the prior description as an indicator that
entity ABC is an entity without significant public accountability, it means regulator allows entity
ABC to use SAKT ETAP AS accounting standard in preparing and presentation components of
financial statements.
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SAK ETAP/STANDARD ACCOUNTING FOR SMES AND ENTITY ABC GOING
CONCERNS

Based on the financial position report (Tabel 1) we can analyze the liquidity condition of entity
ABC in 2013. From current asset entity ABC we can see its decrease in amount significant enough
around 31% in 2013compared to last year, due to cash and cash equivalent balance decrease
drastically around 74% in 2013 compared to last year balance. The decreasingly of cash and cash
equivalent balance basically from the acquisition of inventory and fixed assets, then due to
decreasing 89% in current liabilities, it means entity ABC have paid its outstanding short term
credit to creditors.

Table 1: Neraca entity ABC
Sources: financial statement, have been edited by the author

Entity ABC
Neraca
Per 31 December 2013
(in rupiah)
% Increase (Decrease) 2013 2012
ASET
Asset Lancar
Kas dan Setara Kas (73,9%)  364.658.513 1.398.041.270
Piutang Usaha 30,79 % 500.823.137 346.589.200
Piutang Lain-lain 62,33 % 36.900.000 13.900.000
Persediaan 44,54 % 498.512.485 276.445.485
Total Aset Lancar (31,16 %) 1.400.894.135 2.034.975.975
Aset Tidak Lancar
Aset Tetap-Net 2,26 % 537.995.552 525.824.669
Total Aset Tidak Lancar 2,26 % 537.995.552 525.824.669
TOTAL ASET (24,87 %) 1.938.889.657 2.580.800.644
KEWAJIBAN DAN EKUITAS
Kewajiban Jangka Pendek
Utang Pajak (94,26 %) 15.049.262 262.330.029
Deposit (2,7 %) 7.146.853 7.345.132
Utang Lain-lain (71,92 %) 12.207.000 43.484.699
Total Kewajiban Jangka Pendek (89,01 %)  34.403.115 313.159.860
Ekuitas
Modal Saham 0 200.000.000 200.000.000
Modal Donasi 0 162.619.908 162.619.908
Saldo Laba (182%) 1.541.866.634  1.885.020.876
Total Ekuitas (15,26 %) 1.904.486.542  2.247.640.784
TOTAL KEWAJIBAN (24,87 %) 1.938.889.657 2.580.800.644
DAN EKUITAS

In the Profit and Loss Report (tabel 2) operational revenue and other revenue increasing at small
percentage and tends to stabile year per year basis. Cost of Goods Sold and administration
decrease in small amounts and tends to stabile compared to last year balance, unfortunately
general and administrative expense increasing for about 0.3%. Total profit in 2013 decrease
drastically for about 70% compared to last year balance. And per in depth interview, status profit
and loss report in 2014 is in a loss position. We cannot use figures for financial statements in 2014,
due to still not yet released until we are doing research for this paper.
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Table 2: Profit and Loss ABC

Sources: financial statement, have been edited by the author

Entity ABC

Profit and Loss Report
For the year ended as at 31 December 2013 (in IDR)

2013 2012

Pendapatan Operasional 4.431.142.839 4.311.360.367
Harga Pokok Penjualan 1.318.935.683 1.389.629.434
Laba Kotor 3.112.207.156 2.921.730.933
Beban Usaha

Beban Administrasi dan Umum 3.098.251.009 2.750.349.050
Laba Usaha 13.956.147 171.381.883
Pendapatan (Beban) Lain-lain

Pendapatan Lain-lain

Pendapatan Jasa Giro 2.670.628 4.697.581

Pendapatan Bunga 18.588.759 14.108.489

Pendapatan Sewa Ruangan 0 662.500

Pendapatan Lain-lain 29.186.700 9.070.000

50.446.087 28.538.570

(Beban Lain-lain)

Beban Bunga Bank (512.911) (953.414)

Beban Administrasi Bank (5.212.274) (3.557.420)

(5.725.185) (4.510.834)

Total Pendapatan (Beban) Lain-lain 44.720.902 24.027.736
Laba (Rugi) Sebelum Pajak 58.677.049 195.409.619
Taksiran Pajak Penghasilan 14.669.262 50.658.250
Laba (Rugi) Setelah Pajak 44.007.787 144.751.369

in

retained

earnings balance compared to last year balance, it happened due to profit decreasing drastically
for about 70%. Profit decreasing drastically due to revenue stable in the amount for 2012 and 2013

but the cost of goods sold increased as prior descriptions in the previous chapter.

Table.2: Statement of changes on equity RS TUV
Sources: financial statement, have been edited by the author

Entity ABC
Changes in equity report
Per 31 December 2013 (in IDR)

Modal Saham Saldo Laba (Rugi) Jumlah Ekuitas

Saldo 31 Desember 2011  200.000.000 1.977.943.477

2.177.943.477

Koreksi 0 (13.801.689) (13.801.689)
Dividen 0 (223.872.281)  (223.872.281)
Laba (Rugi) Tahun Berjalan 0 144.751.369 144.751.369
Saldo 31 Desember 2012  200.000.000 1.885.020.876 2.085.020.878
Koreksi PPh Badan 0 (242.186.029) (242.186.029)
Dividen 0 (144.976.000) (144.976.000)
Laba (Rugi) Tahun Berjalan 0 44.007.787 44.007.787

Saldo 31 Desember 2013  200.000.000 1.541.866.634

1.741.866.634

Cash Flow report entity ABC (Table 4) prepared by indirect methods as SAK ETAP stated. Based
on performance in cash flow report in 2013 and 2012 entity ABC is in the deficit position for cash
provided from operating activities, it means cash used by operating. There are no cash provided
forms operating activities. The same position for cash flow from investment activities and finance
activities, are in deficit position, it means for 2013 no cash flow from activities raised from
business of entity ABC. Cash balance still positive due to beginning balance of cash and cash

42



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
RESEARCH IN BUSINESS AND SODAL SCENCES

=201

equivalent can counter the whole expenditures paid for 2013.

Table .3: Cashflow Report Entity ABC
Sources: financial statement, has been edited by author

Entity ABC
Cashflow Report
For the year ended at 31 December 2013 (in rupiah)
2013 2012

Arus Kas dan Bank dari Aktivitas Operasi
Laba (Rugi) Bersih Penyesuaian 44.007.787  144.751.369

Penyusutan Aset Tetap 115.169.147  101.748.074

Koreksi (242.186.029)  (13.801.689)

Koreksi Aset Tetap 0 300
Laba (Rugi) Setelah Penyesuaian (83.009.095) (232.698.054)
(Kenaikan)/Penurunan Aktivitas Operasi

(Kenaikan)/Penurunan Piutang Usaha (154.233.917) (124.465.002)

(Kenaikan)/Penurunan Piutang Lain-lain (23.000.000) 8.700.000

(Kenaikan)/Penurunan Persediaan (222.067.000) (100.836.500)

Kenaikan/(Penurunan) Utang Usaha (247.280.767)  28.081.478

Kenaikan/(Penurunan) Deposit (198.279) (5.406.724)

Kenaikan/(Penurunan) Utang Lain-lain (31.277.699) 21.740.249
Total Arus Kas dari Aktivitas Operasi (678.057.662) (172.186.499)
Arus Kas dari Aktivitas Investasi

(Kenaikan)/Penurunan Aset Tetap (127.340.000) (105.763.300)
Total Arus Kas dari Aktivitas Investasi (127.340.000)  (105.763.300)
Arus Kas dari Aktivitas Pendanaan

Dividen (144.976.000)  (223.872.281)
Total Arus Kas dari Aktivitas Pendanaan (144.976.000) (223.872.281)
Kenaikan/(Penurunan) Kas dan Setara Kas (1.033.382.757) (269.124.026)
Kas dan Setara Kas Awal Tahun 1.398.041.270 1.667.165.296
Kas dan Setara Kas Akhir Tahun 364.658.513  1.398.041.270

LIMITATION IN ENTITY ABC’S IN ADOPTING SAK ETAP

Entity ABC has been adopted SAK ETAP since 2009, and the financial performance for the last
three years 2012, 2013 and 2014 decreasing drastically, indicated either declining in profit or
liquidity performance, where as per 2013 deficit status in cash and cash equivalent it means cash
inflow of 2013 can not pay all expenditures in 2013.

As we know from literature review, there are several conditions made entity in difficulties to adopt
SAK ETAP, eventhough SAK ETAP is simplicity of PSAK, in other words SAK ETAP is more
or less similar with IFRS for SMEs, but still we should make detil calculation on cost and benefits
analysis to use SAK ETAP for standard on accounting for preparing financial stataments
especially for SMEs that still busy or should focused on their going concern, how to keep
continuing to produced goods or rendered services to their customer.

Based on in depth interview to key informan and observations to the supporting document of entity
ABC, the author found there are some factors exists in entity ABC that would impact entity ABC
going concern if they decided to adopt of SAK ETAP in SMEs for financial statement
presentation .Factors found in entity ABC are undeveloped business infrastructure, no global
focused market, inadequate resources for training for implementation and monitoring of SAK
ETAP for unintended and dysfunctional consequences that have possibility will come up in those
SMEs. Factors not found in entity ABC only social or community centered values, as describes in
the following table (Table 5).
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Table. 5. Summary of factors adopting SAK ETAP in entity ABC
(sources: Based on indepth interview, participative obseravtion, edited by author)

no | Factors Found not found (Yes/No)-
explanation
1 | undeveloped business infrastructure Yes- very simple
2 | No global focused market Yes- for domestic market only
3 | Inadequate resources for training for Yes- still busy to day to day
implementation and monitoring of SAK | business
ETAP unintended consegiencies
4 | Social or cummunity centered values No- values decentralized
CONCLUSION

Entity ABC has fulfilled all the requirements to adopt SAK ETAP as standard accounting in
preparing financial statements, such as no significant public accountability and presentation
general purpose financial statement for external users.

Entity ABC financial performance, decreased insignificant amount, such as liquidity ratio
decreased in 2013 compared to last year, same conditions or status on profit and cash flow
Based on literature review, and compared to entity conditions, there 3 factors exists in entity ABC,
that might conclude adopt SAK ETAP too expensive, 3 factors are, undeveloped business
infrastructure, non global market focused and not enough resources for training and monitoring
unintended consequences of adopting SAK ETAP. And only one factor is no community or social
centered values in entity ABC

Eventhough SAK ETAP (IFRS for SMEs) is the simplicity of PSAK (IFRS) is still too expensive
for SMEs, as we know SMEs should focus on going concern, how to keep existing in their business.

SUGGESTIONS FOR NEXT RESEARCH:

Change Research methods from qualitative to quantitative approach, using questionnaires and the
respondents are owner of SMEs.

Research on model more simple financial statement than SAK ETAP/IFRS for SMEs.

Research on regulatory policy how to elevate entrepreneurships by publishing more simple model
of financial accountability.
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ABSTRACT

The purpose of this study is to investigate whether there are errors in information FIAs produce.
Additionally, we examine whether faulty financial data may affect or even mislead decision
making by using bankruptcy prediction model suggested by Altman’s (1980) based on different
data sources. We examined data inaccuracy for 10 variables of 648 publicly listed firms in Korea
since 2011, when International Financial Reporting Standards (IFRS) has been enforced.
Comparison between data stored in DataGuide, and data provided by TS2000 was quite surprising.
1,194 (5.88%) out of 20,310 observation are revealed discrepancy, found a statistically significant
difference in the 5 variables out of 10 variables. The Altman’s model not only suggests a different
prediction of corporate bankruptcy, but also produces different Z-score for different data sources.
Keywords: ICARBSS, Data Quality, Prediction of Bankruptcy, Z score, DataGuide, TS2000

INTRODUCTION

Most finance and accounting empirical studies widely use financial information database such as
COMPUSTAT, CRSP, and Value Line etc., so that the quality of financial information database is
the important factor to make decisions for scholastic study, investment, and financial analysis.
High quality financial information database support rational decision making, while low quality
financial information database will distort it. Koziol (2011) finds that incorrect advice of banks
based on low quality of financial information database can make financial loss for investors.
Now there are many financial information database providers (herein after FIDP) around the world
and new financial information database providers appear in emerging countries, Korea, China, and
Taiwan as increasing the importance of emerging stock market and economy Generally, finance
and accounting data operated by financial information database providers considered as reliable
and relevant data. However, many previous researches reveal that much error of data exists across
financial information database providers. (Rosenberg and Hougle, 1974; Bennin, 1980; Kinney
and Swanson, 1992; Yang et al., 2003; Tallapally, Luehlfing and Motha, 2011).

The purpose of this research is to examine the errors of financial data produced by Korean FIDPs’
produce. In Korea, there are two major FIDP; DataGuide provided by FnGuide and TS2000
operated by the Korea Listed Company Association. As these two financial information databases

46



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
RESEARCH IN BUSINESS AND SODAL SCENCES

=201

are the most prestige database, almost empirical researches in Korea use them. Thus, we expect
that comparing errors of financial data between DataGuide and TS2000 will be relevant to the
main purpose of this research. In order to examine the errors of financial data between two database
providers, we employ bankruptcy prediction model suggested by Altman’s (1968) based on
different data sources. In addition, we measure data concurrence between two database providers
using Altman’s Z-score.

This study expects to contribute the literature and practice in several ways. First, despite the
importance of emerging market, many previous researches on testing error of financial information
database focus on U.S. database such as COMPUSTAT and CRSP. Thus, testing error of financial
information database has to be expanded to emerging markets due to sustained globalization.
Second, Bennin(1980) confirms error of financial information database in COMPUSTAT and
CRSP has been decreased by 33 per cent since Rosenberg and Hougle(1974)’s research. This result
suggests that the quality of financial database gradually improved. Thus, this research expects to
improve financial information database quality in Korea so that more reliable and relevant
financial information database might be provided to decision makers.

LITERATURE REVIEW

Quality of decision making depends of quantity, quality, and timeliness of information. Thus,
relevant and reliable information should be provided to financial information users, including
government to increase decision making. Due to rapid information technology development, most
economic transactions, event and information related to the company’s activities electronically
documented and processed by computer.

The quality of decision making largely depends on quantity, quality and timeliness of information.
Thus, relevant and reliable information should be provided to various information users to increase
the quality of decision making. However, electronic financial information on the website is
generally disclosed by various file types such as TEXT, HTML, or PDF. These various file types
have to be converted to Excel file in analyzing firms' financial information. FIDP establishes and
provides firms' database as EXCEL file and also huge amount of financial and accounting data
across almost firms including private held firms. Thus, most financial information users heavily
depend on FIDPs in making decision.

Since 1970, many researches on quality of data among FIDPs have been continued because of data
differences. Rosenberg and Houglet (1974) initially investigate the data discrepancy provided by
between CRSP and COMPUSTAT during the period 1963-1968. They compare prices relatives of
941 firms. Out of 41,296 observations they find total 1,202 (2.19%) difference. Bennin(1980)
supplement Rosenberg and Houglet(1974)'s research extending testing period from 1962 to 1978
using 1295 firms. The results show that total 942 (0.50%) differences occur. San Miguel (1977)
examines differences R&D costs of 256 firms between COMPUSTAT and 10-K at 1972. He finds
78 differences out of 256 firms, resulting from 52 coding errors.

According to Kern and Morris (1994), differences results from using different currency among
multi-national firms. They use sales and total assets from COMPUSTAT and Value Line during
the period 1976-1990 to test differences. 56 differences out of 137 differences from sales occurs
different currency as well as 57 errors out of 378 errors from total assets. Yang et al. (2003)
suggests that differences between COMPUSTAT and Value Line arise from different policy and
coding error. They test the differences of 7 financial variables from 1,497 firms during the period
1976-1981. They find 1,284 errors (12.4%) out of 10,353 observations. They conclude the major
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cause of error between COMPUSTAT and Value Line results from coding policy.

As shown in previous research, differences of data provided by FIDPs frequently occur. Major
reason of differences or errors of data is coded error. When FIDPs input original data into their
own database, coding error arise because of information division and merge or FIDPs' coding
policy. The degree of difficulty of coding increases differences of variables. For example, direct
variables such as sales, total assets has a lower coding error while tax, R&D cost, and foreign
exchange rate require complex coding process brought frequent coding error. Second, approximate
value is also a frequent cause of differences. Third cause is data missing and wrong input moving
from the original database to FIDPs' database.

In summary, the differences or error among FIDPs is frequently reported in the U.S. Due to
globalization, the importance of emerging market is rapidly increasing. Thus, the study of the
quality of financial information data has to be extended to emerging markets.

DEVELOPMENT OF RESEARCH QUESTION

As a public and government database, Data Analysis, Retrieval and Transfer System (DART;
http://dart.fss.or.kr) is controlled and operated by the Korean Financial Supervisory Commission
(KFSC), the equivalent to the SEC in Korea. DART is an electronic disclosure system that
mandatorily enforces firms to submit their business report (equivalent to the US 10-K) to the
Korean Financial Supervisory Commission within 90 days from the fiscal year-end, where it
becomes publicly available to investors and other users online. FnGuide and Korea Listed
Company Association are Korea's representative financial information database agency and
provide corporate financial and ownership information on publicly traded firms as well as privately
held firms. They also receive financial and ownership information of Korean firms from the Korea
Financial Supervisory Commission and checks the integrity of the data. They provide the most
comprehensive database available in Korea.

POLICY OF FIDPS

In the input process of financial data from DART, FIDPs used to divide or merge variables
depending on their policy. For example, TS2000 merge intangible asset and goodwill variables as
'intangible asset' when an intangible asset variable is formed. In this case, the intangible variable
value will be same both DART and TS2000 when company's goodwill is zero. However, if
goodwill is not zero, the intangible variable value could be different between DART and TS2000.

CODING ERROR

Coding error is the most pervasive error. Coding error occurs when FIDPs input original DART
data into their own database. In addition, unknown error is also classified into coding error.
Accordingly, coding error exists among FIDPs.

Based on these arguments, we can propose four research questions.

Research Questionl: Does database between DataGuide and TS2000 correspond?
Research Question2: If differences exist, is error significant or not?

Research Question3: Does the result of Altman’s (1968) bankruptcy model correspond with using
DataGuide and TS2000?
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EMPIRICAL RESULTS

SAMPLE SELECTION

The data in this study are obtained from DataGuide provided by FnGuide and TS2000 provided
by the Korea Listed Company Association, respectively. The sample consists of 677 Korean firms
listed on the Korean Stock Exchange (KSE) over three-year period from 2011 to 2013. The
rationale of selecting sampling period (2011-2013) is due to the mandatory introduction of
International Financial Reporting Standards (IFRS) in Korea. The main variables extracted from
both DataGuide and TS2000 are ten variables: total assets, current assets, liability, current liability,
retained earnings, equity earnings, sales, earnings before income taxes, stock price, and stock
volume.

Insolvent firms consist of designated firms under the government supervision, such as suspension
of business, bankruptcy, or delisting as of 2013. Data of the sample firm in 2012 extracted from
both DataGuide and TS2000, respectively. The validity of the information in insolvent firms was
randomly cross-checked by referring to normal firms. The final sample of firms consists of total
28 firms.

DESCRIPTIVE STATISTICS OF TWO DATABASES

Table 1 presents descriptive statics for 677 sample firms over three years. Observations from
DataGuide are from 1,956 to 2,006 while TS2000 provides from 1,998 to 1,616 observations. It
means that TS2000 data has more missing data than DataGuide. In addition Mean and Variance of
variables are not matched between two databases. This mismatching means that variables from
two databases might be not united. The minimum value of two database shows zeroes implies that
zero value exists except for missing data.

Table 1: Descriptive Statistics of Two Databases

(Unit: Million)
Obs Mean Std. Dev. Min Max
DataGuide Total Asset 2006 3050000 12500000 8458 214000000
Current Asset 2006 1180000 5010000 2207 111000000
Liability 2006 1740000 6950000 565 104000000
Current Liability 2006 969000 3360000 423 51300000
Retained Earnings 2006 892000 5630000 -3820000 149000000
Capital Surplus 1956 204000 577000 -23100 6130000
Sales 2006 2800000 11500000 4188 229000000
EBIT 2006 137000 1310000 -4060000 38400000
Stock Price 2005 48 150 0 1912
Stock Volume 2005 38500 65300 408 710000
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TS2000 Total Asset 1616 3670000 13900000 0 214000000
Current Asset 1616 1370000 5230000 0 111000000
Liability 1616 2090000 7650000 0 104000000
Current Liability 1616 1150000 3680000 0 51300000
Retained Earnings 1616 1080000 6260000 -3820000 149000000
Capital Surplus 1616 236000 627000 -23100 6130000
Sales 1616 3360000 12700000 0 229000000
EBIT 1616 168000 1460000 -4060000 38400000
Stock Price 1998 48 150 0 1912
Stock Volume 1616 44900 87200 0 1450000

RESULTS OF DATA DIFFERENCES BETWEEN DATAGUIDE AND TS2000

Table 2 shows the degree of differences between DataGuide and TS2000. There are 1,1,96 (5.88%)
differences out of 20,310 observations and the range is from 1.67% (Stock Price) ~9.91% (EBIT).
According to Rosenberg and Houglet (1974)’ results, the differences between COMPUSTAT and
CRSP almost 2% exists. Thus, the results of this study, above 5% difference between two Korean

FIDPs, provide much higher error rate comparing with U.S. FIDPs.

We also develop the scales of differences in order to the degree of differences. We define material
differences as five per cent above of variables from financial statement (i.e., > Total assetsx0. 05)
or income statement (i.e., > EBITx0. 05). According to Table 3, material differences of DataGuide
are from 29 (1.43%) to 145 (7.14%) while TS2000’s material differences are from 28 (1.38%) to

145 (7.14%).

Table 2: Differences between DataGuide and TS2000

Mismatching Matching Missing Total Material Differences
0 1 3 4 5 6 7

Total Asset 109 1500 18 7 397 2031 43 44

(5.37%) (73.86%) (0.89%) (0.34%) (19.55%)  (100%) (2.12%) (2.17%)

143 1466 18 7 397 2031 48 49
Current Asset

(7.04%) (72.18%) (0.89%) (0.34%) (19.55%)  (100%) (2.36%) (2.41%)

111 1498 18 7 397 2031 40 39
Liability

(5.47%) (73.76%) (0.89%) (0.34%) (19.55%)  (100%) (1.97%) (1.92%)

128 1481 18 7 397 2031 48 50
Current Liability

(6.30%) (72.92%) (0.89%) (0.34%) (19.55%)  (100%) (2.36%) (2.46%)

119 1490 18 7 397 2031 81 79
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Retained o 73.36% %) (0.34%) (19.55%)  (100% o %
Carmings (5.86%)  (73.36%)  (0.89%) (0.34%) (19.550%)  (100%) (3.99%)  (3.89%)
98 1480 37 38 378 2031 43 42
Capital Surplus
(4.83%)  (72.87%)  (1.82%) (1.87%) (18.61%) (100%) (2.12%) (2.07%)

182 1427 18 7 397 2031 145 145
Sales

(8.96%) (70.26%) (0.89%) (0.34%) (19.55%) (100%) (7.14%)  (7.14%)

201 1408 18 7 397 2031 111 111
EBIT

(9.90%) (69.33%) (0.89%) (0.34%) (19.55%) (100%) (5.47%)  (5.47%)

34 1964 26 0 7 2031 29 28
Stock Price

(1.67%)  (96.70%) (1.28%) (0.00%) (0.34%)  (100%) (1.43%)  (1.38%)

69 1542 21 5 394 2031 38 38
Stock Volume
(3.40%) (75.92%) (1.03%) (0.25%) (19.40%) (100%) (1.87%) (1.87%)

1194 15256 210 92 3558 20310 626 625
Total
(5.88%) (75.12%) (1.03%) (0.45%) (17.52%) (100%) (3.08%)  (3.08%)

0: Differences of variables between DataGuide and TS2000 > 0, 1: Differences of variables between DataGuide and TS2000=0, 2. Missing data
only for DataGuide 3: Missing data only for TS2000, 4: Missing data for both DataGuide and TS2000, 5: Observations including missing data,
mismatching, and matching, 6: Material differences for DataGuide, 7: Material differences for TS2000

Table 3 provides the results of two-tailed paired t-test for 10 testable variables from DataGuide
and TS2000. We use two-tailed paired t-test to find whether the differences between DataGuide
and TS2000 exist or not.

The empirical results for differences between DataGuide and TS2000 provides significant
statistical differences for 5 variables, total assets, current assets, liability, current liability, and
retained earnings out of 10 testable variables. In financial statement data, 5 variables are
statistically significant.

Table 3: Two-tailed paired t-test between DataGuide and TS2000

Source Test Value =0
DataGuide TS2000
t df p
Avg Var Avg Var
Total Assets 3720482 193904314659 3688098 192972262587 1.96** 1608 0.08
Current Assets 1435564 30930101364 1378383 27457716946 2.40** 1609 0.02
Liability 2126120 59480259814 2098298 58833106671 1.76* 1608 0.08
Current Liability 1180686 13808145750 1158647 13581346480 2.43** 1608 0.02
Retained Earnings 1085655 39347163849 1087623 39353087189 -1.73* 1608 0.04
Capital Surplus 241871 402264273 241708 401394560 0.31 1577 0.17
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Sales 3407888 162887139487 3378462 161757486123 136 1608 0.17
EBIT 168254 2141039986 168516 2139986207 -0.36 1608 0.72
Stock Price 47972 22506227 47964 22506831 0.74 1997 0.46
Stock Volume 44900 7621587 42793 5069688 1.63 1610 0.10

(Unit: Avg is million KRW; Var is billion KRW; Stock price is KRW)

RESULTS OF DISCRIMINANT PREDICTION FOR INSOLVENT FIRMS

We use Altman (1968)’s bankruptcy prediction model to test insolvent firm. Specifically, we test
whether bankruptcy prediction of Altman (1968)’s based on discriminant function analysis has
same results using DataGuide and TS2000 or not.

We choose 14 insolvent firms and 14 normal firms in 2012 to predict insolvent firms in 2013 out
of the firms supervised by the KFSC. The variables to predict bankruptcy is five financial ratio
variables which consist of 1) operating equity/total assets, 2) retained earnings/total assets, 3)
EBIT/total assets, 4) stock market value/book value of liability, and 5) sales/total assets, same with
variables using Altman (1968)’ research, then we come up with a bankruptcy prediction model
with weighted 5 variables. Table 4 represents the results of discriminant function analysis using
both DataGuide and TS2000, respectively.

Table 4: Results of discriminant function analysis using DataGuide and TS2000

DataGuide TS2000
Fisher’ Standard Function Canonical S.tandard Fisher’ Standard Function Canonical S.tandard
Function Function

Insolvent Firms Normal Firms Insolvent Firms Normal Firms
X1 -9.26 -8.17 0.65 -7.52 -6.58 0.57
Xz 13.62 17.00 2.01 18.88 22.52 2.06
X3 -22.15 -17.77 2.61 -20.54 -26.39 2.56
X4 0.69 0.24 -0.26 0.59 0.23 -0.22
X5 14.83 17.10 1.35 20.35 21.82 0.91
constant -9.67 -11.48 -1.07 -11.57 -14.78 -0.75

X1 :operating equity/total assets, Xz :retained earnings/total assets, X2 :EBIT/total assets, X4 :stock market value/book value of liability, Xz
:sales/total assets, two-tailed test

Z =m0t = -0.75+0.57 X1 +2.06Xz2 +2.56X2 -0.22X+ +0.91Xs5 ... (Eq.2)

Table 5 shows the results of bankruptcy prediction using discriminant function. In using DataGuide,
exact prediction for forecasting insolvent firms is 8 (57.1%) out of 14 insolvent firms and type I
error is 6 (42.9%). In using TS2000, 7 firms out of 14 insolvent firms are exactly predicted as a

insolvent firm and type I error is 7 (50%). 6 forecasting error for insolvent firms, type I error using
DataGuide
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Table 5: Discriminant analysis results of insolvent prediction using DataGuide and TS2000
DataGuide TS2000
Sample Firms Insolvent Firms NormalFirms Insolvent Firms Normal Firms
Insolvent Firms 14 8(57.1%) 6(42.9%) 7(50%) 7(50%)
Normal Firms 14 0(0%) 14(100%) 0(0%) 14(100%)

Table 6 is the results of Altman(1968)’s Z-score to predict bankruptcy of firms. The value of two-
tailed paired t-test using DataGuide and TS2000 is —2.07 and significant at level 0.05 means
DataGuide and TS2000 data has significant difference statistically. In addition, three financial ratio
variables, Xz, X4, and X3, are statistically significant at level 0.00, 0.1, and 0.1, respectively.

Table 6: Difference of Z-score using DataGuide and TS2000

source Test Value =0
DataGuide TS2000 t df p  Avg Different
Avg Var Avg Var
X1 0.1060 0.0405 0.1068 0.0401 -1.40 1602 0.16 0
Xz 0.3913 0.0651 0.3939 0.0655 -3.09** 1602  0.00 0
X3 0.0208 0.0129 0.0206 0.0131 0.60 1602  0.56 0
X4 1.5230 6.1023 1.5779 7.2502 -1.95* 1602  0.05 0
Xz 0.9870 0.3292 0.9906 0.3274 -1.84* 1602  0.07 0
Z-score 1.0141 0.3337 1.0181 0.3313 -2.07** 1602  0.03 0

X1 :operating equity/total assets, Xz :retained earnings/total assets, X3 :EBIT/total assets, X4 :stock market value/book value of liability

X3 :sales/total assets, Z=0.12X1 +0.14X2 +0.033X2 +0.006X 4 +0.999X 5, two-tailed test

CONCLUSION

The study examines the errors and differences of financial data produced by two major Korean
FIDPs, Data Guide and TS2000. We analyze the differences of ten variables for the 677 firms listed
on the KSE and 20,310 observations over three years (2011-2013) We find 1,194 (5.88%)
differences out of 20,310 observations from financial statement, income statement, and stock data
provided by DataGuide and TS2000 and also five variables out of ten key variables are statistically
significant difference.

We also test insolvent firm forecasting employing Altman (1968)’s bankruptcy prediction model
using DataGuide and TS 2000. The empirical results show that 8 (42.9%) insolvent firms are
wrongly predicted as normal forms by using DataGuide while TS2000 predicts 7 (50%) insolvent
firms as normal firms out of 14 insolvent firms. In addition, comparing Altman (1968) Z-score
using DataGuide and TS2000 shows significantly different results statistically.

These differences and errors among FIDPs shown in our empirical results can distort decision
making for financial information users, thus decreasing firm value because of erroneous analysis/
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This study contributes to the literature and practice in several ways. First, this research supplement
previous research gap using emerging market database not U. S. database due to the rapid growth
of emerging market. Second, we expect to increase quality of financial information data provided
by major FIDPs by comparing FIDPs’ database.

There are two limitations in this study. First, using Korean data only, do not necessarily reflect
many aspects of emerging markets. Thus, in further research, China, Taiwan, and the Southeast
Asian database should be compared. Second, this study does not compare original database; DART
with FIDPs’ database. Accordingly, the future study of comparing DART and FIDPs’ database
should be considered.
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ABSTRACT

This paper will measure the transparency of disclosing information in the private banks of the
Kurdistan region of Irag. Calls for transparency of disclosing accounting information have a big
importance in the business world. As a result of the absence of transparency, and the weak
disclosure in some companies’ financial reports, along with collusion with auditors, who have used
different means to hide important information and mislead; this has led to the collapse of big
companies like Enron and WorldCom, and in Iraq, several banks such as Warka, Basra and Ektisad
banks have been put under the central bank guardianship. The transparency of disclosed
information is measured by using the t-test in Excel program.

Keywords: Financial Reporting, Transparency and Disclosure, t-test

INTRODUCTION

Financial accounting information is the product of an accounting system that measures and
discloses information concerning the financial position and performance of companies. Disclosed
financial information and audited financial statements along with supporting disclosures, form the
foundation of the company’s information provide the base for informed decision making by
shareholders, stakeholders and potential investors in relation to capital allocation, corporate
transactions and financial performance monitoring (Fung B.2014:1), as well as the regulators
(Bush R. and Smith A. 2003:1). Governments in recent decades have employed public disclosure
strategies to reduce risks, improve public and private goods and services, and reduce injustice. The
importance of transparency and disclosure have been widely recognized by both academics and
market regulators, resulting in numerous rules and regulations being introduced over time to ensure
timely and reliable disclosure of financial information, creating standards to which companies
must adhere (Bush R. and Smith A. 2003:1).

THE RESEARCH AIMS TO:
1. Explain that transparency is not a substitute for disclosure, but rather its content
2. Explain that transparency as a system and disclosure represent the output to the system
3. Explain the degree of compliance with accounting standards concerning disclosure like
IFRS 7 and the Iraqi standard 10

Measuring the degree of transparency of disclosed information in the Kurdistan banks, the analysis
focuses on annual reports only as this facilitates analysis.
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1. To achieve these aims, the following has been followed:

2. Comparing the financial statements and reports for the same bank for several years in order
to measure the degree of transparency in the disclosure of the private banks in Kurdistan
depending on the banks’ financial statements,

3. Measuring the degree of application of Standard & Poor’s (S&P) measure in the Kurdish
banks as well as a minor use of the CAMELS system as an item added to the other measured

items of S&P.
4. Explain the results, and compare the degree of transparency between the Kurdish private
banks.
THE RESEARCH PROBLEM

The research problem is concerning how a good application of transparency in the disclosure can
clarify the truth of what is going on at the private Kurdistan banks because of the following:

1. Kurdistan banks, as a part of the Iraqi banks, lack transparency in accounting disclosure,
especially after a few banks were put under the “guardianship” of the Iraqi Central Bank
such as Warka and Basrah Banks.

2. The drop in the classification of the Iraqi private banks according to CAMEL system. Four
of these Iraqi banks have been dropped from the degree “Very Good” to “Good”, and three
other banks to less than “Good”.

3. Two gaps have been noticed, the first is between the attainable level of disclosure and the
ideal level of disclosure. The second is between the financial information prepared and
users.

4. Disclosed information has a big importance to represent the truth of the financial state in
the private banks because there is a weakness in the disclosed information as a result of
lack of clarity of banks’ financial information, the minimum level of compliance with the

Iraqi and international standards requirements, utilizing the gap between the Iraqi standards
and the international standards for the banks, and the lack of justice in getting the
information between the owners and the management, on one hand and the shareholders
and the government agencies on the other hand.

LITERATURE REVIEW

The Basle Committee (1998) considers bank transparency to be of the utmost importance.

To achieve transparency a bank, in its financial reports and other disclosures to the public, should
provide timely information on key factors affecting the market participants’ assessment of banks.
Transparent and public information on the services that the banking sector provides to deprived
communities means that bank transparency is a powerful tool that can ensure the effective targeting
of scarce resources to deprived areas. Bushman and Smith (2003) in their paper discuss economics-
based research focused primarily on the governance role of financial accounting information. They
presented a framework that isolates three channels through which financial accounting information
can affect the investments, productivity, and value-added of firms. The UK Treasury (2006)
requested to establish the Social Investment Task Force. One of the Task Force’s recommendations
was that UK banks should follow the US practice of publishing details of their lending in
disadvantaged areas. The global transparency initiative has stated in the study on The Model World
Bank Policy on Disclosure of Information (2009), transparency is essential to building and
maintaining public dialogue and increasing public awareness about a bank’s development role and
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missions. The more information firms disclose voluntarily, the higher value they have in the eyes
of investors (Uyar 2012). Mustafa K. Hassan (2012) found that the extent of governance disclosure
is found to be similar across the major economic sectors in the UAE. The lowest disclosures are
associated with information about external auditing and non-audit services. The highest
disclosures are those dealing with management structure and transparency, which are also found
to be significantly different across the sectors in the UAE. The improved transparency frequently
associated with IFRS materially increased available information about borrower quality. It would
increase the effectiveness of ex ante screening by lenders, and hence it would attenuate the demand
for all types of covenants, both accounting and non-accounting (Ball& Li 2015). Mitchell Stein
(et al., 2015) extended sense making to the macro level, and they show how stakeholders construct
meanings of transparency to rationalize events around the crisis. They noticed that while some of
the discourses were more ocular related, other discourses sought to rationalize events and the need
for future actions. While the financial accounting research literature does share users’ assumption
of the desirability of transparency in terms of certain market-related outcomes, its narrow
informational focus is less successful in discerning how users define transparency, and even more
problematic in identifying how users believe that transparency is enhanced or achieved.

HYPOTHESIS HO1

There are two gaps in the disclosure of Kurdistan private banks:

The first gap is between the attainment level and the ideal level of disclosure, which achieves the
full disclosure.

The second gap is between the financial statements and reports prepared on the one hand, and the
users on the other hand.

The subsidiary hypotheses:

HOla The disclosure is done with the minimum.

HO1b The lack of observance of international accounting and auditing standards by the
banks.

HOlc The decrease in the commitment to the values and morals of the financial reports
prepares.

Research limits:

The geographical limits: the accounting environment and especially the private banks in
Kurdistan-Iraq. The time limits: the period 2009 — 2013, this period was chosen for the following
reasons:

1. Recent international financial reporting standards have been issued such as IFRS 7 Financial
Instruments: Disclosures which replaced the international accounting standard IAS 30 during
the studied period.

2. During this period, two Iraqi private banks, Basrah and Warka bank experienced a crisis.
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RESEARCH CONCEPTUAL FRAMEWORK

Disclosure standards: International accounting standards paid considerable attention to the
disclosures, IASC has issued three standards concerning the disclosure methods, as follows:
Presentation of Financial Statements (IAS1). This standard prescribes the basis for the presentation
of general purpose financial statements to ensure comparability both with the entity’s financial
statements of previous periods and with the financial statements of other entities.

Related Party disclosure (IAS 24). The objective of this standard is to ensure that an entity’s
financial statements contain the disclosures necessary to draw attention to the possibility that its
financial position and profit or loss may have been affected by the existence of related parties and
by transactions and outstanding balances, including commitments, with such parties.
International Accounting Standards Presentation and Disclosure Checklist (IAS 30). This
concerned the disclosure of the banks and financial institutions financial statements. This standard
has been replaced with IFRS 7-Financial Instruments: Disclosures. It requires disclosure of
information about the significance of financial instruments to an entity, and the nature and extent
of risks arising from those financial instruments, both in qualitative and quantitative terms.

TRANSPARENCY OF DISCLOSED INFORMATION

Transparency can be defined as a situation in which business and financial activities are conducted
in an open way without secrets, so that people can trust that they are fair and honest. (Cambridge
Dictionary). The Business Dictionary defined it as “lack of hidden agendas and conditions,
accompanied by the availability of full information required for collaboration, cooperation, and
collective decision-making”. Transparency is the extent to which investors have ready access to
any required financial information about a company such as price levels, market depth and audited
financial reports.

Financial reporting is a critical information component for investors in their decision making.
Management may fail to provide certain information to many diverse users of financial statements,
deliberately misleading them about the company’s operations. Without the required information,
it is impossible to fully understand a company’s financial condition. (Fung B. 2014:74).
Transparency is the lack of hidden information, along with all the necessary information to
facilitate a collaborative decision making process free of cheating, fraud, or deception. The
management reports should fully disclose all the administrative procedures inside the company,
and the approach followed to prepare the financial reports. Transparency means faithful, reliable
and objective information, while -it does not mean overstatement.

REQUIREMENTS FOR THE TRANSPARENCY OF DISCLOSED INFORMATION,
AND THE MEASURING SAMPLE
FIRST: TRANSPARENCY IN THE DISCLOSED INFORMATION REQUIREMENTS:
e Consider the financial and non-financial information according to Standards & Poor
organization (Table 1)
e Transition to compulsory disclosure by issuing laws and instructions. However, the
transition from optional disclosure to compulsory disclosure became necessary.
e Enhance electronic disclosure to increase the number of users, save time, immediate update,
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reduce cost and efforts, and refers to the confidence and fairness of the information.

SECOND: TRANSPARENCY MEASURE, ACCORDING TO STANDARD & POOR’S
SAMPLE:

S&P is regarded as a suitable measure of transparency. S&P contains three basic categories, which
were chosen accurately with flexibility to add or omit according to the activity’s nature. There are
76 items, and each assured disclosed item is given “n” where undisclosed item was given “x”. The
three main categories are:

1. Ownership structure and investor rights

2. Transparency and disclosure about the financial and non-financial information, including
company’s trends, accounting policies, related party transactions, information about the
auditors, the opportunities and risks, the degree of competition strength, employees’
satisfaction. An additional item of CAMEL classification was added to this category.

3. Board and management structure and process

RELATIONSHIP BETWEEN TRANSPARENCY AND DISCLOSURE

The principle of disclosure is formed with transparency as an integrated meaning. Initially, it seems
that there is a difficulty to distinguish between the two words because they are correlated in their
meanings and aims. Transparency is not a substitute for disclosure, it is rather used to achieve full
disclosure, where transparency is ensured in the financial statements through full disclosure.

Are transparency purpose or means? Transparency is a purpose in accounting regulations and
standards concerning disclosure, and it is a means to achieve full disclosure and enhance
confidence and limit dishonesty in accounting information. Transparency aims to reach the ideal
level of disclosure. Transparency and disclosure are correlated concepts, which enhance each other.
In the absence of transparency, the accounting information in the disclosure are not reliable, and
in the absence of disclosure, the aspect of transparency does not exist. Transparency refers to open
behavior rather than hiding any information, and leads to collecting and examining the information
by those parties who are interested in the company information.

TRANSPARENCY IN THE DISCLOSURE IS IMPORTANT FOR THE FOLLOWING
REASONS:

1. The financial information could be disclosed at the minimum level, and according to the
owners’ desire to realize the interest of one party against the others. In the bank case, the
management and the employees obtain more information of a better quantity and quality,
more easily than outside parties.

2. The failure to disclose part of the financial information, such as allowance for doubtful
debts or depreciations (Kieso and et al 2010:608) depends on individual judgment.
Disclosure is important to explain the source to reach these satisfactions and judgments.

3. Two main limits should be considered:

a) Information value, which is the cost of disclosed information subtracted from the
benefit gained (Marshal and Steinbart 2010:20). If the cost of preparing the accounting
information is counted in the accounting system with little or no transparency, the users
need to pay for

o Speculation costs to obtain the information from the preparers in the bank.
o Financial analyst cost to explain the complexity of the disclosed information.
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o The harmful effect of the unreliable and unfaithful information.

b) Information materiality, it concerns the impact of inclusion of the information on a
company’s financial operations, “an item is material if its inclusion or omission would
influence or change the judgment of a reasonable person” (Kieso, et.al 48).

4. In the existence of a failure to disclose, some accountants were able to exploit a number of

accounting practices and policies which lead to presenting unreliable and irrelevant
financial statements for more than one accounting period, and as a result, big companies
collapsed.

TRANSPARENCY MEASURE

Standard & Poor’s examine company annual reports disclosed “attributes” which are broadly
divided into three categories:

o Ownership structure and investor rights (description of the share classes, review of the
shareholders by type, description of the voting rights)

o Financial transparency and information disclosure (The company’s accounting policy,
consistency of company accounting with international accounting standards, efficiency
indicators)

o Board and management structure and process (list of board members, board committees,
list of audit committee members, details of directors’ remuneration and performance
related pay, related party transactions) (Patel and Dallas 2002:18)

The sample chosen for this paper will rely on the information above to measure the

transparency in the disclosed information of Kurdistan banks.

THE PRACTICAL FRAMEWORK

S&P measure will be used to measure the transparency in the Kurdistan bank’s disclosed
information with a little flexibility to be suitable for private banks in the Kurdistan Region of Iraq
environment without affecting the basics or the principles of the measure.

THE MEASURE IS DIVIDED INTO BROAD THREE CATEGORIES AND OTHER SUB-
CATEGORIES:

First: Ownership structure and investor rights which include 14 items.

Second: Financial transparency and information disclosure: This includes the part which
concerns the purpose of this paper, it includes 41 items: bank perspectives, bank accounting
policies, consistency of company accounting with international accounting standards, efficiency
indicators, details of directors’ remuneration and performance related pay, related party
transactions.

Third: Transparency in the board of directors’ information: it contains 21 items for each bank.
S&P calculation: as a measure used in this research contains 76 items.

METHODOLOGY
To compare the transparency of disclosed the information for two banks in Kurdistan region, the
parameter of interest is the difference between the population means. Assuming that,
Alternative Hypothesis: KIB has more transparency of disclosing than Cihan Bank
Null Hypothesis: The difference of means is zero (They have the same transparency)
Using Excel,

i) The data is collected and organized (Shown in the Table (1)).
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i) Examined mean, standard deviation, coefficient of variation and standard error in the
group wise data (Shown in Tables (2&3))

i) Total analysis is shown in the Table 4.

iv) Plotted bar graph for the disclosed and undisclosed information by year (Shown in
table 5).

V) To compare the transparency of disclosed information for the two banks, the output
from the t-test (shown in the table 5).

CONCLUSION

In this paper the following conclusions have been noted:

1. It is important to measure the transparency in disclosure according to Standard & Poor’s
measure. This measure was applied partially by any Kurdistan private bank as follows:

a)

b)

Transparency of information about ownership structure and shareholder equity:

For both banks (KIB and Cihan), from 2009- 2013, 11 items were not disclosed, while
only 3 items were disclosed.

Transparency of financial and nonfinancial information:

For KIB, from 2009- 2011, 25 items were not disclosed, while little only 16 items were
disclosed, and from 2012- 2013, 24 items were not disclosed, while only 17 items were
disclosed

For Cihan Bank, from 2009- 2011, 28 items were not disclosed, while only 13 items
were disclosed, and from 2012- 2013, 27 items were not disclosed, while only 14 items
were disclosed.

Transparency of information about the board of directors structure and composition:
For KIB, from 2009- 2013, 11 items were not disclosed, while only 10 items were
disclosed.

For Cihan Bank, from 2009- 2011, 14 items were not disclosed, while only 7 items
were disclosed, and from 2012- 2013, 13 items were not disclosed, while only 8 items
were disclosed.

The calculations show,

i)
i)

i)

disclosure is done at a minimum level.

a lack in the observance of international accounting and auditing standards used by
the banks. This confirms our hypothesis HOla and HO1b

The study explains that the KIB and Cihan Bank, were in compliance with the local
accounting and auditing standards and the government rules. This confirms our
hypothesis HO1c.

By the statistical tool t-test using Excel, | examined the transparency of disclosing the
information on two banks KIB and CIHAN. The results shown in Table 4 that p-value is
very small 0.0005 < 0.05 (5% level of significance), so we reject the null hypothesis. Also,
there is overwhelming evidence to infer that the KIB has more transparency of disclosed
information than CIHAN bank.
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SUMMARY OF STATISTICS

Table 1: The raw data for the transparency in the disclosed information for the sample of 76
items. (‘n” — Not Disclosed and ‘x” — Disclosed)

Pep— P Z005 Z01T ELEES ELEE)
Kin Cihan Kin Cihan KB Cihon KB Cihon
7 Share classes n n n n n n n n
2. Sharenciders type n n n n n n n
3. Number of shares ssued = = P x ) x ) = = =
3. Shares par vaiue n n n n n n n n n n
5. Shareholders owning big portion of shares n n n n n n n n n n
First 6. Shareholders owning more than 10% of shares " n n n n n n ) ) )
Transparency of information [7_Names of cross-ownership x = x x x x x % x =
about ownership structure [8.T Tor ) n o n n n n n n n n
and shareholder equity  [6. Subjects discussed in the sharcholder meeting " n n n n n n n n n
0. Proposals at sharsholder mesting " n o n n n n n n n
T an genaral n n n n n n n n n n
15_Election of management board members, " n n n n n n ) ) )
15 Compliance with the govemment rules = = * * 5 x x x * x
14 Increase and decroase in the shares market o o o o n o n o n n
Count [Ty i3 31 EE 31 EEY i1 EED EEY Ty
7. The strategy applied to achieve the goais = = = = = x x = x =
2. Stability on the strategy = = F e ) e ) = F F
5 Type of Sucts or 3 F = * P ) S ) * P o
Second a. ana Tor the products n n o n n n n n n n
Transparency of financial and |5. Business porilon of the market n n n n n n n n n n
nonfinancial information |6, Basic eamings forecast n n n n n n n n n n
7. Products or services foracast x x x x x x x x x x
a) Business trends 8. Aveorage business's assels useful Iife o n n n n n n ) n )
5 Investment plans for the fulure x = * x x x x % * x
10. Details about the Investment Tuture plan e = x x x x x = x =
1 Finan = n P n 3 n 3 n = n
1z CAMELS n n n n n n ) x * =
Count s & s 3 s s a s a s
7. Quartery financial iInformation > = * P P P * = P =
2 Applied ing policies = = * * ) * x x x x
3. Accounting standards uses for its accounts x x x x x x x x x =
B} Acourting pelicles 4 Local accounting standards applied for accounts " n n n n n n n o n
5_Mothods of assets valuation n n n n n n n n n n
6. Methods of inventory valuation n n n n n n n n n n
7_Methods of fixed assets depreciation = = * P * * ) = P P
8. Producing o financial statements n n n n n n n n n n
Count a a a a a a a a a a
©) Related party structure and |1 List of afiliaies in holds o minonty stake = ~ * n > n > o P )
transactions [2_ Ownership structure of affilates n n n n n " n n n n
[3 List of reiated party transactions = n * n > n > n x n
Count ES 3 T 53 1 E) 1 ) 1 s
1. Name of its auditor x = x x x x x x x x
) Information about auditer |2 BeBrodusing the audiors’ report = = P x x x x = = =
3. Audilors’ fees n n n n n n n n n n
4 Non-audil fees paid to auditor o ) o o ) n n n n n
Count E3 2 E3 2 E3 = 2 2 2 )
7_Mature of opportunitios and rAsks n n n n n n n ) n )
2. Liquidity risks n n n n n n n n n n
o) information sbout 5 intornal and oxiormal Uiy resourees > = x = x = x ~ = =
i 3. Liquidity risks n n n n n n n n n
5. Decrease in iquidity and the company's treatment n n n n n n n n n n
6. Opportunities and nsks resuling 1rom participaton o n n n ) n )
7. Opporunilies and nsks resuling from the change n n o n n n n ) n n
Count 3 & 3 & 3 © 3 s 3 6
7 _Names of the competions n n n n n n n n n n
£ Stremmth of Z. Price response as & result of competition n " n n n n n n n n
3. Number of companies outbid on the mai n n n n n n n n n n
4_Company's istics in the Ttions " n e " n n n ) n )
Count 4 a 4 a a a a a a a
@) Information about [1.Degree of employees participation in atrategy n n n n n n n n n n
employees 2. Degres of enco: ent for the creation and " n n n o) n o) n n n
satisfactory
3. Financial satisfaction " " " " n " n n " n
Count s E3 E) E3 E) 3 E) ] 3 ]
7_Chairman name = x * P P P P * * P
2. Details about the chairman (other than name/ n (2] n " n n n n n n
3. List of board members names. x x x x x x x x x =
4_Datails about provious board memboers n n n n n n n n n n
5. Glassifies directors as an executive or CuisIds = = * * l * l * * =
6. Details aboul the role of the board dirsclors = = x x x x x = x =
7 Board's commitiees list = ,. * P ) P ) = P P
8. Board members compensations = n * n x n x n * n
Third 9. Compensations for @ach board member x n x [ x n x n x n
Transparency of 10. Timetable for board meetings " n n " n " n n n n
pinformationaboutthe [Sie ol oGl eng ciswibution pian a o n o n o n a n a
el compenition 12, Existence of audit committes = = x x x x x = x =
73_Mames of audit commities members " n n n n n n ) o) )
14. Existence of internal auditor position = = * * x * x = * =
5. Providing director training o o n o n o n n n n
6. Number of company's shares held by directors = ~ * n * n * * * =
7. Mames of senior managers out of board of n o n n n n n o n o
T8, Mumber of senior managers in the board of o o n n n n n n n n
156_Compensation of the senior managers " " e " n n n ) ) )
20. Mumber of company s shares held by the n n n n n n n n n n
EX pay for o n o n o n o n n n n
Count 31 ia 31 G4 31 ia 31 FE) FE FE)

The table was based on Patel and Dallas information (2002:19) and Jajawi & Al Fatahala
(2013:7)
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Table 2: Number of disclosed information according to P&S measure in three groups.

Number of disclosed information according to P&S measure
First Second Third
Transparency of information about
Transparency of information .
) Transparency of financial and the Total
about ownership structure and . . .
Items according to P&S measure Year nonfinancial information board of directors structure and
shareholder equity )
composition
Not Disclosed Disclosed Not Disclosed Disclosed Not Disclosed Disclosed Not Disclosed Disclosed
2009 11 3 25 16 11 10 47 29
2010 11 3 25 16 11 10 47 29
KIB 2011 11 3 25 16 11 10 47 29
2012 11 3 24 17 11 10 46 30
2013 11 3 24 17 11 10 46 30
2009 11 3 28 13 14 7 53 23
2010 11 3 28 13 14 7 53 23
Cihan 2011 11 = 28 13 14 7 53 23
2012 11 3 27 14 13 8 51 a5
2013 11 3 27 14 13 8 51 25
Table 3: Calculations of Statistics for the group wise data
Table 4: Total statistical analysis for five years
Bank Year Not Disclosed Disclosed Bank Year Not Disclosed| Disclosed
2009 a7 29 2009 53 23
2010 47 29 2010 52 23
KIB 2011 a7 29 CIHAN 2011 53 23
2012 46 30 2012 51 25
2013 46 30 2013 51 25
Number N 5 Number N 5
Mean 46.60 29.40 Mean 52.20 23.80
Standard Deviation 0.55 0.55 Standard Deviation 1.10 1.10
Coefficient of Variation 118 1.86 Coefficient of Variation 510 4.60
(%) ) ’ (%) ’ ’
Standard Error 0.244948974] 0.244948974 Standard Error 0.489897949] 0.4898979
First Second Third First Second Third
Items Transparency of information | Transparency of financial TransParenw of tems Transparency of information | Transparency of financial Transparency of
N B i information about the according to B information about the
according to Year about ownership structure and nonfinancial board of direct [ Year | about ownership structure and nonfinancial board of direct
P&S measure and shareholder equity information oard of direc mts_ and shareholder equity information oard of direc ur-s-
structure and composition measure structure and composition
Not Disclosed | Disclosed | Not Disclosed | Disclosed | Not Disclosed | Disclosed Not Disclosed | Disclosed | Not Disclosed| Disclosed | Not Disclosed | Disclosed
2009 11 3 25 16 11 10 2009 11 3 28 13 14 7
2010 11 3 25 16 11 10 2010 11 28 13 14 7
KIB 2011 11 3 25 16 11 10 Cihan Bank | 2011 11 3 28 13 14 7
2012 1 3 24 17 11 10 2012 11 3 27 14 13 8
2013 1 3 24 17 11 10 2013 11 3 27 14 13 8
Mean 11 3 2456 164 11 10 Mean 11 3 276 134 136 74
SD 0 0.547722558 | 0.5477226 0 0 SD 0 0.547722558 | 0.54772256 | 0.547722558 | 0.5477226
. Coefficient
‘[’T”"‘;:fp:: 0 o 2.226514461 | 3.3397717 0 o of Variation 0 o 1.98450202 | 4.08748177 | 4.027371746 | 7.4016562
Variation (3
(%)
S"';‘r“:;'“ o 0 0.244948974 | 0.244949 0 o 5":"1“'“ 0 0 0.244948974 | 0.24494897 | 0.244948974 | 0.244949
r rror
Table 5: Graph and calculations of testing the transparency by t- test.
A o . t-Test: Two-Sample Assuming Unequal Variances
Number of disclosed information
KiB CIHAN
Mean 29.5 24
Variance 0.33333333| 1.333333333
Observations 4 4
Hypothesized Mean Difference 0
df 4
t Stat 8.52056336
2009 2010 2011 2012 2013 | 2009 2010 2011 2012 2013 P(T<=t) one-tail 0.00052046
oh i t Critical one-tail 2.13184679
P(T<=t) two-tail 0.00104091
Disclosed Notdisclosed v T
t Critical two-tail 2.77644511
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ABSTRACT

The purpose of this study is to assess the understanding of Bai’ Bithaman Ajil (BBA) financing
contract between Agrobank employees attached at branches and business center (regional office)
in the northern states of Peninsular Malaysia namely Penang, Kedah and Perlis. The research
presents primary data collected by self-administered questionnaires involving a sample of 40
respondents who represents executives from the lower - management group with direct
involvement in commercial financing-related functions. A multiple regression analysis had been
employed in this study. The finding shows that knowledge and commitment are the two significant
factors which could affect employees’ understanding of BBA financing contract. The empirical
evidence of this study highlights the importance of Agrobank to groom a knowledgeable workforce
with true commitment in Islamic banking aspects in order to ensure its transformation process
would chart another remarkable milestone in spurring the growth of Islamic banking industry in
Malaysia.

Keywords: Bai’ Bithaman Ajil (BBA), Banking and Employees Understanding

INTRODUCTION

Islamic banking (IB) sector in Malaysia has experienced positive growth and tremendous progress
over the past three decades since the establishment of Bank Islam Malaysia Berhad (BIMB) as a
pioneer full-fledged Islamic bank in 1983. The emergence of IB has changed the Malaysian
banking landscape from the sole - dominance of long established and a deep-rooted conventional
banking system to a dual-banking system where Islamic banks operate in parallel with their
conventional counterparts. Ismail (2010) emphasized that Islamic banking had played a vital role
in mobilizing funds from Rab-al-mal (surplus units) to mudharib (deficit units), as well as
prohibiting riba-based activities in its operations.

Agrobank is a Government-Linked Company (GLC) under the Malaysian Ministry of Finance
Incorporated (MoF Inc.). It has been mandated with a role to provide holistic banking facilities to
agriculture and agro-based community, as well as to cater the financial needs of private individuals.
The notion, idea of this study was towards the slow progress of the transformation process, lack
of understanding and low appreciation in the Islamic banking system among Agrobank employees.
The key problem of this study is to examine the importance of having a basic understanding of
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Islamic banking aspects among Agrobank’s employees as to ensure a smooth transition during and
after the transformation process. The underlying importance of this study is also associated with
complexities in today’s banking transaction, as customers have become more educated and
demand for detailed information and explanation of IB products, terminologies and its process
flow. Therefore the objective of the study is (i) to assess the understanding of Islamic banking,
financing contract of Bai’Bithaman Ajil (BBA) among Agrobank’s employees in northern regional
branches and (ii) to examine the key factors affecting employees’ understanding on the Islamic
banking financing contract of BBA.

LITERATURE REVIEW

A study presented by Dahlawi (2005) revealed more critical factor, which was on the ignorance
among many Islamic bank employees about the true nature of Islamic finance. He included in his
study that banks will not be able to actualize their objectives if employees of that institution cannot
properly uphold the banks’ mission, have little interest to act in accordance to Shariah principles,
lack of confidence in the Islamic banking system or lack of knowledge in the operation of Islamic
banks.

A study by Hassan and Ahmed (2002) conducted at one of Islamic banks in Dhaka, Bangladesh
found that understanding of Islamic banking concept and practices among customers and
employees were still vague. Another study by Makiyan (2002) on the factors behind Islamic
banking performance revealed that inadequate knowledge among employees was one of the key
problems faced by Islamic banks. Both studies mentioned before were applied by Zainol, Shaari,
and Ali, (2008) in their research paper about bankers’ perception towards Islamic banking products
and services. Their findings show that employees’ knowledge of the fundamental aspects of
Islamic banking is very limited — particularly in the areas of establishment objectives of Islamic
bank which placed greater emphasis on religion rather than the profitability factor as its main
feature.

The phrase Bai’ Bithaman Ajil can be further break up into the following lafzhiyah (word-by-word)
translation, to be read as: Bai’ (sale), Bithaman (price or method of payment), 4jil (deferment).
Hence, BBA is actually a “sale with deferred payment” and therefore is not a “spot sale” (Khir,
Gupta, & Bala, 2008). Rosly (1999) in his article to measure the impact of using BBA financing
on Islamic banking performance concluded that profits margin of an Islamic bank under his
reviewed has declined tremendously during the rising interest rate period in year 1996-1997, in
contrary to a profit margin of conventional banks which moved in the opposite direction.

Mohd Azli, Othman, Sahri, Abdul Aris, and Arshad, (2011) addressed in their study regarding the
importance of thorough understanding in Magasid Al-Shariah (the objectives of Islamic law) in
the context to uphold justice, social welfare and brotherhood. They concluded that the level of
understanding of Magqasid Al-Shariah among bankers/practitioners who acted as seller in BBA
financing contract is also questionable. In addition they commended that the terms and conditions,
legal framework and practice of BBA were lack of public interest perseverance, compared to
Musharakah Mutanagisah (MM) financing contract used in house financing.

METHODOLOGY

Data collection was done by distributing self-administered questionnaire to 40 respondents at 19
Agrobank branches and 1 Business Centre representing three different states in the northern
territory of Malaysia, namely, Penang, Kedah and Perlis. The questionnaire consists of 28
questions designed to examine the strength of respondents’ agreement or disagreement with the
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statements on the five-point scale, and divided into three parts. The timeframe corresponded to this
research is within the year 2014. Descriptive and multiple regression analysis, data analysis
techniques have been employed in this study. Descriptive analysis was conducted to determine
respondents’ demographic frequency of gender, age, marital status, years employed, years of
banking experience, as well as level of qualification. This type of analysis has enabled the
researcher to gauge the respondents’ understanding of Islamic banking aspects with regard to their
keen interest, commitment, knowledge and ability to practice Shariah aspects. Descriptive analysis
was applied in this study to answer the first research objective.

Multiple regression analysis had been used to determine whether independent variables have a
significant relationship with the dependent variable. This type of analysis is suitable for research
with more than one independent variable (Sekaran & Bougie, 2009). Multiple regression analysis
was employed to answer the second objectives. The schematic diagram below is developed to
illustrate the relationship between dependent and independent variables.

Figure 1: Theoretical Framework

Keen interest

Knowledge Understanding on
Ability to BBA flnancmg_ contract‘used in
. commercial financing
practice

Commitment

Independent Variables Dependent Variable

The regression equation model was applied to analyze the collected data from respondents. The
purpose of this equation is to identify significant factors in determining the dependent variable in
the study. The below equation has been established thereon:

BBAit = Bo + BiKIit + B2Kit + B3APit + P4Cit + Eit vvvvveneeeiinnl (1)
Where:
BBA = Understanding on BBA financing contract used in commercial financing
KI = Keen interest
K = Knowledge
AP = Ability to practice
C = Commitment
FINDING

The degree of understanding, keen interest, commitment, knowledge and ability to practice proper
aspects of the BBA financing contract were measured using the five-point anchors of: strongly
disagree, disagree, neither agree nor disagree, agree and strongly agree. Despite the measurement
scale employed was merely indicative, it could however, serves the research purpose to assess the
understanding among Agrobank’s employees on the Islamic banking, financing, contract of BBA
by referring to the mean score obtained from the survey as shown in the tables below.

Table 1 revealed that all respondents were aware about the existence and understand the objectives
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of BBA, with the mean score of 4.75.

Table 1: Understanding on BBA financing contract

Frequency | Percent Mean

Strongly Disagree 0 0.0

Disagree 0 0.0 4.75
Valid Neither ~ Agree  Nor 0 0.0

Disagree

Agree 10 25.0

Strongly Agree 30 75.0

Total 40 100.0

Table 2 presents the findings on respondents’ keen interest. The mean score of 3.40 indicates that
respondents were ‘unsure’ about their keenness to understand the BBA financing contract.

Table 2: Keen interest in BBA financing contract

Frequency | Percent Mean

Strongly Disagree 0 0.0

Disagree 0 0.0

Neither ~ Agree Nor 25 62.5 3.40

Valid Disagree

Agree 14 35.0

Strongly Agree 1 2.5

Total 40 100.0

Table 3 shows the findings on respondents’ commitment towards BBA with mean score of 3.15.
The score shows that the majority of respondents were ‘unsure’ about their commitment to BBA
financing contract. Based on justification given in the Table 5, it can deduce that despite the overall
mean for this variable was only standing at 3.15, the respondents were seen as having the required
commitment pertaining to their understanding of BBA financing contract.

Table 3: Commitment in BBA financing contract

Frequency | Percent Mean

Strongly Disagree 0 0.0

Disagree 3 7.5

Valid Neither ~ Agree  Nor 28 70.0 3.15

Disagree

Agree 9 22.5

Strongly Agree 0 0.0

Total 40 100.0

In terms of knowledge, most respondents were also ‘unsure’ about their knowledge of BBA

financing contract with a mean score of only 3.33. Respondents’ knowledge factor is delineated in
Table 4.
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Table 4: Knowledge in BBA financing contract
Frequency | Percent Mean
Strongly Disagree 0 0.0
Disagree 0 0.0
Valid Neither ~ Agree  Nor 27 67.5 3.33
Disagree
Agree 13 32.5
Strongly Agree 0 0.0
Total 40 100.0

Table 5 below depicts respondent’s mean score of 3.45 with regard to their ability to practice
Shariah aspects in the BBA financing contract. The score implies that respondents were ‘unsure’
whether they are able to practice Shariah principles governing BBA contract in an orderly manner.

Table 5: Ability to practice proper Shariah aspects in the BBA financing contract

Frequency | Percent Mean

Strongly Disagree 0 0.0

Disagree 1 2.5

Neither ~ Agree  Nor 20 50.0 3.45

Valid Disagree

Agree 19 47.5

Strongly Agree 0 0.0

Total 40 100.0

Table 6 shows the summary in assessing the degree of understanding, keen interest, commitment,
knowledge and ability to practice proper aspects of BBA financing contract among Agrobank’s

employees.

Table 6: Summary of understanding, keen interest, commitment, knowledge and the ability to
practice BBA among Agrobank’s employees.

Item Mean | Finding
No.
1 Understanding of BBA | 4.75 | Respondents were aware about the
financing contract existence and understand the objectives of
BBA.
2 Keen interestin BBA | 3.40 | Respondents were ‘unsure’ about their
financing contract keenness to understand the BBA financing
contract.
3 Commitment in BBA 3.15 | Respondents were “unsure’ about their
financing contract commitment to BBA financing contract.
4 Knowledge of BBA 3.33 | Respondents were also ‘unsure’ about their
financing contract knowledge of BBA financing contract
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5 Ability to practice 3.45 | Respondents were ‘unsure’ whether they
proper Shariah aspects are able to practice Shariah principles
in BBA financing governing BBA contract in orderly manner.
contract

Based on the result in Table 7, the Adjusted R Square for this study was at 0.580. The result implies
that independent variables are able to explain up to 58 percent of the variances in the understanding
on BBA financing contract among respondents.

Table 7 also shows the degree of coefficients value between the dependent variable of BBA
financing contract, and the four independent variables, namely knowledge, commitment, keen
interest and ability to practice.

Table 7: Model Summary and Coefficients Statistic Value

Standardized

Model Coefficients
Beta t Sig.

(Constant) 29.975 .000
Knowledge 439 3.180** .003
Commitment .283 2.050* .047
Keen interest .007 0.049 961
Ability to practice -.104 -0.755 455
Total Significant Variables 2
Adjusted R Square 580
Durbin-Watson 2.201

a. Dependent Variable: BBA
b. Note: ** and * denotes 1 percent and 5 percent level of significant respectively.

It is also noted from the above coefficients table that only two independent variables were having
significant relationship with employees’ understanding on BBA financing contract, that is,
knowledge and commitment; while the other two, namely keen interest and ability to practice
Shariah aspects were found to be insignificant.

Between the two significant variables, knowledge had higher significant relationship with regard
to the understanding on BBA financing contract with 3 = .439. This outcome suggests that every
1 percent increase in respondents’ knowledge would able to improve their understanding on BBA
financing contract by 43.9 percent. Based on Sig. Result of p =.003 < 0.01, knowledge is proven
to be significant at 0.01 or 1 percent significance level. Meanwhile, t-ratio for knowledge was at
3.180. The result indicates that employees’ knowledge and their understanding of the BBA
financing contract have a positive relationship. In other word, additional knowledge gained by
employees would heighten their know-how in the BBA financing contract.

The above result is consistent with past studies by Dusuki and Abdullah (2007) in which the former
had ranked knowledgeable personnel as the most important factor for Malaysian customers to
patronize Islamic banks, whilst the latter addressed the importance of training as a key factor to
enhance knowledge among bank managers in Malaysia

Commitment also reveals a positive relationship with an employees’ understanding of BBA
financing contract, but at at least significant level than the knowledge factor, denoted by a t - ratio
of only at 2.050. With § =.283, the result indicates that every 1 percent increase in respondents’
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commitment would only contribute 28.3 percent towards their understanding of BBA financing

contract. The result shows p =.047 <0.05, thus implies that commitment is only significant at 0.05

or 5 percent significant level. The above finding on commitment suggests that understanding of
BBA financing contract will increase in proportion with employees’ commitment, but at a slower

pace than employees’ knowledge.

The result of employees’ commitment is also in line with past findings by Al-Omar and Igbal (1999)
highlighted on the importance of having skilled and committed people to lead Islamic banks.

On the other hand, the result of coefficients reveals that employees’ keen interest and ability to

practice Shariah aspects were found to have insignificant relationship with respect to their

understanding of BBA financing contract.

Therefore, keen interest and ability to practice Shariah aspects in orderly manner may not be a

good predictor to gauge employees’ understanding on BBA financing contract, as well as in

generalizing their appreciation towards the implementation of Islamic banking system by the bank.

CONCLUSION

The first objectives of this study in assessing employees’ understanding in Islamic banking aspect
with concentration on BBA financing contract can be considered as having achieved its desired
aim, since all respondents had shown the required understanding towards the measured concepts.
Know-how in the BBA financing contract between employees at northern region branches and
Business Centre is due to the facility had been widely offered to business customers, as far as
Agrobank is concerned within this context. The preference of Agrobank employees to propose
BBA as a financing model to their customers is closely related to the nature of BBA contract itself,
in which it is the only contract with deferred payment terms that can be suited to fulfill various
financial needs of business customers. Furthermore, those executives involve in financing-related
matter is better exposed to the underlying features of this contract.

The subsequent objective of this study is to examine the factors that could influence the
understanding of BBA financing contract among Agrobank employees. Based on the result from
multiple regression analysis, it shows that knowledge was found to be the paramount factor that
could affect the understanding of BBA financing contract among employees, followed by
commitment.

The importance of having knowledgeable employees is inevitable for Agrobank in achieving its
aspiration to become a fully Shariah-compliant bank, since it is the only financial institution in
Malaysia with mandated role to nurture agricultural customers to greater heights. Thus, failure to
prepare and equip its employees with proper skills and know-how in Shariah principles before
transformation process come into force will jeopardize the bank’s reputation in the long run. The
results also indicate that commitment played a measurably important factor within the context of
this study because it is a mounting task to fine-tune employees’ mindset from long-embedded dual-
banking approach to only focus their efforts on Shariah-compliant banking transactions within a
short timeframe. It is pertinent to note that the understanding of BBA financing contract will be
better improved should employees’ gradually developed their job commitment over the course of
time.
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Table I: Respondents questions on BBA financing contract.

Q

Statement

1

I am aware about the existence of BBA contract

2

I understand the objectives of BBA contract.

Table

II Respondents questions on keen interest in BBA financing contract.

Q

Statement

1

I only heard about the term BBA after joining Agrobank/BPM.

2

I am not hesitating to continue the offering of BBA financing to
customer despite much criticism about the contract.

I realize that BBA financing contract has undergone several
improvisation processes as to ensure its adherence to Shariah
principles.

I notice that some Islamic banks have discontinued using BBA as
financing contract.

I am not eager to learn about BBA because it is a replication from
conventional banking loan contract.

Table III: Respondents questions on commitment in BBA financing contract.

Q

Statement

1

I am confident to explain about BBA financing contract if being asked
by customers.

I would still promote BBA financing contract despite knowing that
customer runs non-Shariah compliant activities on the land to be
offered as collateral to Agrobank.

Know-how in BBA financing contract is only vital for frontliners
dealing with financing-related matter.

I find that Arabic terminology in BBA financing contract is hard to
understand and to be explained to customer.

I may have to forego business opportunity with customer if the project
to be financed is against Shariah principles, which is not eligible to be

financed using BBA contract.

Table

IV: Respondents questions on knowledge in BBA financing contract.

Statement

BBA means sale with cash.

BBA is only suitable to finance short-term financing.

BBA is sale contract with deferred payment.

I NI Ye!

BBA is the most popular financing contract to finance commercial
business at Agrobank.

BBA buying price stated in letter of offer represents amount of
financing approved to customer.
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Table V: Respondent questions on ability to practice BBA financing contract.

Q

Statement

1

The two main documents in BBA contract agreement are Property
Purchase Agreement (PPA) and Property Sale Agreement (PSA).

Akad* ceremony to solemnize the offer and acceptance between buyer
(customer) and seller (Bank) in BBA financing contract can be done at
separate occasion.

In the rescheduling case of BBA facility, it is sufficient to use original
akad* during financing approval, as there is no requirement to
solemnize new akad*.

There must be an underlying asset in every BBA financing contract.

BBA selling price (ceiling price) can be adjusted in the event of rising
interest rates in Malaysia.

Akad or Contract Ceremony is a symbol of willingness between the parties that involve.
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ABSTRACT

Islamic banks are the main players amongst the Islamic financial service institutions. Operational
structure can vary depending on the Islamic bank’s business and market orientation. Banks can
perform various functions. Asset-liability management process in banks is at the heart of risk
management in banks and the composition of the balance sheet is one of the key factors that
determine the level of risk faced by the financial institution. While conventional banks face the
conventional financial risks, Islamic banks are also exposed to some unique risks, including
enhanced fiduciary, Shariah compliance and displaced commercial risks. This study has used a
survey data from literature along with asset sides of the banks’ various balance sheet structures
and risks inherent in the Shariah financial products in order to rank the Islamic banks with the help
of a multi-criteria decision making technique. Four conventional financial risks have been used as
criteria and minmax as the scoring method. The normalized scores of various banks have displayed
that the universal bank has the lowest risk which has confirmed the validity of diversification of
products hypothesis. The second, third, fourth, fifth and sixth positions, with the next level of the
lowest scores, have been secured by the conventional bank with Islamic Window, One-tier
Mudarabah bank, Two-tier profit sharing Investment bank, Two-tier profit sharing Commercial
bank and Wakala type bank respectively. This may explain that the diversification of Shariah
products on the asset side of an Islamic bank’s balance sheet as the best option for mitigating the
conventional and Islamic financial risks.

Keywords: Banking Risks, Balance Sheet Structures, Multi-criteria Decision Making, Shariah
based Financial Engineering, Risk Ranking of Islamic Banks

INTRODUCTION

Islamic banks are the main players amongst the Islamic financial institutions (IFIs) and their
operational structure can vary from a full-fledged Islamic bank or an Islamic subsidiary to the
Islamic window in conventional banks. Balance-sheet structure lies at the heart of the asset-
liability management process in banks and the composition of a bank’s balance-sheet assets and
liabilities is one of the key factors that determine the level of risk faced by the institution and the
typical growth of assets or liabilities affect the risk management process. Banks, in general, face
the conventional risks like financial i.e. credit, market and liquidity risks and operational risks.
Islamic banks have also their unique risks, including displaced commercial risk because of the
unique nature of their liabilities whose composition varies greatly depending on the bank’s
business and market orientation. The literature is rich regarding studies of individual risks facing

76



(ﬂpbss International Conference on Advanced Research in Business and Social Sciences 2015

MTERATRALCNFSEN R AAED 2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia
RESEARCH IN BUSINESS AND SODAL SCENCES

=201

Islamic banks, credit rating and bank rating methodologies or ranking Islamic and conventional
banks based on various financial or non financial criteria either through client surveys or expert
view points and using Analytical Hierarchy Process (AHP) or even ranking banks based on balance
sheet gap analysis and quality of assets and risk adjusted net Murabahah income after the
benchmark change. Anjum (2014f) has used AHP in the context of accuracy of portfolio volatility
forecasting for backtesting the VaR violations and to potentially reduce the Basel penalties. But no
study has used the balance sheet structure and risks of the product exclusively for the ranking of
Islamic banks. The current study has defined six types of Islamic banks named Wakala (WAK or
Commission Agent), 2-tier PS Commercial (TTC), 2-tier PS Investment (TTI), one-tier Mudarabah
(OTM); Islamic Window of Conventional (IWC) and Universal (UNV) banks based on their
market orientation, unique balance sheet structures and portfolio of Shariah financial products and
their risk features. Besides, by using the survey data from the literature to rank the Islamic banks
based on their unique structure of balance sheets and depending on their business orientation, the
study has used five risk factors (mentioned above) as criteria, analytical hierarchy process AHP as
weighting criteria and minmax as scoring method. Based on this ranking framework, the
normalized scores of various banks’ balance sheet portfolio are calculated out of percentages for
various risks from survey results for various Islamic financial products. The final normalized
aggregated scores for various bank types as well as the relative scores of each product in a
particular bank type have also been provided. The paper has been organized into six sections
named as: ‘introduction’; ‘banking theories and Islamic bank categories’; ‘asset, liabilities and
Shariah financial products’; ‘balance sheet structures and risk profile of Islamic banks’; ‘review
of literature, methodology and data’ and ‘results and conclusion’.

SHARIAH PRODUCTS & TYPES OF ISLAMIC BANKS

Khan (2000) has described five hypothetical banks (banks 1, 2, 3, 4 & 5). Bank 1 does not have a
non-principle component and can be thought of Islamic mutual fund which represents the
theoretical case of a complete PLS on both sides of the balance sheet. Bank 2 is which, use PLS
on the liability side (repriceable) and markup-debt on the asset side as a dominant asset (non-
repriceable). Banks (3 & 4) are examples of IFIs where both liability side and assets sides have
both PS (repriceable) and markup (non-repriceable) components with varying degrees. Bank 5
uses diverse liability and asset structures, which includes derivative and hedges to keep the gap
zero, and is an example of conventional bank with Islamic window (WIB) (Khan, 2000). Igbal
(1998) describes three models of Islamic banks with the simplest one where bank works as a
Wakeel (WAK) or agent and managing funds on behalf of clients with a fixed commission and it
may resemble the narrow banking as described in Wallace (1996) where banks back demand
deposits by safe short term liquid assets. A 100% reserve is required for demand deposits (in
contrast to fractional banking) for Islamic banks (Greuning & Igbal, 2008). No reserve requirement,
however, is stipulated for the second window. This model of Igbal (1998) follows commercial loan
theory where banks keep their loans short term and self liquidating in order to match the maturing
of deposits. Mirakhor has explained that Islamic banks, worried about bankruptcy, invest in short
term mark-up investments to keep losses lower than total capital. Igbal’s second model is a two-
tier Mudarabah (TTM) module that replaces interest or fixed income (FI) mode with profit sharing
(PS) mode on both, assets and liabilities, sides of the balance sheet. In this model all assets are
financed through the PS mode of financing (Mudarabah) and Chapra et. el. (2000) has described
this bank as a commercial bank cum investment intermediary. This model is same as the ideal form
in Bankl of Khan (2000) and was also advocated by the PLS theory of Islamic banking,
particularly, the model of Khan (1986). Both sides of the balance sheet are independent of the
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benchmark. Thus, changes in business prospects will adjust automatically on the two sides of the
balance sheet. The third model of Igbal (1998) is one tier Mudarabah (OTM) with multiple
investment tools and has emerged because of the problems of PS mode on the asset side. OTM has
opted for fixed income (FI) mode of financing and with a choice of instruments like MUR,
installment sale, Bai-muajjal, Istisnah, Salam, and Ijarah (Ahmed, 2002). This model resembles
the Bank5 of Khan (2000) and it does face benchmark rate risks as a substantial proportion of its
assets are in fact markup-based debts. However, this bank can be fully hedged for these risks by
inducting liabilities of similar nature and same amounts. Finally, Ahmed (2002) uses contemporary
banking theory to model Islamic bank using both sides of the BS, have analyzed the effects of
liability side on composition of assets of banks and have considered risks of the PS mode to
understand the nature of the Islamic Bank. The study defines Islamic bank which is a commercial
bank with demand and unrestricted PS savings deposits (low risk and liquid) and is also an
investment intermediary with restricted investment deposits (higher risk with a higher expected
rate of return (ROR)).

ASSETS, LIABILITIES AND SHARIAH FINANCIAL PRODUCTS

Islamic banks are inherently different from conventional banks (Ali; 2000). On the asset side, they
provide finance to enterprises through either sharing directly in the net results of their activities or
financing their purchases of assets, goods, and services (Al-Jarhi; 2000). Both the assets and
liabilities side of an Islamic bank balance sheet are based on Shariah-compatible financial
instruments. The assets can be categorized as trading assets, bank’s long term ownership or equity
investments, fixed assets, intangible assets and other assets and the assets of the Islamic banks also
consist of the same types with the inclusion of trade financing, commodity trading, leasing,
partnerships, and equity-based partnerships On the assets side, Islamic banks have more choice of
instruments which have different maturities (i.e. Short-term, medium term and long term maturities)
and various risk-return profiles (Greuning & Igbal, 2008). Shariah-compliant financing services
can take either the form of asset-based financing involving either sale or purchase with deferred
delivery and a profit margin or leasing, or financing on an equity basis through several types of
partnership contracts (IRTI, 2007). Trading assets represent the bank’s trading books in securities,
foreign currencies, equities, and commodities. Besides, many IFIs with WIB are already using
various derivative transactions. These can include four debt based certificates (DBC) (e.g. Leasing,
Istisnah, installment sale debt and Salam certificates), for sharing-based certificates (SBC) (e.g.
MDB, MSK, revenue sharing and declining participation certificates). However, financial figures
resulting from derivative transactions are squeezed into the footnotes (Khan, 2000). As debt cannot
be sold for debt, it can be treated as a price in a sale transaction. Thus the possibility of an exchange
of debt against real assets and usufructs can be added to the debt certificates as an embedded option
for the settlement of debts as evident from Zarqa (1998).

Besides, Islamic financing as practiced now does not avoid the benchmark (LIBOR) and floating
rate is a periodically revalued rent and fixed rate is the mark-up of Murabahah (MUR). Rents can
be re-valued and re-priced, but MUR profits cannot be. Under other assets category comes bank’s
long-term ownership investments, such as equities held in the bank’s long-term investment
portfolio, 1.e. equity investments in subsidiaries, associates, and other listed and unlisted entities.
Investing instruments are vehicles for capital investment in the form of a partnership and may take
two forms — MDB (or fund management or principal-agent, partnership or a limited partnership)
and MSK (or equity partnerships). MDB can be short, medium, or long term and is a trust-based
financing agreement where profits are based on a prearranged, agreed ratio. Mudarabah is used on
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both the liabilities and the assets side. MSK can be either medium or long-term, is a hybrid of
Shiraka (partnership) and Mudarabah, combining the act of investment and management
(Greuning & Igbal, 2008). In an Islamic economy, debt finance is extended through Istisnah,
installment sale, leasing and Salam modes of deferred trading by issuing certificates. The limitation
of these certificates is that these are not negotiable" following the conventional procedures. Thus,
except for transferring the debt certificates roam one obligation to another obligation on the basis
of hawala al dayn (par value = face value), these certificates face serious liquidity problem. As a
result, assets comprising of these certificates cannot be re-priced to adjust to changes in market
conditions, particularly, an increase or a decrease in the market markup price, hence exposing
investors to serious price risks (Khan, 2000).

Financial instruments are trade financing instruments, [jarah (IJR) and Istisnah ((ISN). Intangible
assets vary with regard to the predictability of income associated with a particular asset, the
existence of markets for such assets, the possibility of selling the assets, and the reliability of the
assessments of the asset’s useful life. Besides, all these, Islamic banks also provide customized
services, guarantees, and underwriting services for a fee. These include Kifalah (guarantee), Joalah
(fee-for-service), Amanah (custody), Wakala (representation) are examples of fee-based services
and Qard Hasan and Wagqf are examples of social welfare (Greuning & Igbal, 2008). Details of
assets on the balance sheets of the three types of Islamic banks (i.e. WAK, TTC and OTM) have
been taken from Anjum (2014c¢). Details of assets on the balance sheets, of three other theoretically
defined types of Islamic Banks (i.e. TTL, IWC, UNV), has been added in this study. The asset side
of the balance sheet of all six theoretically defined Islamic banks, which will be used in this article,
is shown in table 1. Liabilities in the balance sheet of an Islamic bank include demand deposits
(Amanah or trust), savings deposits (e.g. Mudarabah-unconstrained), investment accounts or
special investment accounts (e.g. Mudarabah- constrained and Musharakah-unconstrained &
constrained), total equity (in Mudarabah and Musharakah) and reserves as Amanah (Anjum;
2014c).

BALANCE SHEETS AND RISK PROFILE OF ISLAMIC BANKS

The best way to study the structure, risk profile and to distinguish various forms of Islamic banking
is to study it through a balance sheet approach. Balance sheets can be either by individual
organization or a business unit, for a business group aggregated for all of its affiliates or it can be
an for the banking industry or even banking sector as whole and

Table 1: Assets in the Balance Sheets of Six (Theoretically Defined) Types of Islamic Banks

Categories OT™M IWC Assets UNV Assets WAK Assets TTC Assets TTI Assets
Assets
Generic Fl FI, PS, FI, PS & ATE Fl & Short Fl & Short Fixed Income
DRV, ATE term term (FI)
Priceability | Generally RP & NRP RP & NRP Generally NRP | Generally RP Generally RP
NRP items items
Books No separate Separate No separate No TB (only No TB (only No separate
BB/TB BB/TB BB/TB BB) BB) BB/TB
Cash Cash Cash Cash Cash Cash
Liquid & balances balances balances with balances with balances with balances with
ST with CmB with CmB CmB CmB CmB CmB
balances balances balances with balances with balances with balances with
with CtB with CtB CtB CtB CtB CtB
IRR IRR IRR NA IRR IRR
RCRR PER PER PER NA PER PER
SIA SIA SIA NA SIA SIA
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Kifalah, Kifalah, Kifalah, Kifalah, Kifalah, NA
Fee based Joalah Joalah Joalah Joalah Joalah Joalah
Services Amanah Amanah Amanah Amanah Amanah NA
Wakalah Wakalah Wakalah Wakalah Wakalah NA
Financing/ | Intl. MUR Intl. MUR Intl. MUR Intl. MUR NA NA
ST/Trade Salam Salam Salam Salam NA NA
Istisnah Istisnah Istisnah NA NA NA
ljarah ljarah ljarah NA NA NA
Commoditi | Commoditie | Commodities NA NA NA
Financing / es MUR s MUR MUR
MT Vehicle Vehicle Vehicle MUR NA Investments - NA
MUR MUR LT
Installment | Installment Installment NA NA
Sale Sale Sale
Bay-al- Bay-al- Bay-al-Muajjal NA Fixed Assets NA
Muajjal Muajjal
Financing/ | Real Estate | Real Estate Real Estate NA NA NA
LT MUR MUR MUR
Investment Trading Trading Trading NA NA Trading
/ST Portfolio Portfolio Portfolio Portfolio
NA MDB - UCN | MDB - UCN NA MDB MDB
Investments NA NA MDB - CN NA NA NA
IMT NA RS RS NA RS RS
Sukuk Sukuk Sukuk NA NA NA
NA D-MSK D-MSK NA D-MSK D-MSK
Investments NA MSK - UCN MSK - UCN NA NA MSK - UCN
/LT NA NA MSK - CN NA NA MSK - CN
Sukuk Sukuk Sukuk NA NA NA
Fixed NA NA RE & Property NA NA RE &
Assets Property
Derivatives NA Use DRV NA NA NA NA
Notes: OTM = One-tier Mudarabah; IWC = Islamic Window of Conventional (IWC) Bank; ; UNV = Universal bank
or full fledge Islamic bank; WAK = Wakala (or Commission Agent), TTC = 2-tier PS Commercial, TTI = 2-tier PS
Investment; BB = Banking books; TB = Trading books; MUR = Murahabah; MDB = Mudarabah; MSK = Musharaka;
D-MSK = Diminishing (amortizing) MSK; DRV = Derivatives; CmB = Commercial banks; CtB = Central bank; RCRR
= Regulatory cash reserve requirement; IRR = Investment Risk Reserves; PER = Profit Equalization Reserves; SIA =
Special Investment Account; RE = Real Estate; Short term (ST); MT = Medium term; LT = Long term; RS = Revenue
sharing; ; (U)RP = (Un)Re-Priceable; ATE = All Terms; NRP = Non-Repriceable; RP = Repriceable; PS = Profit
sharing AR = NA = Not Applicable; FI = Fixed Income
References: Greuning & Igbal (2008), IRTI (2007), Khan (1999), (2000) (2002) & (2010), Anjum (2014c) and Khan
& Ahmed (2000)

When later is combined with the balance sheet of the fiscal authority (the Fed), we get an integrated
balance sheet for the economy (Chaudhary & Anjum, 1996). Anjum (2014e) provides the financial
risk types and scores for each of the Shariah product types. These scores have been taken from the
survey conducted by the study of Khan & Ahmed (2000). The higher the score the more the risk
involved is.

In Islamic banking, however, the main risks are based on specific features of the engineered
products based on Shariah principles and Figah guidelines. Risks that banks face can be divided
into three main categories which are financial, business and operational (Khan & Ahmed, 2000).
With the wide usage of information and communication technologies, where the banking
organizations have tried to grab the competitive edge over rivals in the global banking landscape
through internet banking (Shamim and Anjum; 2014), it has also increased the wide array of
operational and related financial and business risks. Beig (2009) and Ahmed (2002) have also
provided the details of Islamic specific banking risks like equity investment risk, Shariah non-
compliance and fiduciary risk. Islamic finance is either asset-backed or equity-based, emphasize
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that market risk becomes an important part of the Islamic banking along with credit risks (Ahmed,
2007). Market risks can be systematic arising from macro-sources, or unsystematic that is asset or
instrument specific. For equity-based and sale-based financial instruments, both types of market
risks are important. Credit risk would take the form of settlement/payment risk arising when one
party to a deal pays money (e.g. In a Salam or Istisnah contract) or delivers assets (e.g., in a
Murabahah) before receiving its own assets or cash, thereby, exposing it to potential loss. In case
of profit-sharing modes of financing (like Mudarabah and Musharakah), credit risk will be non-
payment of the share of the bank by the entrepreneur when it is due. This problem arises due to
the asymmetric information problem as the banks do not have sufficient information on the actual
profit of the firm. The presence of market and credit risks in Islamic modes of financing make the
nature of risks more complex as they intermingle and transform from one kind to another at
different stages of a transaction. Trade-based contracts (Murabahah, Salam, and Istisnah) and
leasing are exposed to both credit and market risks. To manage the risks, there is a need to clearly
understand the risks involved in the Islamic instruments (Ahmed, 2007). Islamic instruments
comprise both sides of the balance sheets, i.e. assets and liabilities. The risks on the asset side of
an Islamic bank’s balance sheet are huge because of the variety of products involving equity
sharing basis of uses of funds and has been considered in this article. It is not only the adoption of
socially beneficial technology, which provides a competitive edge to Islamic financial institutions,
but also the efficient management of risks that can make Islamic banks socially fit in an Islamic
society. Itis this socially beneficial aspect which along with risk weighted ranking of Islamic banks
has labeled the low scoring (i.e. lower risk) Islamic bank as a Socially Adopted, Risk Weighted
and Analytically Rated (SARWAR) Bank, a term coined by Anjum (2014e).

REVIEW OF LITERATURE, METHODOLOGY AND DATA

Amile et el. (2013) has used fuzzy AHP technique as weighting method and TOPSIS technique to
rank banks based on performance using financial and non-financial levels as the affecting criteria
investigated after library studies and using experts' viewpoints. Anjum (2014f) has used AHP based
risk reduction approach by using AZAM regression for beta estimation in emerging economies.
The Cehulié¢ (2012) has compared the Croatian banks using the main categories (and sub-
categories) of financial ratios. The study has found that balance sheet ratios, profitability ratios,
income statement ratios and market ratios is the descending order of importance of these ratios and
Volksbank got the highest score out of fifteen banks. Khan (2000) has ranked the hypothetical
banks (banks 1, 2, 3, 4 & 5) on the basis of quality of assets and risk adjusted net Murabahah
income (NMI) after the benchmark change. Measurement and management of the IFIs' NMI, its
sensitivity with respect to the benchmark and cash flows can be done with gap analysis (Khan,
2000). Given a time frame, gap analysis involves determination of benchmark rate sensitive and
non-sensitive assets and liabilities. The difference between net rate sensitive liabilities and assets
is identified as the gap. If the gap is zero (positive) [negative], assets are fully hedged [(speculative)]
against benchmark rate risk, i.e. any increase in profits, paid to depositors is matched by an equal
increase (decrease) [more than equal increase] in the profits earned on the assets. The effect of the
benchmark rate increase (decrease) on the NMI will be none, decrease and increase (none, increase
and decrease) in dollar terms if the gap is zero, positive and negative respectively.

In order to rank the six alternatives (i.e. Six bank types: WAK, TTC, TTI, OTM, UNV and IWC)
based on the risk profile of Shariah products on their balance sheets, we have used a pairwise
comparison method to assign weights based on Analytical Hierarchy Process (AHP) and minmax
as a scoring technique (see Anjum; 2013b). The AHP is the product of Saaty’s effort to create a
straightforward procedure to deal with complexity. One of the strengths of the AHP is that it relies
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closely on a strategy that humans often use to deal with complexity (Jin & Cheng, 2009). AHP is
a type of multi criteria decision making (MCDM) method where judgmental inputs and solution
outputs are scalar and fixed point values and which mostly uses mathematical deterministic
solution procedures (Wedley, 2001). Application of AHP is not only unique to a ranking of various
bank types, rather it has also been innovatively applied to performance of data mining classifiers
(Anjum, 2013a) and predictive algorithms (Anjum, 2013b) for the customer churning problem. We
have chosen five risk criteria to rank six functions based classified banks and these criteria are
DCR, MR, CR, LR and OR. The main data source used here for the pair-wise matrix came from
the survey conducted by Khan & Ahmed (2001) where the heads of 15 major Islamic banks have
provided the scores for each Islamic financial product category about the Islamic risk pertaining
to that Shariah product. The same study has also provided the overall ranks of four main risk
categories (i.e. MR, CR, LR and OR) at the industry level. The same study also tells us, based on
the survey of seventeen Islamic financial institutions that CDR or withdrawal risk is more serious
than traditional risk and these results have provided us the basis for pairwise comparison (PWC)
of these results. Using Saaty’s 1-9 point scale (Saaty, 1980), risk can be equally important,
moderately more important, strongly more important, very strongly more important or extremely
more important than risk and thus will receive 1, 3, 5, 7 or 9 score on Saaty’s gradation scale
respectively. By using the sum method to solve PWC matrix of Saaty scales (Anjum; 2014e), the
relative weights have been obtained for the CDR, MR, OR, LR and CR criteria and these are 0.536,
0.230, 0.116, 0.067 and 0.050 respectively. The consistency ratio for our PWC matrix was less
than 10%, thus there is no worry of any of three AHP problems cited, i.e. CI problem, the rank-
reversal problem or the discriminating-sensitivity problem (Sato, 2001). The alternative bank types
have been ranked based on the scores which have come from the same survey (Khan & Ahmed;
2000) and these scores have been organized in Anjum (2014c). The next step in our methodology
is to rank these alternatives based on their relative importance. We have done this by assigning a
value between 0 and 1. As noted by (Bergh et al. (2000), the features of multi criteria, objectives
tend to have different dimensions and thus so called problem of incommensurability (Kramer,
2008).

Table 2: Normalized Final Scores of Various Bank Types

Categories WAK TTC TTIBank | OTM UNV IWC
Bank Bank Bank Bank Bank
Intl. MUR 0.450 el il 0.105 0.066 0.077
Salam 0.550 Hkk kel 0.129 0.080 0.094
Istisnah el el ikl 0.128 0.080 0.094
ljarah faiell faiell il 0.111 0.069 0.081
Commodities MUR falalel falalel falalal 0.105 0.066 0.077
Vehicle MUR faiall el il 0.105 0.066 0.077
Installment Sale falalel falalel falalal 0.105 0.066 0.077
Bay-al-Muajjal il il il 0.105 0.066 0.077
Real Estate MUR falalel falalel falalel 0.105 0.066 0.077
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MDB - UCN il 0.307 0.186 ol 0.070 0.083
MDB - CN Hx HoEk 0.186 Fx 0.070 *Ax
D-MSK il 0.350 0.212 il 0.080 0.094
MSK - UCN el 0.343 0.208 ikl 0.079 0.092
MSK - CN ikl il 0.208 il 0.079 il
Grand Relative Ranks 0.045 0.071 0.117 0.193 0.310 0.264

We have used minmax as scoring method to eliminate incommensurability by normalizing the
scores between the range of 0 to 1 and the application of this method can also be seen in Anjum
(2014b). However, in the balance sheets of the Islamic banks same products can appear on both
assets as well as liabilities sides and also many times under various categories. The important point
also is that we have factored out the number of occurrences of the same product appearing many
times, e.g. for different types of Murahabah by counting these products under different heads in a
balance sheet and treating them as different products with the same survey based weights for main
product category. Thus the product portfolio is an occurrence weighted which means that more
occurrence of a product will earn more weight for that product and thus on the asset sides of the
banks’ balance sheet. Another important point to mention is that as CDR scores were not provided
in the survey data and we have assumed the same weight for all the alternatives. This also means
that CDR has not contributed in the ranking because it was same for all the alternatives. By
including the scores for this risk may have a significant impact on ranking as CDR is related to
ROR and may also bring the ignored picture of returns in the evaluation process. Finally the
normalized grand score (NGS) has been obtained for all six alternatives. This NGS assigns grand
relative ranks has also been used in Anjum (2014e).

RESULTS AND CONCLUSION

The normalized grand scores of various banks have been shown in Table 2. As is obvious from
common sense that the more diversified a bank is, i.e. is offering more products, the better risk
diversification, it will have and thus will rank better i.e. will get less relative normalized score.
These results confirm this diversification of products hypothesis. The UNV, IWC, OTM, TTL, TTC
and WAK alternatives have received first, second, third, fourth, fifth and sixth lowest scores
respectively. The second rank for IWC is obvious based on diverse options that this type offer
diversified options, but was not engaged in restricted partnership options. However, IWC can even
increase its rank if we include all the derivative products in the evaluation because IWC is using
diverse hedging options and financial figures resulting from derivative transactions are squeezed
into the footnotes (Khan, 2000). The other interestingness of the results is its obvious explanation.
The limitation of this analysis is that it has not been tested on the balance sheets of existing various
categories of banks and also that the survey data on which this analysis has been based was
conducted after the US sub-prime meltdown of 2008 which triggered global financial and banking
crisis, though after the Asian financial crisis. A recent survey may reveal that ranking of various
risks for the banking industry as well as for Shariah financial products may have changed because
of new maturity of Islamic financial institutions. Besides, the analysis ignores correlation effects
among the products and their respective risks. But important implication of this analysis can be
that Islamic banks should try to diversify both sides of the balance sheet — whether sources or uses
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of funds — in order to diversify various risks. This is very important, especially for the newly
emerging derivatives products and reaching of Islamic financial institutions in various jurisdictions.
However, regarding the use of derivative products, cautions need to be taken and be carefully used
for hedging purposes mainly.
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ABSTRACT

The aim of this study is to examine the effect of enterprise risk management (ERM) adoption on
shareholder wealth and firm’s leverage among Malaysian listed companies. The study provides
evidence on the value relevance of ERM, sustainability and corporate governance, compliance by
using the Malaysian Code on Corporate Governance (MCCG) as a proxy for ERM
implementation. The result shows that, a leverage ratio is significantly lower after the compliance
of MCCG2007 (revised code) in phase 2 of ERM implementation. However, a refined examination
reveals that the phase 1 of ERM implementation has a better performance after the first code
(MCCG2000) has been complied where non-financial company's firms’ value has improved its
level of riskiness.

Keywords: Enterprise risk management, Corporate governance, Sharcholder wealth, firm’s
riskiness, Listed companies, Malaysia

INTRODUCTION

The purpose of risk management within an organization is to reduce the possibility of future events
harming an organization and control the probability that the results will deviate from the expected
(Zech, 2001), to reduce the cost of risks (Baranoff, 2004) and, to enable an organization to progress
towards its goals and objectives (Williams, Smith & Young, 1995). Failure to improve the risk
management practice can cause severe financial loss and damage to reputation. This will be
reflected in stakeholders’ confidence and trust.

Implementation of an enterprise risk management (ERM) approach has risen recently due to
greater emphasis on the prominence of risk management by corporate governance mechanisms in
most of countries, stock exchange regulations, firm’s corporate governance structure as well as
rating agencies (Sekerci, 2014). Corporate governance is the strongest external pressure and it has
been found as one of the primary reasons for companies to adopt ERM (Miccolis, Hively & Merkly,
2001; Kleffner, Lee & McGannon, 2003; Sherris, 2007). It can be a leading indicator of strong
internal risk control while risk management is a key component of internal control. Indeed, an
effective internal risk control is a key element of sound business performance (Lipworth, 1997).
Good corporate governance is an environment where the boards and the top management provide
quality management to enhance company’s performance in the interest of shareholders (Mobius,
2002). It is the systems and processes that are used to protect shareholders as well as other
stakeholders, and risk management is one of the components of corporate governance.

Most of the countries, including Malaysia, have introduced their corporate governance codes and
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risk management initiatives. In March 2000, the Malaysian code on corporate governance
(MCCG2000) was released. The Code incorporates risk management as part of good corporate
governance practices. Later, the Revised Code on Corporate Governance was amended in October
2007 (MCCG2007). The requirement on best practices of the Code is voluntary. The revamped
Listing Requirements of Bursa Malaysia was introduced in 2001 to provide a mandatory statement
of compliance with the code. The listed companies are required to disclose their risk management,
internal control and corporate governance guidelines in the annual report to ensure the
transparency in delivering information to their shareholders, stakeholders, and other related bodies.
ERM involves managing the risk of a potential loss within an organization (downside) as well as
the opportunity (upside) created from a systematic risk. Tillinghast-Towers Perrin (2002) identified
that having the ERM framework, chief risk officer (CRO), and ERM Committee are the signs of
ERM adoption. For example, Pagach and War (2010) and, Hoyt & Liebenberg (2011) used the
CRO appointment as a proxy for ERM implementation. However, some firms might have ERM in
place, but have another position with the same responsibilities as a CRO. According to McShane
et al. (2011) the reason of the limited research in this field because the lack of effective proxies for
ERM implementation. Furthermore, the methods used in some studies to measure ERM are
imprecise and fail to measure it accurately due to their inability to capture the complexity of the
ERM concept (Sekerci, 2014)..

The ERM underlying concept is that each type of organization whether profit, non-profit, or
government agency, provides value for its stakeholders (COSO, 2003). Shareholder value is a
financial indicator that has been used as a measurement of reference to the successful
implementation of ERM practices. Deloach (2000, p. 38) noted that ERM “must be ‘measurable’
and the value proposition will assist companies to create competitive advantage, improve business
performance and reduce costs”. By implementing good risk management it enables the
organization to increase a higher level of confidence and trust among stakeholders, and that
confidence will become an important asset for the organization (Kloman, 2000). This phenomenon
will indirectly lead to the increment in shareholder value. However, only little is known about
ERM creates value for firms (McShane, Nair & Rustambekov, 2011).

Thus, the aim of this study is to look into an empirical study of whether the listed companies that
adopt ERM programs have a better performance in creating value by using a Malaysian code of
corporate governance (MCCG2000 and MCCG revised code 2007) as a proxy. This research would
provide a better and more comprehensive understanding of the most significant risk management
implementation towards value creation and sustainability in an emerging capital market such as
Malaysia.

METHODOLOGY

The primary objective of this study is to examine the changes in company’s worthiness as a result

of adopting ERM. Unfortunately, in Malaysian corporate scenario, companies do not in general,

publicly announce the adoption of ERM. Moreover, companies tend to disclose only minimal

details of their risk management programs. This view concurs to earlier study by Tufano (1996)

and Pagach and Warr (2010). Therefore, this study focuses on introduction of MCCGs by the

Securities Commissions (SC) and the Bursa Malaysia as a signal of a firm’s adoption of ERM

practices. There are good reasons to believe MCCGs should coincide with the decision to adopt an

ERM program as MCCGs are strictly governed and enforced by the SC, and the Bourse. There are

two periods of ERM implementation, phase 1 (ERM adoption after the introduction of MCCG2000)
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and phase 2 (ERM implementation after MCCG revised code 2007).

This study employs the use of random alphabetical listing selection of listed companies in the 2010
Bursa Listed Companies Schedule including financial and insurance regulated companies but tests
separately. The primary reason for this is that these companies are said to be compliant to not only
compliance to the corporate governance code but also with BASEL Accord accordance. The
following table summarizes this study’s sample;

Table I: Sample by Sectors
Number
Sector of
Company | Percent
Construction 19 5.2
Consumer Product 44 12.0
Hotel 3 0.8
Industrial Product 100 27.2
IPC 3 0.8
Plantation 21 5.7
Properties 47 12.8
Technology 9 2.4
Trading and 72 19.6
Services
Finance 50 13.6
TOTAL 368 100.0

The differences in the variables before and after the code implementation are tested using the
Independent t - Test and Paired-Sample t-Test. The main reason for comparing these two phases
of ERM practices is because a study by Manab, Hussin and Kassim (2013) found that only 47.27
percent of the ERM programs were placed under the risk management department and 40.0 percent
of the programs were under the supervision of internal audit department. Hence, the MCCG 2007
compliance is expected to produce better result as to preserve the independence of the internal
audit function. The following variables are used in the analysis of this study. The variables are
identified based on Pagach and Warr (2010).

Firm’s Riskiness/Leverage

This study examines the financial characteristics that relate to the possibilities of the company
experiencing a costly outcome. The first financial characteristic is leveraged as companies with
higher leverage are prone to experience financial distress. Moreover, excessive leverage may also
limit a company’s ability to pursue additional profitable investment projects. Pagach and Warr
(2010) point out that the impact of ERM adoption on leverage is unclear as companies that were
previously at their target leverage level or/and with greater control of operational risks would
suggest that the company could increase its debt capacity. In this study leverage is measured as
total liabilities to total assets:

Leverage= Total Liabilities/Total Assets (1)
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Shareholders Wealth/Return

This study also examines the profitability measure as ERM adoption would produce a better
overall management of the company. On the other hand, profitability could suffer, if ERM causes
in an increase of operational costs. As with leverage, Pagach and Warr (2010) point out that the
effect of ERM adoption on profitability is ambiguous as more coordinated management and loss
avoidance may boost profits by reducing avoidable losses. Moreover, greater emphasis on risk
management also may lead to a favorable outcome and profitability may also be endogenously
determined by ERM adoption. To measure accounting return, this study uses return on equity as
shown in the following equation:

ROE = Net Income / Book Equity (2)

FINDINGS AND DICUSSIONS

Analysis for this paper starts with overall samples to test whether ERM adoption and
implementation after the compliance of MCCG revised code 2007 produces a different effect to
that of MCCG 2000 by using the analysis of independent samples t-test. Further analysis is
conducted to test the impact of MCCG2000 and MCCG2007 separately by using Paired Samples
t-Test. In other words, it is to examine whether both codes produce favorable outcomes. This is
because MCCGs have their own ERM properties, with MCCG2007 as a revised version of
MCCG2000, each MCCG should provide an improvement in post adoption ratios comparable to
pre-adoption ones.

THE EFFECT OF ERM ADOPTION BETWEEN PHASE 1 (MCCG200) AND PHASE 2
(MCCG2007)

In Table Il, the test result shows a significant reduction in debt to asset ratio from phase 1
(MCCG2000) to the phase 2 (after the revised code 2007) of ERM implementation. This
improvement in ratio suggests that phase 2 of ERM practices has been successfully enhanced ERM
and further decrease operational risk amongst local non-financial companies. Moreover, although
this may not promote decline in the tendency of bankruptcies as the ratios still in mid-30 percent,
nonetheless it does suggest that local companies are relying less on debt for their capital.

Also shown in Table |1 is that changes in other variables are tested to be insignificantly different.
Nonetheless, it should be noted that returns on equity (ROE) does show a substantial improvement
(11 percent) and on a whisk away to be tested significant. This welcome sign insinuates that
comparing between these two phases, non-financial companies are able to increase investment
returns to their shareholders over the period.

Table 11: Nonfinancial Companies Independent t-Test
Between Phase 1 and Phase 2 of ERM Adoption

Variables Mean Post Mean Post Changes t-statistic
Phase 1 Phase 2
Debt / Asset .381501 341983 -0.039518 **| -2.304
Returns on Equity .133532 .250478 0.116946 1.524

Note:*, ** indicates significance at the 10% and 5% levels respectively.
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In Table I11, although tested not to be significant, however, shows that financial companies has
increase of reliance on debt between these two period. Nonetheless, this is not alarming as
Malaysian financial companies are governed strictly by the Central Bank and comply with
international standards. Also shown and most noticing is the returns on equity that shown financial
companies are providing good returns to their shareholders. Although only moderately tested to
be significant at 10% level, it does provide an indication that between the two periods, significant
improvement in financial performance has been achieved in the financial sector.

Table I11: Financial Companies Independent Samples t-Test
Between Phase 1 and Phase 2 of ERM Adoption

Variables Mean Post | Mean Post Changes t-statistic
Phase 1 Phase 2
Debt / Asset 0.138115 0.153593 0.015478 0.417
Returns on Equity 0.007312 0.082206| 0.074894 * 1.717

Note:*, ** indicates significance at the 10% and 5% levels respectively.

As awhole, ratio performances for both phases of ERM implementation in the two samples suggest
that the outcomes are encouraging as nearly all ratios show a justifiable result that can be
rationalizes by the ERM practices. Moreover, from the result also suggests that improvement in
non-financial companies’ performance surpasses its counterparts.

THE EFFECT OF ERM ADOPTION BETWEEN PRE AND POST OF PHASE 1 MCCG
2000)

Table IV shows that companies recorded a positive significant increase in their value. This
suggests the successful of ERM practices in directing companies to sustain their value. As
MCCG2000 was only introduced after 1997 financial crisis, its implementation is a longed-for
outcome.

Table 1VV: Non-Financial Companies Paired Samples t-Test
Between Pre and Post of Phase 1

Variables Mean Pre Mean Post Changes t-statistic
Phase 1 Phase 1
Debt / Asset 404959 394745 -0.010214| -0.482
Returns on Equity .028138 111293 0.083155 1.532

Note:*, ** indicates significance at the 10% and 5% levels respectively.

Examining results in Table V, suggest that the ERM adoption in phase 1 do not promote better
performances amongst companies in the financial sector. Moreover, apart from that none to the
tested variables shows any significant results, company’s leverage measured by debt over asset
ratios show a slight improvement.
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Table V: Financial Companies Paired Samples t-Test
Between Pre and Post of Phase 1

Variables Mean Pre Mean Post Changes
Phase 1 Phase 1 t-statistic
Debt / Asset 0.179024 0.144886 -0.034138 -1.398
Returns on Equity | 0.018994 0.005226 -0.013768 -0.233

Note:*, ** indicates significance at the 10% and 5% levels respectively.

THE EFFECT OF ERM ADOPTION BETWEEN PRE AND POST OF PHASE 2
(MCCG2007)

Table VI shows the difference in outcome from phase 1 (MCCG2000 compliance) and phase 2 of
ERM adoption and implementation (MCCG2007 compliance). In Table VI, none of non-financial
companies’ ratios shows sign of significant improvement or decline from a compliance of
MCCG2007 in phase 2. This suggests that the MCCG2007 compliance is indifferent effect from
ERM adoption amongst non-financial companies listed in Bursa Malaysia. A justification to this
is outcomes are that much of the revises in the MCCG2007 which are more towards the operation
and refinement rather than a new policy or code to comply with. Hence the impact is not noticeable.

Table VI: Non-Financial Companies Paired Samples t-Test between
Pre and Post of Phase 2

Variables Mean Pre Mean Post | Changes t-statistic
Phase 2 Phase 2

Debt / Asset 0.354271 0.344533 -0.009738 | -0.801

Returns on Equity | 0.203738 0.185560 -0.018178 | -0.584

Note:*, ** indicates significance at the 10% and 5% levels respectively.

In Table VII, it is clear that the outcomes of financial companies’ performance are similar to the
non-financial companies. MCCG2007 being a refinement to MCCG2000 without any distinctive
new policy that enhances companies’ performances. Moreover, financial companies who are
abreast with Central Bank operational directive that is align with BASEL Accord ensure
performance volatility does not occurs.

Table VII: Financial Companies Paired Samples t-Test between
Pre and Post of Phase 2

Mean Pre Mean Post Changes
Phase 2 Phase 2 t-statistic
Debt / Asset 0.175850 0.160015 -0.015835 -0.647
Returns on Equity [ 0.044078 0.078452 0.034374 0.599

Note:*, ** indicates significance at the 10% and 5% levels respectively.

As a whole, it is found that both MCCGs compliances have somewhat improved ERM practices
in Bursa Malaysia listed financial companies although test result from later code reveals that
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financial companies firms’ value has decline since the introduction of the code. Nonetheless, the
reason being as such is contributed by other external financial factor rather than the introduction
of the code itself. The finding is similar to Pagach and Warr (2010) where their study also finds
little impact of ERM implementation on the tested variables. As a summary, MCCGs has indeed
achieved its objectives in embracing/enhancing ERM practices by Bursa Malaysian listed non-
financial companies especially during the phase 1 (MCCG2000) implementation.

CONCLUSION

The aim of this paper is to highlight the impact of ERM adoption based on MCCG compliances to
companies listed on the Bursa Malaysia where analyses between financial and non-financial
companies are divided into different samples. As Phase 1 (MCCG2000) being the first time of
such code has been complied by local financial companies, its impact was thought to be lesser than
the phase 2 (MCCG2007), a revise version from MCCG2000. At a glance, comparative test result
suggests that phase 2 does produce the desired outcome, as leverage ratio is significantly lower
after the compliance of MCCG2007. However, further examination reveals that phase 1 produces
better result where non-financial company's firms’ value has improved its level of risk (leverage)
upon the first code is compiled.
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ABSTRACT

This study investigates the factors affecting the corporate borrowing decisions in Malaysia and
Indonesia. Balanced panel data for a sample of 141 Malaysian and 96 Indonesian manufacturing
firms from 2005-2012 has been used. Fixed effect regression is used to identify the determinants
of corporate debt. Using firm specific and country specific factors, the full sample shows that size,
profitability, tangibility, and non-debt tax shields are the common determinants of the debt of
manufacturing firms in both countries. However, on a country basis, results show that only liquidity,
tangibility, non-debt tax shield and GDP affects the corporate borrowing decisions of
manufacturing firms in Malaysia while size, profitability tangibility and non-debt tax shield affects
the corporate borrowing decisions in Indonesia. The results also show that macroeconomic
variables do not have any impact on corporate borrowing in Indonesia.

Keywords: Capital Structure, Panel Data, Fixed Effect Regression

INTRODUCTION

The exciting debate in the field of corporate financing decisions began with the paper by
Modigliani and Miller (1958) which broke the ground for the development of the various theories
of capital structure and empirical studies. Modigliani and Miller’s irrelevancy propositions argued
that firm’s financing policy is irrelevant under a restrictive set of conditions in the world of perfect
capital markets. Later , relaxing on the assumptions of Modigliani and Miller (1958), a number of
empirical studies led the financial managers to conclude that right mix of debt and equity affect
the value of the firms, and several theories emerged to describe the firms' financing decisions.
These empirical studies mainly focus on the developing countries and stay inconclusive in terms
of factors determining the capital structure of the firms. For example Titman and Wessels (1988)
find no effect of asset tangibility, income variability, non-debt tax shield, and growth of the firms’
debt in the USA; but later Rajan and Zingales (1995) and Fan, Titman, and Twite (2012) find a
significant effect of these variables on firms’ debt in the USA.

Application and generalizations of the theories developed on the basis of empirical evidences from
developed countries need to be investigated in context of developing countries (Deesomsak,
Paudyal & Pescetto, 2004). Studies by Booth, Aivazian and Demirguc-Kunt (2001) consider the
developing countries, however their results are also inconsistent in terms of factors determining
debt levels. Given the inconsistencies in the results and a small number of studies using a limited
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number of variables, it is important to investigate the applicability of the capital structure theories
in the context of developing countries such as South East Asian countries, particularly Malaysia
and Indonesia. As per researchers’ knowledge, there is a lack of cross country studies comparing
Malaysia and Indonesia that incorporate macroeconomic factors as the determinants of leverage.
The choice of these two countries in our study is based on two factors. First, the literature
investigating the impact of firm-specific factors and country-specific factors in Malaysia and
Indonesia is virtually sparse. Second, the manufacturing companies of both countries contribute to
GDP growth comparatively similar proportion and estimated contribution is around 24.3% in 2011
(World Bank, 2011).

This study is aimed at partially filling the gap in area of capital structure by understanding the
impact of firm specific factors and country specific factors on firms’ capital structure in South East
Asian economies. It further investigates the role of firm heterogeneity in determining the debt
levels in both countries. This study is expected to help the managers of the manufacturing
companies in Malaysia and Indonesia to understand what factors determines the level of debt used
in capital structure. It might be useful for the potential investors or business persons who wish to
set up a business in Malaysia and Indonesia. Investors in equity and debt capital can also benefit
from the evidence provided in this study. This study uses panel data of the manufacturing firms
listed on Bursa Malaysia and Bursa Efek Indonesia. Fixed effect regression is used to estimate the
model.

Results of this study suggest that size, profitability, tangibility, and non-debt tax shield (NDTS)
are the common determinants of the debt of manufacturing firms in both countries. However, on
country basis, factors that affect debt financing in Malaysia are liquidity, tangibility, non-debt tax
shield and GDP while for Indonesia the factors are size, profitability, tangibility and non-debt tax
shield. Results are found to be robust.

This paper is organized as follows. Second section discusses the literatures and the hypotheses.
Third section discusses the research methodology, while section four discusses the empirical
results. The last section concludes this study.

LITERATURE REVIEW AND HYPOTHESES

Pecking order theory suggests that firms prefer retained earnings to finance their assets and raise
external funds once retained earnings are exhausted. Profitable firms are likely to have more
retained earnings. Thus, negative relationship is expected between leverage and profitability.
Studies that report negative relationship of profitability with leverage are Myers and Majluf (1984),
Fama and French (2002) and Sheikh and Wang (2011). However, due to tax deductibility benefit,
firms with high profits should use more debt to obtain attractive tax shields because they have high
incomes to shield and need greater tax shelters. Some studies such as Frank and Goyal (2003)
report positive relationship. Hence, we hypothesize that there is a relationship between profitability
and leverage. Earnings before interest and taxes (EBIT) to total assets is used as the measure of
the profitability.

The trade-off theory predicts a positive relationship between firm size and leverage. Several
empirical studies such as Eriotis, Vasiliou, and Ventoura-Neokosmidi (2007) have reported a
significant positive relationship between leverage and firm size while Chen (2004) and Kayo and
Kimura (2011) report that the firm size is negatively related to debt. Hence, we hypothesize that
there is a relationship between firm size and leverage. Natural logarithm of firms’ total assets is
used as the measure of size.

Tangibility refers to the availability of tangible assets in the company. Jensen and Meckling (1976)
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claims that highly levered firm’s shareholders have an incentive to invest sub-optimally to take
over wealth from the firm’s debt holders. However, debt holders can confine this opportunistic
behavior by forcing them to present tangible assets as collateral before issuing loans, hence it
establishes the positive relationship of tangibility with leverage. Positive relationship is reported
by Rajan and Zingales (1995) and Sheikh and Wang (2011). However, there are some studies such
as Booth et al. (2001) and Mazur (2007) that report a negative relationship between tangibility and
leverage. Based on the results of the majority of empirical studies, a positive relationship between
tangibility of assets and leverage is hypothesized for this study. Ratio of fixed asset to total assets
is used as the measure of the tangibility in this study.

DeAngelo and Masulis (1980) argue that non-debt tax shield is the substitute of the tax shield from
debt financing. So, firms with larger non-debt tax shields are expected to use less debt in their
capital structure. Hence a negative relationship is conceived. Wald (1999) and Vivani (2008) report
a significant negative relationship between leverage and non-debt tax shield. Based on the results
of the majority of empirical studies, a negative relationship between NDTS and leverage is
hypothesized for this study. Ratio of depreciation to total assets is used as the proxy of non debt
tax shield.

Another firm specific variable considered in this study is the liquidity. Pecking order theory of
capital structure postulates that companies with a huge amount of liquid assets desire to finance
with internal funds; hence it establishes the negative relationship. Negative relationship is reported
by Mazur (2007) and Viviani (2008). However, the trade-off theory suggests that companies with
higher liquidity ratios should borrow more due to their ability to meet contractual obligations on
time. Thus, this theory predicts a positive linkage between liquidity and leverage. Shleifer and
Vishny (1992) report positive relationship of liquidity with leverage. Based on the prediction of
pecking order theory and empirical evidence we hypothesize the negative relationship of liquidity
with leverage. Liquidity is measured as the ratio of current assets to current liabilities.

Market timing theory of Baker and Wurgler (2002) suggests that companies issue equity when
market value, relative to book value, of the company is very high. So market timing theory predicts
negative relationship between share price performance and debt. Based on these findings and
predictions of market timing theory a negative relationship is hypothesized between share price
performance and debt. The first difference of the logs of annual share prices (matched to the month
of the firm’s fiscal year end) is used as the proxy of this variable.

This study also uses three country specific variables as the determinants of leverage. First is the
GDP. Firm’s financing activities reacts simultaneously with the annual GDP growth. For instance,
for the period of prosperity, most companies utilize the opportunities and initiate investment
activities in order to increase firm value as well as generate a higher amount of profits. Camara
(2012) reports that GDP growth has positive and statistically significant influence on capital
structure in U.S. However, some researchers also report a negative relationship between GDP
growth and firm leverage such as Beck et al. (2002) and Tesfaye and Minga (2012). Based on the
results by the majority of empirical studies, a positive relationship between GDP growth and
leverage is hypothesized for this study. Yearly change in GDP growth is used as the measure of
this variable.

Second country specific variable considered as determinant of corporate debt is inflation. During
the period of high inflation, creditors will lend little and allocate capital less effectively. Hence, a
negative relationship between inflation and leverage is expected. Beck, Demirguc-Kunt and
Maksimovic (2002) argue that as inflation increases, it is less likely that firms will obtain external
financing, hence the proportion of investments financed by external funding declines. However,
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Mokhova and Zinecker (2014) report that there is a positive association between inflation and
firm’s capital structure. This implies that firms are more likely to have high leverage when high
inflation is expected. We hypothesize a negative relationship of inflation with leverage. Change in
the monthly consumer price index (matched to the month of the firm’s fiscal year end) is used as
the proxy of this variable.

0o0i (1999) suggests that companies are more likely to use debt when the cost of borrowing is low.
Therefore, if interest rates increase, firms tend to use less debt. Since firms should be more
concerned with costs of borrowing, a negative relationship is expected. Eldomiaty (2007) and
Antoniou, Guney and Paudyal (2002) reveal a negative coefficient and statistically significant
relationship of interest rate with leverage. However, Mokhova and Zinecker (2014) report a
positive and statistically significant relationship with both short-term and long-term debt in France
and Germany. Based on the results of the majority of empirical studies, a negative relationship
between interest rate and firm leverage is hypothesized. Monthly lending rate (matched to the
month of the firm’s fiscal year end) is used as the measure of this variable.

DATA AND METHODOLOGY

This study investigates and compares capital structure determinants in Malaysian and Indonesian
manufacturing firms listed at Bursa Malaysia and Bursa Efek Indonesia respectively. The firm
specific data was extracted from the Thomson Financials Datastream. The data of country specific
variables like GDP, inflation and interest rate was taken form World Bank’s World Development
Indicators (WDI). Number of listed manufacturing firms in Bursa Malaysia is 221 and Bursa Efek
Indonesia is 121. After dropping the firms with missing data, the final sample comprises of 141
Malaysian firms (1128 firm year observations) and 96 Indonesian firms (768 firm year
observations). This study covers the 8 years period from 2005 to 2012. This study employs the
balanced panel data. In pooled analysis (full sample) the total number of firm year observations
for 237 firms in both countries is 1896. This study uses long term debt to total assets as the
dependent variable.

Multiple regression models are estimated using pooled ordinary least square (OLS), fixed effect,
and random effect regression estimation techniques. The model is as follows:

Llevit = Bot+P1ProfitP2SizeirtPs Tangirt PaNdtsic+BsLiqitPeSppit +B7Gdpict-PsInfict-Polnticte (1)

Where Llev is the long term debt to total assets, Prof is the profitability of the firm, Size represents
size of the firm, Ndts is the non-debt tax shield, Liq is the liquidity of the firm, Spp is the share
price performance, Gdp is the country’s gross domestic product, Inf is the country’s inflation, and
Int is the interest rate in the country. Equation (1) is first estimated using pooled OLS under the
assumption of common intercept for all the firms. Since the firms sampled for this study may not
be homogeneous and can have different intercepts (constants) due to different management styles,
philosophies, and markets they serve, fixed effect estimation technique is carried out as it considers
this heterogeneity and allows for different intercepts for each cross section (firm). Multicollinearity
is checked using correlation matrix and variance inflation factor (VIF).
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EMPIRICAL RESULTS

DESCRIPTIVE STATISTICS

Table 1 provides a summary of descriptive statistics for the variables employed in this study. The
table shows that long term debt used by the Indonesian firms is 13 percent compared to Malaysian
debt of 7 percent. This confirms that Malaysian firms are facing less risk compared to Indonesian’s.
The debt level used by the Malaysian firms is lower than that of G-7 countries reported in Rajan
and Zingales (1995). However Indonesian manufacturing firms use more debt than the debt
reported by the study. Average profitability of Malaysian manufacturing firms is almost 6 percent
while for Indonesian firms it is negative 1 percent. Descriptive statistics points out alarming
situation for Indonesia’s manufacturing sector where despite of the negative profitability the sector
is using high level of debt.

Tablel: Descriptive Statistics

Malaysia ‘ Indonesia

Variable Mean Std. Dev. Min Max Mean  Std. Dev. Min Max

Llev 0.067 0.086 0.000 0.525 0.131 0.250 0.000 4,582
Size 12.426 1.251 8.742 16.951  20.829 1.609 13.711 25.918
Prof 0.060 0.128 -2.136 0.441 -0.011 4.051 -109.989  21.040

Tang 0.402 0.202 0.000 0.946 0.395 0.221 0.000 0.961

Ndts 0.031 0.021 0.000 0.187 0.038 0.048 0.000 1.203
Liq 3.829 7.158 0.114 96.111  4.027 20.593 0.004 455.049
Spp -0.278 1.192 -3.324 4.168 6.412 1.771 3.219 13.472

Gdp 4.825 2.509 -1.500 7.400 5.888 0.578 4.600 6.500
Inf 2.650 1.384 0.600 5.400 7.425 3.054 4.300 13.100
Inr 6.370 0.369 5.510 6.720 8.063 2.258 5.750 12.000

The correlation analysis (table 2 and table 3) results suggest that the variables are not highly
correlated with each other and hence multicollinearity is not an issue in our data. Multicollinearity
has also been checked by calculating variance inflation factor (VIF). The average VIF is 1.86 and
2.60 for Malaysia and Indonesia respectively, which is well below the suggested maximum level
of 10 by Gujarati (2006).

Table 2 : Correlation matrix - Malaysia

Lev Llev Size Prof Tang ndts Liq Spp gdp inf inr
Lev 1
Llev 0.019 1
Size -0.188 0.058 1
Prof -0.067 0.034 0.111 1
Tang -0.065 0.201 0.231 0.041 1
Ndts 0.212 0.074 -0.119 -0.866 0.198 1
Liq -0.016 -0.065 -0.116 0.003 -0.009 -0.013 1
Spp -0.073 -0.059 0.362 0.052 -0.019 -0.017 -0.055 1
Gdp -0.077 -0.006 0.074 -0.021 -0.028 -0.028 0.029 0.12 1
Inf -0.021 0.028 -0.124 -0.038 0.051 0.067 0.002 -0.155 -0.199 1
Inr -0.018 0.036 -0.137 -0.028 0.058 0.064 -0.003 -0.17 -0.203 0.835 1
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Table 3: Correlation matrix - Indonesia
Lev llev size Prof Tang ndts Liq Spp gdp Inf inr
Lev 1
Llev 0.665 1
Size 0.069 0.196 1
Prof -0.201 -0.038 0.267 1
Tang 0.227 0.344 0.045 0.011 1
Ndts 0.22 0.115 -0.223 -0.128 0.321 1
Liq -0.363 -0.233 -0.011 0 -0.259 -0.261 1
Spp -0.276 -0.086 0.634 0.336 -0.054 -0.219 0.194 1
Gdp -0.009 -0.022 0.004 0.013 0.041 -0.011 0.003 0.047 1
Inf 0.027 0.017 -0.023 0.007 -0.003 0.002 -0.02 -0.015 0.351 1

Inr

0.006 -0.003 0.002 0.004 0.021 -0.006 -0.01 0.044 0.818 0.524

1

DETERMINANTS OF LEVERAGE

Equation (1) is estimated using OLS, random effect and fixed effect. However, results from
Hausman test suggest that fixed effect model is more appropriate to use for the interpretation than
the random effect model. Fixed effect model is also preferred over OLS as the R-square and
adjusted R-square is much higher for fixed effect model confirming the role of firms’ heterogeneity
in determining the leverage in both countries and full sample. Hence Table 4 shows the estimation
results using fixed effect estimation for each country and for the full sample.

Table 4 (model 1) shows that the relationship between firm size and long-term leverage is positive
for Malaysia, thus confirms the argument of trade-off theory that large firms should use more debt
due to their diversification. However, the relationship is not significant. Size is negatively and
significantly related with leverage in Indonesia. These might be due the existence of information
asymmetries as suggested by Myers and Majluf (1984) or it may be due to the underdevelopment
of bond market and high usage of short-term financing (Yolanda and Soekarno, 2012).
Meanwhile, profitability does not have a significant relationship with debt in Malaysia but shows
a positive significant impact in Indonesia. The positive relationship of profitability with leverage
is consistent with the trade-off theory, suggesting that higher profitability promotes the use of
leverage and provides incentives to companies to benefit from interest payment due to tax shields.
This is in line with the findings of Yolanda and Soekarno (2012).

Tangibility appears to affect positively and significantly to debt in Malaysia and Indonesia. The
positive relationship gives support to the trade-off theory which postulates that tangible assets act
as collateral and provide security to lenders in the event of financial distress. These findings are in
line with the studies of Jensen and Meckling (1976), Myers and Majluf (1984), Titman and
Wessels (1988), Rajan and Zingales (1995) and Chen (2004).

Table 4 further shows that non debt tax shield has negative significant relationship with leverage
for Malaysia and positive significant relationship with leverage in Indonesia.
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Table 4: Results for determinants of capital structure in Malaysia and Indonesia
Malaysia ‘ Indonesia ‘ Combined
Model 1 Model 2 Model 3 Model 1 Model 2 Model 3 Model 1 Model 2 Model 3
c -0.008 0.0423 0.0259 1.4834 1.358 0.0959 (6582059 0.6329 -0.0161
-0.93 -0.587 0.588  (0.000)***  (0.001)*** 0.252 (00000 (g 0ppy**+ -0.748
SIZE 0.0012 0.001 -0.075 -0.0653 -0.0515 -0.0502
-0.848 -0.867 (0.000)***  (0.000)*** (0.000)***  (0.000)***
PROF 0.0093 0.0098 0.0203 0.0208 0.0103 0.0104
-0.564 -0.543 (0.002)***  (0.001)*** (0.000)***  (0.000)***
TAN 0.0731 0.0685 0.1681 0.1394 0.0898 0.0874
(0.000)***  (0.000)*** (0.067)** -0.12 (0.007)***  (0.008)***
NDTS -0.4363 -0.4273 1.6206 1.6851 0.66 0.6695
(0.000)*%  (0.003)*** (0.012)* (0.008) (0.014y<*  (0.013)%**
Lua -0.0008 -0.0009 0.0001 0.0001 0 0
(0.071)** 0.053) -0.88 -0.882 -0.996 -0.991
spp -0.0015 -0.0028 0.0021 0.0112 0.0058 0.0063
-0.746 -0.538 -0.87 -0.351 -0.387 -0.331
GDP -0.0023 -0.0019 0.0168 0.0003 -0.0006 -0.0012
(0.043)** (0.099) * -0.191 -0.981 -0.689 -0.453
INF 0.0013 0.0012 -0.0015 -0.0006 -0.0005 0.0003
-0.351 -0.588 -0.714 -0.882 -0.813 -0.904
INT 0.0085 0.0074 -0.0026 0.0047 -0.0005 0.0037
-0.305 -0.378 -0.656 -0.414 -0.886 -0.249
R? 0675 0.6731 0.6642 0.4955 0.4931 0.4581 0.5232 0523 05049
Qﬂa’i 0.6255 0.6244 0.6154 0.4164 0.4162 0.3788 0.4527 0.4535 0.4338
4.090 5.170 13.610 5.650 6.410 5.770 7.420 7520 7.100
F-statistics
0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000

Positive relationship is in line with Chen (2004) who depicted that firms with a higher NDTS, have
a higher leverage due to a higher level of tangible assets, therefore, more tangible assets with a
high non-debt tax shields lead to a higher amount of debt. Negative relationship is supported by
the argument of DeAngelo and Masulis (1980) who suggest that NDTS such as a tax deduction for
depreciation and investment tax credits are substitutes for the tax benefit of debt financing.
Liquidity shows a negative relationship with leverage. This confirms that manufacturing
companies in Malaysia use less debt when they have high amount of liquid assets. This is
consistent with the predictions of pecking order theory. These results are similar to Mazur (2007)
and Viviani (2008). However liquidity does not have any impact on leverage in Indonesia. Share
price performance does not have any significant impact on long term debt across all units of
analysis in both countries.

GDP has negative significant impact on long term debt for Malaysia. Bokpin (2009) and Tesfaye
and Minga (2012) also find the negative relationship of GDP with leverage. This can be based on
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the argument that firms make investments in time of good economic conditions; hence such firms
grow and growing firms make less use of debt.

As a robustness check of the determinants of the debt in Malaysia and Indonesia, equation 1 is re-
estimated with only firm specific variables (Model 2) and with only country specific variables
(Model 3). The results in model 2 and 3 are almost similar to that of model 1. The combined sample
also confirms our findings that size, profitability, tangibility and NDTS are factors that determine
the capital structure in both countries. Results in model 2 and model 3 confirm that our results
(model 1) regarding the determinants of debt in Malaysia, Indonesia and full sample are robust
and country specific factors (except GDP for Malaysia) do not appear to affect significantly to firm
financing decisions.

CONCLUSION

The objectives of this study are to identify the firm and country specific factors affecting firms’
financing behavior in manufacturing sector of Malaysia and Indonesia and to understand the role
of firms’ heterogeneity in financing decisions. This study uses a balanced panel data of 141
Malaysian manufacturing firms listed at Bursa Malaysia and 96 Indonesian manufacturing firms
listed at Bursa Efek Indonesia. The data of these firms from 2005 to 2012 is taken form Datastream.
WDI of the World Bank is used to extract the data of country specific factors.

For Malaysian firms, the significant determinants of debt are tangibility, non debt tax shield,
liquidity, and GDP. In Indonesia the factors significantly affecting debt level are size, profitability,
tangibility and non-debt tax shield. Factors determining leverage in full sample are size,
profitability, tangibility and non-debt tax shield. Results suggest that country specific factors
(inflation and interest rates) are not common in determining leverage across all units of analysis.
These determinants are found to be robust, with minor variations, by running the models
containing only firm specific variables and macroeconomic variables separately. Use of the firms
fixed effect technique enhances the explanatory power of the model suggesting that individual
firms’ specific factors are at work in determining the debt levels. Future studies on financing
behavior may consider broader sample and additional country specific variables such as bond
market development and stock market development.
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ABSTRACT

Beta estimation through regression is the simplest but effective way to assess the systematic risk
of an investment or country risk using Capital Asset Pricing Model (CAPM). There are verities of
Beta estimation methods and despite the criticism leveled on regression estimation, OLS is still
the widely used method. Based on the combined ideas of ranking regressions with multi criteria
decision making tool called fuzzy-AHP intelligent zax and using aggregated zoom AHP-mated
regression for beta estimation, this article has used the country betas from eight Asian economies
in order to compare the estimate of country risk obtained from various niche regressions. It has
been shown that alternative regression strategies can be effective, with caution, in order to reduce
the effects of artificially exaggerated risk perceptions in the post 2008-financial crisis world. In
other words, alternative betas, not only provide a solution to the estimation risk reduction for crisis
based volatilities and data outliers, but also help in the moderation of cognitive biases of the
investor community and policy designers and thus rationalize the effects of systematic crisis and
contagion effects.

Keywords: Linear Regression Beta; Data Outliers; Capital Asset Pricing Model; Estimation Risk
Reduction; Fuzzy Multi-Criteria Decision Making; and Country Risk

INTRODUCTION

World of finance is composed of two schools of thoughts i.e. standard theoretical finance and
practical behavioral finance. First school assumes the rationality of human beings which was first
described in the context of neo-classical economics. This Homo economicus model hypothesizes
idealized financial behavior 1.e. human beings, in making their decisions, are perfectly rational,
motivated by self interest and have full information. All three homo economicus forms i.e. strong,
semi-strong or weak assume that humans are economic maximizers and thus their behavior is
quantifiable. However there is criticism on these standard finance assumptions stating that human
intellect is subservient to human emotion or subjective impulses such as fear, love, hate, pleasure
and pain, is a product of philanthropy, charitable, volunteering and even self destructive instincts
as well as is not fully informed. The behavioral finance school is based on observed financial
behavior and denies that humans are idealized logical creatures. Based on the knowledge from
behavioral science, cognitive psychology and science, behavioral and experimental economics and
investor psychology, behavioral finance micro looks into irrational behavior of individuals and
behavioral finance macro discuss market irregularities. Thus instead of being a rational being,
investor’s personal beliefs and biases influence their risk tolerance. However, because rationality
assumption helps us to generate objective calculations, standard finance is used in most of the
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investment calculations based on Miller and Modigliani’s arbitrage pricing principles, the
Markowitz’s portfolio principles, Sharpe’s capital asset pricing model, and the Black, Scholes, and
Merton’s option pricing theory. Shareholders want to participate in asset management companies’
alpha generation, not to be exposed to market beta. Thus the main thing is the predictability of
returns (Steiner; 2009) which can also be achieved easily with the help of standard finance. In most
of the studies, which explore the relationship between macroeconomic factors and equity prices,
variable selection and empirical analyses is based on economic rationale, financial theory and
investors’ intuition.

REVIEW OF LITERATURE: ASSETS' RETURN FORECASTING

Traditional approaches of beta estimation normally apply a linear model and use one of the three
approaches to predict premiums. First and the most popular approach tests the predictive power of
one single variable, the second approach applies multifactor models and the third least used method
is model selection approach (Steiner; 2009). Three types of multi-factor asset return models
include macroeconomic factor models, fundamental factor model and statistical factor model
(Zivot & Wang; 2005). The general form of multi-factor model is given as Riw = if + ski fit + it
where Riw (ski) [fi]] {it} are simple, real return in excess of risk free returns (factor loading of factor
beta for asset I on kith factor) [kith common factor] {asset specific factors}. Assets (I) vary from
1 to N and time periods (t) vary from 1 to T. In equilibrium models, ir is zero i.e. there are no
abnormal returns. In macroeconomic factor models, factors are observable time series of economic
and financial variables and betas and residual variances are estimated by ordinary least squares
(OLS). The assumptions of these models are that f; is stationary and there are no multicolinearity
and autocorrelation. Factor variance-covariance matrix can be calculated from observed history of
factors i.e. from historical data and it can be either constant over time or dynamic with time
variation either because of betas Kalman filter technique) or hetroscedastic residual variances
(captured by verity of GARCH family models etc.) (Anjum; 2014c).

As an alternative to traditional approaches, using monthly data from Jan. 1989 to March 2007 from
US and Swiss, the study (Steiner; 2009) investigates the out-of-sample predictability of the
monthly market premium, as well as the monthly size, value, and momentum premiums by
evaluating the aggregated results from the 1,024 models. This paper investigates the out-of-sample
predictability of the monthly market premium, as well as the monthly size, value, and momentum
premiums. We use samples from two markets: the US market is our reference sample and a Swiss
sample is used to test the robustness of the US results. We use monthly data between January 1989
and March 2007, which is an important innovation as earlier studies investigate a sample period
prior to 1989. Regardless of the approach chosen, the majority of the literature concentrates on
predicting the market premium. Literature analyzing the predictability of the size, value, or
momentum premiums is rare and focused on the related topic of style rotation. Many studies
analyze the size and/or value premiums. However, in contrast to our study, all these papers focus
on one or few predictive models only, apply a different methodology, and analyze an earlier sample
period. Besides there are various predictive variables for market returns used in different models.
Various studies has been quoted either in Hasan & Zafar (2008) or Steiner (2009) regarding the
variables used for beat estimation either in stock market or country risk context. Variables fall in
the categories of economic rationale, financial theory and investors’ intuition. Variables of
valuation of financial markets can be either dividend-price ratio, price-equity ratio and book-to-
market ratio and the studies which have used these are provided in Table 1. Variables related to the
state of the financial markets can be volatility measures, lagged analyzed premium and issuing
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activity. Variables related to macroeconomic state of the economy are economic fundamental,
macroeconomic variable, short-term interest rates, treasury bill rates, term structure, credit spread,
term spread, inflation, consumer price index, consumption, seasonally adjusted GDP, banking and
finance index, exports, industrial production, consumption-wealth ratio, oil prices, exchange rates
and foreign portfolio investment.

Table 1: Valuation of Financial Markets Category of Predictive Variables
Variable Studies quoted in Steiner (2009)
Rozeff (1984), Campbell and Shiller (1988a, 1988b), Fama and French (1989),
o ) Pesaran and Timmermann (1995), Jensen et al. (1996), Bossaerts and Hillion
Dividend-price | (1999), Oertmann (2000), Avramov (2002), Chordia and Shivakumar (2002),
ratio Bauer et al. (2004), Rey (2005), Giot and Petitjean (2006), Goyal and Welch
(2006), Rapach and Wohar (2006), and others

Campbell and Shiller (1988b, 1998), Pesaran and Timmermann (1995),
) Bossaerts and Hillion (1999), Avramov (2002), Giot and Petitjean (2006),
P/E Ratio Goyal and Welch (2006), Rapach and Wohar (2006), and others

Book-to-market Jacobs and Levy (1996), Kothari and Shanken (1997), Pontiff and Schall
ratio (1998), Avramov (2002), Goyal and Welch (2006), Rapach and Wohar (2006),
and others

Most common approach used to predict stock returns is to use Sharpe’s single factor model which
is based on balance sheet identity which belongs to the family of macroeconomic factor models
which estimates the market beta using various methods. Details of balance sheet identity based
theory of beta can be found in (Riedl & George; 2009) and a reader fond of exploring the
consolidated balance sheet (CBS) identity can take a look (Chaudhary & Anjum; 1996) for details.
The textbook way of estimating beta uses ordinary least squares (OLS) regression and the resulting
slope or standard beta is (= p * 61 / om) or (Covim / ci*om) where p (c) [Cov] are correlation
between (standard deviations of) [covariance between] the rate of returns and ci / om is relative
volatility (Tofallis; 2008). Finance theory also suggests that information risk (i.e. the uncertainty
regarding valuation parameters for an underlying asset) is reflected in firms’ equity betas. Besides
Beta, other measures of information risk include bid-ask spreads, probability of informed trade
(PIN), trading volume, dispersion in analysts’ forecasts, credit ratings and spreads. The study
(Riedl & George; 2009) has defined a measure of information risk relevant to financial institutions
based on reporting requirements of U.S. accounting standard setters adopted in Statement of
Financial Accounting Standards (SFAS) 157 (Fair Value Measurement), which assess the financial
instruments across three levels (level 1, 2, and 3). Financial instruments receive one of the three
designations: (a) “Held to maturity” (b) “Available for sale” and (c) “Trading securities”. Level 1
inputs are unadjusted quoted market, level 2 inputs are other directly or indirectly observable
market data and level 3 inputs are unobservable, firm-supplied ones. The study (Riedl & George;
2009) has hypothized that if required fair value designations appropriately capture this risk, then
we expect that the implied beta is increasing across asset portfolios designated as level 1, 2, and 3
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(i.e. firm’s beta from the CAPM is a function of its information quality) and it predicted that fair
value level 3 instruments will have a higher association with px,m relative to those designated as
either level 1 or 2.

A CONCEPTUAL REVIEW OF BETA ANALYSIS

Balance sheet identity based model gives us equation BE (E/A) = BA FVA — BD Leverage; where
FVA is the firm’s fair value of assets, BE (E/A) is adjusted beta and Leverage=D/TA). The study
(Riedl & George; 2009) estimated this equation by using the independent variables of bank’s assets
decomposed into those reported at level 1 (2) [3] fair values FVAL (FVA2) [FVA3] (used reported
book values as proxies), all other (OA) and debt financing (Leverage), all scaled by the firm’s total
assets. It also measured equity, debt, and other assets using book values and using identity Al +
A2 + A3 + OtherAssets = E + D. Based on this equation all betas (debt financing beta) are supposed
to be positive (negative).

The volatility measures use actual volatility from historical returns. We alternatively use implied
volatility to measure ci / om, employing 60, 90 and 180 day implied volatilities and results
remained unchanged using these alternative measures. The paper has negated the evidence that
bank asset structure leads to greater opaqueness, (a justification for regulatory intervention) and
proved that level 3 assets have higher systematic risk and lead to higher information asymmetry
(Riedl & George; 2009). In order to estimate beta, all we want is to plot a straight line and estimate
the slope of the functional relationship between x and y whether by OLS or reverse regression.
OLS line is estimated by minimizing all the variation in one direction (gives the upper limit) and
the reverse regression minimizes all the variation in the other (gives the lower limit). The slopes
of the two least squares regression lines bracket the slope of the estimated functional line. We now
have upper and lower limits for the slope but which value shall we settle upon? Various betas has
been calculated. The relative volatility (ci / om) is the commonly used one. Then comes the
estimator defined by (Tofallis; 2008) i.e. B* [= (sign of p) o1/ om]. The reverse regression slope
is given by B/ p 2 and as p lies between —1 and +1, it follows that B* does satisfy the requirement
of lying in between the upper and lower range. As p lies between —1 and +1, it follows that B* does
satisfy the requirement of lying in between. For the usual case of positive correlation between
market and the investment, we have the standard beta giving the lowest value and the reverse
regression the highest i.e. BOLS < 3* < freverse.

Tofallis (2008) has calculated OLS estimator () and new estimators of beta (*) for 30 companies
making up the Dow Jones Industrial Average, have ranked them and calculated the difference in
ranks. It also provides that the formula for the variance of our estimator or slope can be
approximated by that for the OLS case [i.e. s2 =p*(1-r2) / (n-2)], a confidence interval constructed
using the Student t distribution (i.e. = p* + t s), Jolicoeur and Mosimann based confidence interval
(i.e. B* [(B+ 1)1/2 £ B1/2]) where B =12 (1-r2) / (n-2). As * > f thus alpha values will be revised
downwards. Finally, p* allows for consistency between its standard interpretation (as relative
volatility) and the formula used for its calculation. It gives us more logical classification of stocks
as being either aggressive or defensive. New estimator of beta (f*) is also more stable over time.
Furthermore, the removal of the correlation from the formula brings clarity to what is being
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measured. Besides these estimations, there are varieties of non standard forms of CAPM which
incorporate no short sales, no risk less lending or borrowing, risk less lending but no risk free
borrowing and inclusion of tax factors, inflation, non-marketable assets, heterogeneous
expectations, price affecting behavior of investors as well as multi-period, multi-beta and
consumption oriented CAPM.

Ranking of various regressions was first done with the help of fuzzy AHP approach in Anjum
(2014b). Another study has used Best Auto Logic AHP-mated (Be-ALAM) based AZAM
regression to rank the regressions from various data samples and have assigned the relative
(normalized) scores to each estimated regression for beta. Then various regressions have been
added using these relative scores to arrive at the aggregated zoom AHP mated (AZAM) regression
(Anjum; 2014d). This later regression gives betas from weighted regressions has shown advantage
in case of data with outliers. It has followed the approach used by (Anjum; 2013a) and (Anjum;
2014a) in the cases of ranking the data mining algorithms and predictive classifiers and have used
the country betas for various developing economies from Nathaphan & Pornchai (2010). The value
of AZAM beta is less than the normal OLS beta. And finally if we take the average of all these
betas, then it may the most desirable and we can call it (3*Average) (Anjum; 2014d). Beta, being
a measure of systematic risk, gives volatility when it is multiplied with market volatility and then
this product is added to asset specific volatility. Volatility, often used as a measure of risk, is
measured by the standard deviation of the rates of return in finance or in case of country risks (see
Anjum (2014c) for details). In order to compare the volatility of an investment’s rates of return
with the volatility of the market rates of return we can simply use the volatility ratio or relative
volatility. The same is the case for a country's risk vis-a-vis the rest of the world. The study
(Tofallis; 2008) has quoted examples of textbooks which mix beta with relative volatility e.g.
statements like "beta measures the volatility of a given asset relative to the volatility of the market”
or that "Beta measures how volatile a fund (or a country) has been compared with a relevant
benchmark™ or that "stocks (countries) with betas greater than one are more volatile than the
market (rest of the world) and are known as aggressive stocks (riskier countries) and stocks
(countries) with betas less than one are less volatile than the market index (global index) and are
known as defensive stocks (or low risk countries)". Standard beta, however, is not the same as
relative volatility as former has correlation component involved as well. Hence, the usual
classification into aggressive and defensive stocks falls apart if one is using these terms to refer to
relative volatility. Therefore, a low beta could actually represent a high relative volatility that is
being masked by a low correlation. Investors would then be mistaken in thinking that they had
selected an investment whose volatility was low.

A case for an alternative beta estimator, a line fit (let’s call it line beta) that treats both variables
in the same way, and is more appropriate, easier to understand and to calculate (Tofallis; 2008).
The only difference between the calculation of line beta and beta from OLS is that formula for the
former does not contain the correlation and since correlation is main contributor to instability in
betas, line beta will be more stable over time without it (Tofallis; 2008). There is also a
computational advantage as it is easier to calculate the ratio of standard deviations than the OLS
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slope. Line beta is a measure of total risk and so it can be applied to all portfolios, whether
diversified or not and thus it cannot play a part in splitting up risk into components (market risk
and investment-specific risk). Standard beta’s claim to measure market risk, however, is highly
questionable primarily due to the instability of beta over time as well as the regression technique
used to estimate beta has some inherent shortcomings. Although ordinary least square (OLS)
continues to be by far the most frequently used method even when it is obviously inappropriate,
hundreds if not thousands of regression lines with too-small slopes are being published annually
(Riggs et. el.; 1978). If we classify the defensive and aggressive stock market securities based on
various beta measures like BAZAM, BOLS, B*, BAZAM-reverse, Preverse and B*Average, and
then take these various classifications as scenarios to make judgment for the better scenario in the
classification of aggressive or defensive stocks.

Besides, there are six alternative approaches in constructing an optimal portfolio, which use
portfolio performance measures, are traditional mean-variance (EV), Adjusted Beta (AB),
Resampled Efficient Frontier (REF), Capital Asset Pricing Model (CAPM), Single Index Model
(SIM), and Single Index Model incorporating shrinkage Bayesian factor namely, Bayesian Single
Index Model (BSIM) (Nathaphan & Pornchai; 2010). Various beta measures has a great
contribution in measuring the right beta which can not only give the right estimation of stock
returns rather better measure of beta can also influence the estimation of volatility of stock returns.
Beta can also be either directly used in performance measures like Treynor and Jensen measures
and also indirectly in other portfolio performance measures through it part in the calculation of the
volatility.

DATA AND METHODOLOGY DESCRIPTION

The focus of this study is to apply Fuzzy-AHP Intelligent Zax (FAIZ) which uses fuzzy AHP
weights in order to get RSTPS (Anjum; 2014b) or Best Auto-logic Equally-mated (B-ALEM)
regression (Anjum; 2014c) in order to build an Aggregated Zoom AHP-mated (AZAM) regression
which can be used for the estimation of Beta. This AZAM regression with crisp AHP has already
been used by (Anjum; 2014d) can provide an alternative to the systematic risk outliers that
influence the estimation of beta with OLS. Results for a & B coefficients from three different
regressions (alternatives) for selected Asian countries based on three different datasets from
(Nathaphan & Pornchai; 2010) and (Anjum; 2014d) have been used in this study as inputs and
given in table 2. In this way we get our FAIZ based AZAM regressions. The eight South, East and
South East Asian economies covered in this study are China (CH), India (IA), Indonesia (IS),
Malaysia (ML), Pakistan (PK), the Philippines (PH), Taiwan (TW) and Thailand (TH).

Table 2: NGTPS for TP, SP1 and SP2 Regressions for eight Asian Economies

Name TP SP1 SP2 Name TP SP1 SP2
China (CH) 042 | 026 | 0.32 | Pakistan (PK) | 0.34 | 0.33 | 0.33
India (1A) 0.35 | 0.31 | 0.34 | Philippines (PH) | 0.31 | 0.36 | 0.33

Indonesia (1S) 0.34 0.29 | 0.37 Taiwan (TW) 0.30 | 0.33 | 0.37
Malaysia (ML) 0.32 | 0.38 | 0.31 | Thailand (TH) | 0.31 | 0.36 | 0.33
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Fuzzy AHP Intelligent Zax (FAIZ) regression is a framework to rank various regressions based on
Relative Grand Total Priority Scores (GTPS). It uses fuzzy Analytical Hierarchy Process (AHP)

technique. AHP was first introduced by Saaty (1980) where he introduced pair-wise comparison
for multi-criteria in order to get weights to rank various alternatives. AHP has also been used by
Anjum (2014e) in order to rank the six hypothetical Islamic banks whose balance sheets were first
introduced in Anjum (2014f). FAIZ has used five categories of criteria for ranking regressions.

These criteria include assumptions (AS), statistical inference (SI), overall effectiveness (OE),

Robustness (RO) and quality considerations (QC). In short, each criteria has been provided a
weight obtained with the help of Fuzzy AHP (Anjum; 2014b). Besides minmax based scoring
system gives scores to different scales thus eliminating the problem of incommensurability (Anjum;
2013e). These rules will be able to assign separate scores to each alternative. Two parameters in
fuzzy reasoning method are fuzzy membership curve (FMC) showing the confidence level of the
DM (cab be triangular, Gaussian and trapezoidal) and slope of FMC (which represents three
different attitudes of the DM i.e. liberal, moderate and strict). Triangular FMC (used in this study)

is simple, commonly used, can approximate non-triangular as well and is especially used when
DM has least confidence (i.e. is very uncertain) about degree of membership of values to particular
class. Liberal attitude has gentle slope and gives wider range of input values as a member of certain
class while strict attitude has a steep slope with narrow range of values. Moderate one is in between
the two and is considered here.

The Fuzzified pair-wise comparison matrix and the scores for medium attitude have been taken
from Anjum (2014b). The normalized weights obtained from fuzzy AHP with moderate attitude
for AS, SI, OE, RO, QC are 0.4425, 0.2714, 0.1717, 0.0828 and 0.0316 respectively. The scores
attained by each criteria from these rules provide values for each alternative in relative form and

has been brought within a range between 0 and 1. These scores are determined for each alternative

1.e. for each of three regressions for each country. Rules for AS have been given in detail in (Anjum;
2014b), however, as regressions in Nathaphan & Pornchai (2010) either did not perform (or simply
did not provide the results of) tests for assumptions, the score for criteria AS is considered as zero.

Finally minmax score of each of five criteria has been multiplied with Fuzzy AHP weights for each
criteria to get normalized GTPS (or NGTPS) and an alternative with highest NGTPS is superior to

the alternatives with lower NGTPS. The NGTPS obtained by using fuzzy AHP weights and

minmax scores scored by each regression for each country has been provided in table 3.

From these NGTPS, we can easily verify which one of the three regressions for each country has

received the highest score. The regression with highest NGTPS obtained from AHP (fuzzy AHP)

weights for each country is our Be-ALAM (FAIZ) regression. For each of the eight Asian
economies, second column of Table 3 shows that which regression (from TP, SP1 and SP2

Regressions) got the highest NGTPS score based on fuzzy AHP weights (FW) and/or crisp AHP

weights (AW). Because of data outliers from financial crisis years, the accuracy of regression
coefficients (o & ) may be distorted because of the probability of Type I and Type II errors and/or
distortions in the relationships and significance tests (Osborne et. el.; 2001). AZAM regression is

obtained after taking the weighted average of alternatives (i.e. regressions for TP, SP1 and SP2 for
each of 8 countries) where weights for each regression are the NGTPS of the respective regression.

In other words, each regression, based on TP, SP1 or SP2, is multiplied with their respective
NGTPS and then all these three regressions will be added together and the resulting regression is

called Aggregated Zoom AHP-mated (AZAM) regression.
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Table 3: Top NGTPS Regressions and a & 3 for Be-ALAM, FAIZ and AZAM Regressions
p for
Be- o for Be- a for a for Be- p for p for
ALAM/ | ALAM/ FW- AW- ALAM / FW- AW-
FAIZ FAIZ AZAM AZAM FAIZ AZAM AZAM
TP 0.007 0.9082
CH 0.0078 0.0073 0.9028 0.9067
TP 0.005 0.8007
1A 0.0056 0.0051 0.7896 0.799
SP2 0.005 0.7879
IS 0.0059 0.0048 0.8155 0.7874
TP 0.003 0.4487
PK 0.0036 0.0033 0.4629 0.4486
SP1 -2E-04 0.6913
ML 0.00279 -2E-04 0.9076 0.6875
SP2 -0.003 0.8423
TW 0.0115 -0.003 0.6949 0.8403
SP1 -0.002 0.6421
PH -0.00183 -0.002 0.8578 0.6409
SP2/sP1 | -0.00248/ | 0,004 0.8109/ | 0.9543
TH -0.00394 -0.004 1.1006 0.9535
Note: 1. If two enteries in cells are separated by (/) then first entery is for AW and second
entry after (/) is for FW. 2. If there is an ampercent (&) between two enteries, it means that
there was a tie between both enteries (i.e. SP1=SP2) and thus both are equally an answer
for both AW and FW (e.g. SP1 & SP2). 3. If only one entery is provided, it shows that this
one entery is only answer to both AW & FW.

DESCRIPTION OF RESULTS AND CONCLUSION

The AZAM regression obtained from regressions ranked using AHP (fuzzy-AHP) weights is
called AW-AZAM (FW-AZAM). Table 3 shows the values of a from FAIZ (F) and/or Be-ALAM
(BA) (a-BAJF in third column), FW-AZAM (i.e. a-FW-A in fourth column) and AW-AZAM (i.e.
a-AW-A in fifth column) and values of B FAIZ and/or Be-ALAM (sixth column), FW-AZAM
(seventh column) and AW-AZAM (eighth column), for each of the eight Asian economies. Table
3 of this study can be compared with table 2 of Anjum (2014d) for the relevant Asian economies.
Columns two, three and six have changed a little bit only for Taiwan and Thailand only. For rest
of the Asian countries it has remained the same as for equal weighted and crisp AHP weighted
based ranking. Columns four and seventh for Asian economies have changed completely because
fuzzy AH weighted columns has replaced the equally weight based columns. Empirical results
indicate that all Asian markets exhibit nonzero alpha with positive beta coefficient as postulated
by theory. When beta is used as a measure of risk, expectation is that higher the beta of countries
or of stocks are, the lower the country risk or higher the stock returns will be. The parameter values
(slope and intercept) of this fitted line have been used to test the CAPM theory. A famous study
by Fama and French (1992) showed that the slope was not significantly different from zero i.e.
there was no positive association between return and standard beta. Besides, Fuzzy AHP based
results have increased the AZAM beta as is evident from FW-AZAM beta as compared to the AW-
AZAM beta. Magnitudes for alphas have not changed and neither is the ranking of Be-ALAM or
best FAIZ regressions. The study (Tofallis; 2008) says that for usual case of positive correlation
between market and the investment, we have the standard beta giving the lowest value and the
reverse regression the highest i.e. BOLS < * < fBreverse (Anjum; 2014d). Lowering the BOLS (i.e.
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by using BBE-ALAM AZAM instead) will help to pull the average (i.e. B*) lower. As we may
notice that general perception is that after the financial crisis of 2008, the market risk has increased
substantially thus based on these perceptions most of the beta estimates are trying to put an
exaggeration component into it in order to save the reputation of the financial analysts or quants
who estimate such betas. But this at the same time skewed the investment decisions towards
conservative one. From the literature of wealth and investment management, we know that an
investor can be either risk lover, risk neutral or risk averse and all the financial planners or
investment managers know that if you want to make most out of investing then these risk states of
investors should not be permanent rather should be adoptive to the markets on dynamic basis. And
if the investors attitude is not rational because of either cognitive or emotional biases, then
investment managers try to moderate the cognitive biases at least in not so affluent clients.

In the aftermath of financial crisis of 2008 when financial data contains outliers, rational approach
IS to moderate the perception of higher perceived uncertainty by estimating (and using) the right
country betas using techniques which take care of outliers in an efficient way. All this is important
in an effort to make sure that investors are assessing the real relative risk, instead of the exaggerated
one. The estimation of beta with Fuzzy AHP weighting structure for moderate attitudes of the
decision makers has provided a new variant of beta. Like the Be-ALAM AZAM regression, FAIZ
AZAM ranking approach can also be used for reverse regression, as with OLS regression which
can lower the upper bound (i.e. Preverse) thus lowering the measure of relative risk (i.e. f*) even
further. And the result of this can be a moderation of country betas through the use of estimation
techniques which provide some solution to the outliers in the data. Thus following the argument
from Tofallis (2008), it can be said that PBe-ALAM AZAM < BFAIZ AZAM < BOLS < B* <
Breverse Be-ALAM AZAM < Breverse FAIZ AZAM < Breverse. And if estimation results cannot
be relied on because of the limitations of the regression technique, especially in the time of
systematic risk data outliers, then even taking the average of all these different betas can provide
an alternate answer.

Notes:

1. The article was completed in August 2014 and later revised in April 2015.

2. The Views expressed in paper and all errors and emissions are that of the author and in no case
reflect those of either LTU or ITB, their staff or management or any other organization to which
the client has affiliations with including all of the past affiliations.

3. The article is only meant to extend research ideas and in no way be liable of any policy risks
based on this study. Besides, author reserves the right of filing patent against new ideas introduced
in his articles.
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ABSTRACT

Recent findings show that CEOs tend to backdate their stock option grants so that a past date on
which the stock price was particularly low is picked to be the grant date. Most of the current
literature attributes the option backdating behavior entirely to the agency problem, affirming that
CEOs manipulate the terms of their option awards at the expense of shareholders. Gao and
Mahmudi (2008), however, shows that backdating could be the consequence of efficient
contracting that solves executive compensation problems. Using a group of firms that were caught
backdating and have been settled, this paper would like to further examine whether or not
backdating firms have higher level of operating efficiency, higher level of corporate governance,
lower level of bankruptcy risk, more ability to increase shareholder wealth, and lower level of
market price risk. This paper also intends to compare the characteristics of backdating firms during
pre-SOX period and those during post-SOX period.

Keywords: backdator, agency problem, option backdating, efficient contracting, SOX,
characteristics of backdating firms

INTRODUCTION

Stock options are granted to executives so that they have the right to buy stock at a fixed exercise
price sometime after the option grant. The initial aim of the grant is to align the executives’ interests
in the value of the firm with those of shareholders. Stock-option compensation rewards executives
for maximizing the difference between the exercise price of the options and the stock price. Once
the exercise price of the options is fixed, all price increases enlarge the value of the option and
represent gains to the executive. Stock options, therefore, give executives interest in maximizing
the long-term stock price.

There is an unintended incentive associated with executive stock options, however, around the
time the options are granted. The exercise price of the options is normally fixed at the market price
of the stock on the day the options are granted. Since the exercise price of the option is the price
at which the executives may purchase the stock, executives have an incentive to temporarily
decrease the market price of the stock on the day of the option grant in order to decrease the
exercise price.

Executive stock option backdating, picking a past date on which the stock price was particularly
low to be the grant date, represents a serious agency problem. Intentional backdating and an
accounting report that claims the options to have been issued on those dates as “at the money”
rather than “in the money” may be considered fraudulent. There has been an extensive literature
that blames backdating and believes this unethical opportunistic act is driven by executives’ greed
and management’s opportunistic behavior (Bernile and Jarrell 2007, Walker 2007, Heron & Lie
2006, 2007). Arthur Levitt, former chairman of the Securities and Exchange Commission (SEC),
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states “Backdating is ripping off shareholders in an unconscionable way” (Forelle and Bandler

(20006)).

On the other hand, Gao and Mahmudi (2008) demonstrates a contradicting explanation for

backdating behavior. They develop a model and show that the optimal strike price for option grants

is below the grant date stock price. Backdating could be an effective way to issue options with

optimal strike price, simply because directly giving in-the-money option exposes companies to tax

and accounting disadvantage. In particular, their theory directly predicts that option backdating

helps shareholders reduce the executive compensation cost but, simultaneously, motivate

managerial incentive.

Unclear about the impacts of backdating activities, there are two purposes of this paper. First, this

paper aims to further argue whether backdating brings more harms (as suggested by most literature)
or brings more benefits (as suggested by Gao and Mahmudi (2008)) to a firm. Using various

independent variables as proxies, this paper further examines whether backdating firms have

higher level of operating efficiency, higher level of corporate governance, lower level of
bankruptcy risk, more ability to increase shareholder wealth, and lower level of market price risk.

In addition, this paper intends to examine the characteristics and the operation performance of
firms which were found to be guilty of intentional backdating. This research will justify the results

based on firms’ financial performance before the first backdating scandal was exposed to the public

in 2005.

Second, this paper seeks to study the impact of The Sarbanes-Oxley Act of 2002 (SOX) which was

implemented as a result of the failure of major firms such as Enron and Worldcom following

fraudulent accounting practices and self-dealing of executives. Under the Sarbanes-Oxley Act

(SOX) 0f 2002, option grants to senior management must be reported within two days of the grant
date. This aids to eliminate the opportunity for senior management to engage any meaningful

options backdating. In particular, the characteristics of backdating firms are compared between
pre-SOX period and post-SOX period.

The remainder of this article proceeds as follows. Section 2 introduces the related studies and
locate where this paper stands among the existing literature. Section 3 describes the data source,

sample selection and methodology. Section 4 presents the results. Finally, Section 5 concludes.

LITERATURE REVIEW

Studies by Yermack (1997), Aboody and Kasznik (2000) and Chauvin and Shenoy (2001)
document the systematic, favorable, V-shaped stock-price pattern surrounding option grant dates.
They attribute such behavior to “good timing” of information flow1 (springloading). However, Lie
(2005) and Heron and Lie (2007) propose the ‘“backdating hypothesis” as an alternative
explanation. Lie (2005) shows that employee stock option (ESO) awards occurred on a date where
the stock price had shown negative abnormal returns before the grant date and positive abnormal
returns afterwards. The plausible explanation is that option grants were awarded ex-post on a day
where the share price, and thereby the grant-date exercise price, was relatively low. The key
difference between these studies and mine is that they examine corporate behavior around option
grant dates, while my study examines firm characteristics and share price behavior around the
announcement of the investigation outcome.

Another group of studies by Narayanan et al. (2006), Heron and Lie (2006, 2007) and Bernile and
Jarrell (2007), try to answer the question of what motivate management to involve in backdating
and find evidence to indicate that backdating was carried out with the intent of deceiving and

! E.g.: releasing bad news prior to the grant dates and releasing good news after the grant dates.
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defrauding shareholders to enhance CEOs’ compensation. Narayanan et al. (2006) find that for 47
firms implicated or under investigation for backdating, an average market value of $510 million is
lost per firm during the 11-day announcement window.

While most studies focused on management opportunism, Walker (2007) observes that backdating
may serve as a method used by management to conceal the actual value of their options in order
to justify options on more shares. The paper argues that backdating may have been an excellent
method of delivering stealth compensation to executives. If the number of options granted is based
on the calculated Black-Scholes’ (1973) value of the options, backdating will result in larger and
much more valuable option grants.2 Hence, backdating may be linked to management’s attempts
to reduce the apparent value of options. Gau and Mahmudi (2008) use an efficient-contracting
framework to argue that backdating is an effective approach to increase managerial incentives and
reduce compensation risk for managers that are both under-diversified and risk-averse. By making
their options in-the-money backdating achieves this end without losing the accounting and tax
benefits of issuing in-the-money options. Wu (2008) finds that firms being investigated for
backdating are larger, younger, have lower cash holdings and higher stock volatility. In addition,
she finds little evidence to support managerial entrenchment and underperformance. Wu concludes
that backdating is rational and cannot totally be attributed to lucky or greedy executives.

No previous literature on option backdating has ever taken real backdating culprits as sample. Most
of the past literatures construct their research frameworks based on the activities done by suspected
backdators instead of the activities done by real culprits. Based on the term in law, a defendant
remains innocent until it was proved to be guilty. So does a corporation. Using the sample firms
that eventually turned out to be irrelevant with backdating involvement could produce biased
analysis results.

Moreover, Feltham and Wu (2001) theoretically examine shareholders’ relative cost of option
versus stock to induce a given level of managerial effort. In their model they treat stocks as options
with strike price of zero (the lowest strike price possible). Their paper improves the understanding
of strike price policy in executive option grants. They find that if the manager’s effort has little
impact on firm risk, the number of options for inducing a given level of effort increases as the
exercise price increases. Because managers are more risk-averse than shareholders, options with
higher strike prices are more costly to equity holders than options with lower strike prices.
Narayanan & Seyhun (2006) document that the Sarbanes-Oxley Act of 2002 (SOX) has not been
successful in fully eliminating clandestine backdating or other forms of manipulation such as
springloading.

Narayanan & Seyhun (2006) document that the Sarbanes-Oxley Act of 2002 (SOX) has not been
successful in fully eliminating clandestine backdating or other forms of manipulation such as
springloading.

This paper makes use of the literature on measurement of corporate governance and managerial
incentives. Various proxies are used to measure corporate governance based on Gompers et al.
(2003), Shleifer and Vishny (1986), Jensen (1993) and Yermack (1996). In measuring CEOs’
incentives this paper employs studies such as Jensen and Murphy (1990), Aggarwal and Samwick
(2003), Hartzell and Starks (2003) and Yermack (1997).

DATA
Our sample of firms are those that were caught backdating and have been settled from the data

2 Walker (2007) develops a model showing how backdating reduces the apparent value of an option to a lower
actual value.
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provided by Risk Metrics Group®, a non-profit organization who keeps track of most securities
class actions. As of July 1, 2011, of the 39 options backdating cases that were filed as securities
class actions, 36 have now reached resolution. Of the resolved cases, 8 of those cases have been
dismissed and 28 have substantially or completely settled for penalties. So there are 28 samples in
my study.

The sample period is from Jan of 2000 to Dec of 2004, covering the five-year period of business
practice before the first case of option backdating was brought to lawsuit in 2005. For all the
sample firms and matching firms, accounting data are obtained from Compustat, executive
compensation data in Execucomp, board data from IRRC, and institutional ownership data from
proxy forms of Thomson Financial.

HYPOTHESES AND METHODOLOGY

Focusing on the true backdators only, this paper analyzes the characteristics of the firms that are

more likely to involve in backdating behavior. In particular, the following five hypotheses are

tested.

H1:  Backdating firms have lower level of operating efficiency. (Proxy: ROE, ROA)

H2:  Backdating firms have lower level of corporate governance. (Proxy: G-Index, Board size?,
Institution ownership®, Percentage of share held by top 10 shareholders)

H3:  Backdating firms have higher level of bankruptcy cost. (Proxy: Leverage)

H4:  Backdating firms have less ability to increase shareholder wealth. (Proxy: Tobin-Q, annual
HPR)

H5:  Backdating firms have higher level of price risk. (Proxy: RetStd)

To study the effect of SOX on different proxy, | would further test on the following hypothesis:

H6:  Backdating firms have higher level of operating efficiency after SOX. (Proxy: ROE, ROA)

H7:  Backdating firms have higher level of corporate governance after SOX. (Proxy: G-Index,
Board size®, Institution ownership’, Percentage of share held by top 10 shareholders)

H8:  Backdating firms have lower level of bankruptcy cost after SOX. (Proxy: Leverage)

H9:  Backdating firms have more ability to increase shareholder wealth after SOX. (Proxy:
Tobin-Q, annual HPR)

H10: Backdating firms have lower level of price risk after SOX. (Proxy: RetStd)

3 http://blog.riskmetrics.com/slw/options-backdating/ is the website for the list of the option backdating

cases that were filed as securities action, and that have reached resolutions.

4 We use the size of board to measure the board effectiveness. Jensen (1993) finds that the cost of poorer
communication and decision-making associated with larger groups will make a larger board less efficient. Yermack
(1996) documents a clear inverse relation between firms’ market valuation and the sizes of board of directors.

5 We use the percentage of share owned by institution shareholders to measure the level of management
monitoring. Shleifer & Vishny (1986) and Hartzell & Starks (2003) show that institutional shareholders perform a
strong monitoring role on mangers. When institution investors have larger amounts at stake in the firm, they tend to
have stronger incentives to devote resources to monitoring.

6 We use the size of bard to measure the board effectiveness. Jensen (1993) finds that the cost of poorer
communication and decision-making associated with larger groups will make a larger board less efficient. Yermack
(1996) documents a clear inverse relation between firms’ market valuation and the sizes of board of directors.

7 We use the percentage of share owned by institution shareholders to measure the level of management
monitoring. Shleifer & Vishny (1986) and Hartzell & Starks (2003) show that institutional shareholders perform a
strong monitoring role on mangers. When institution investors have larger amounts at stake in the firm, they tend to
have stronger incentives to devote resources to monitoring.
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A matched sample of 28 non-backdating, comparison-group firms is constructed to perform
univariate and multivariate comparisons. The matching firms are selected from the same industry
first based on four digits SIC code, then based on firm total assets as a proxy for firm size, and
finally based on firm annual revenue as a proxy for rank of profitability within industry. The
selection criteria’s are based on the information obtained in the early of sample period.

Table 1 provides a brief summary for some data descriptions of both sample and matching firms.
Total asset is the second criteria of choosing matching firms after considering similar SIC code.
The mean difference of total asset between sample firms and matching firms is approximately
$127 million (which is less than 7% of the mean asset). Annual revenue is the last criteria of
choosing matching firms after taking into account of SIC code and total asset. So we should not
be surprised to see that the mean of annual revenue between both sample and matching firms does
vary significantly. The mean annual revenue of sample firm is about $600 million greater than
that of matching firm. Mean market value of sample firm is almost double of that of matching
firm.

Table 1: Summary Statistics and Comparison of key variables between Backdating firms and
Non-backdating firms

Mean (Million) Sample Match

Total Asset $ 2,081.92 | $ 1,954.49
Annual Revenue $ 1,619.72 | $ 1,020.62
Net Income $ (31.97) | $ (37.23)
Annual Dividend $ 238 | $ 7.67
Market Value $ 4,785.58 | $ 2,613.34

EMPIRICAL RESULTS

Table 2 shows the univariate test results for mean difference on all proxy variables between the
backdating firms and the comparison group. The test is conducted on eleven variables over three
sample periods, namely full sample period (from 2000 to 2004), pre-SOX period (from 2000 to
July 30, 2002) and post-SOX period (from mid-2002 to end of 2004). From Panel A which records
full sample data, backdating firms have significant higher market values than matching firms. That
is, backdating firms record higher tobin-q ratio and market-to-book ratio. These two variables,
however, have no significant difference during pre-SOX period as displayed in Panel B. That
means the significant values in full sample period are mainly resulted from the high significant
level of mean difference during post-SOX. Surprisingly, both full sample data and post-SOX data
suggest that backdating firms performed better over long run.

We assume that the return standard deviation of backdating firms is artificially made higher by
management to provide themselves grounds to increase the option value and boost the chance of
backdating the stock option. According to Yermack (1997) and Aboody and Kasznik (2000), CEOs
manage investors’ expectations and impact stock price movements around award dates by delaying
good news and rushing forward bad news. We are interested to check whether SOX helps reduce
backdating behavior. If the SOX acts do help eliminate backdating activities, we expect to see a
significant lower level (or a total insignificance) of price fluctuation during the post-SOX period.
The results of the levels of price fluctuation are recorded in Table 2. Panel A shows that, for entire
sample period, the stock volatility of true backdators is significantly higher than that of non-
backdating firms. Panel B, which records the pre-SOX data, however shows that there is no

117



CARDSS

INTERNATIONAL CONFERENCE ON ADWANCED
RESENRCH IN BUSIRESS AND SOCAL SCIENCES

=201

International Conference on Advanced Research in Business and Social Sciences 2015
2nd to 3rd September, 2015, Kuala Lumpur Convention Centre, Malaysia

significant difference between the sample group and the matching group. We could then suspect
that the significant result displayed in Panel A must be resulted from the impact of post-SOX period,
and Panel C confirms our assumption that the true backdators still conduct option backdating even
after SOX was enacted. This result is consistent with the findings of Narayanan & Seyhun (2006)
in which SOX 2002 has not been successful in fully eliminating clandestine backdating or other
forms of manipulation such as springloading.

Finally, we see that the only common characteristic that significantly existed and remained
throughout the entire sample period is that the top 10 shareholders of matching firms significantly
own more share that those of backdating firms. That means a less diversified firm could have better
control in reducing backdating activity.

Table 3 presents the results of the following logistic regression model:
Backdate = 0 + B1 * DivPayout + B2 * ROE + 3 * ROA + 4 * GIndex + B5 * Board
+ B6 * InstOwn + 7 x Top10SH + 38 * Leverage + 39 * TobinQ
+ 10AnnualHPR + Bf11RetStd + ¢ (1)

Equation 1 examines the factors differentiating sample group of backdating firms from the
comparison group of non-backdating firms. The specification of the logistic regression model, the
definition of the variables serving as proxies for each hypothesis, as well as the predicted signs of
each variable, are detailed in Table 3. Panel A shows the test results of full sample period. Panel B
shows the results of pre-SOX period. And Panel C shows the results of post-SOX period.

Panel A shows that the percentage of share owned by top ten shareholder (Top10SH) is a significant
factor that identify a backdating firm from a nonbackdating firm. The estimate

Table 2: Univariate Analysis of Backdating versus Non-backdating Firms

The univariate analysis is based on the sample of 56 backdating firms and non-backdating firms that have received
settlement sentences from security class actions.

DivPayout represents dividend payout ratio. ROE is the return on equity. ROA is return on asset. GIndex is the
“Governance Index” from Gompers et al. (2003). Board is the number of director in the board of director. InstOwn
represents the percentage of share owned by institution investor. ToplOSH represents the percentage of share
owned by the 10 largest shareholders. Leverage takes the value of total debt over total asset over the 5-year sample
period. TobinQ is Tobin's q-ratio. AnnualHPR is the average annual holding period return over the 5-year sample.
RetSTD is the mean of 5-year sample period annual stock return volatility.

Panel A: Variable Mean of Full period

Variable Sample Match All Mean Diff

ROE -0.1437 -0.2595 -0.2012 -0.1159

TobinQ 3.4923 2.3026 2.9018 -1.1896 o
Leverage 0.4012 0.3887 0.3950 -0.0125

ROA -0.0726 -0.0341 -0.0535 0.0384

M/B 3.0911 1.9139 2.5068 -1.1772 *E
Annual HPR 0.2839 0.1795 0.2321 -0.1044

RetSTD 0.2460 0.1902 0.2183 -0.0559 Hrx
Gindex 7.2806 7.3650 7.3225 0.0844

Board 12.66429 12.0000 12.3321 -0.6643

InstOwn 52.09414 52.818929 52.4565 0.7248

Topl10SH 35.87357 45.291786 40.5827 9.4182 HokE
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Panel B: Variable Mean of pre-SOX period

\Variable Sample Match All Mean Diff
ROE -0.0359 0.0354 -0.0002 0.0714
TobinQ 5.1534 3.2609 4.2071] -1.8925
Leverage 0.3604 0.3872 0.3738 0.0268
ROA -0.0335 -0.0052 -0.0194 0.0283
M/B 47929 2.8737 3.8333 -1.9193
/Annual HPR 0.2369 0.1673 0.2021] -0.0696
RetSTD 0.2594 0.2156 0.2375 -0.0438
Gindex 7.2500 7.1250 7.1875 -0.1250
Board 12.5893 12.0000 12.2946 -0.5893
InstOwn 51.2877 52.8189 52.0533 1.5313
Top10SH 35.8800 45,2918 40.5859 9.4118 **
Panel C: Variable Mean of post-SOX period
\Variable Sample Match All Mean Diff
ROE -0.0284 -0.4834 -0.2559 -0.4550
TohinQ 2.5490 1.7399 2.1445 -0.8091 **
Leverage 0.4282 0.3986 0.4134 -0.0296
ROA -0.0082 -0.0327 -0.0204 -0.0245
M/B 2.1208 1.3414 1.7311 -0.7794 *
/Annual HPR 0.4492 0.2772 0.3632 -0.1719
RetSTD 0.1971 0.1410 0.1690 -0.0561 ***
Gindex 7.3571] 7.5000 7.4286 0.1429
Board 12.7143 12.0000 12.3571 -0.7143
InstOwn 52.6318 52.8189 52.7254 0.1871
Topl0SH 35.8693 45,2918 40.5805 9.4225 **
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Table 3: Logistic Regression Analysis Comparing Matched Sample of Backdating versus Non-Backdating Firms

This table depicts the results from estimating the logistic regression equation for 56 companies (28 backdating firms and 28 matching firms). Individual proxy is tested using its corresponding independent variables. Corresponding
standard deviation for each estimator is reported in bracket. Panel A shows the test results of full sample period. Panel B shows the results of pre-SOX period. And Panel C shows the results of post-SOX period. The notation ***, **
and * indicate significance at the one, five, and 10 percent level, respectively.
Backdate is an indicator variable equaling zero for backdating firms and one for matching firms. DivPayout represents dividend payout ratio. ROE is the return on equity. ROA is return on asset. GIndex is the “Governance Index” from
Gompers et al. (2003). Board is the number of director in the board of director. InstOwn represents the percentage of share owned by institution investor. Top10SH represents the percentage of share owned by the 10 largest
shareholders. Leverage takes the value of total debt over total asset over the 5-year sample period. TobinQ is Tobin's g-ratio. AnnualHPR is the average annual holding period return over the 5-year sample. RetSTD is the mean of 5-year
sample period annual stock return volatility.

Backdate = 0 + B1 * DivPayout + B2 * ROE + 83 * ROA + B4 * GIndex + B5 * Board + 6 * InstOwn + B7 * Top10SH + 8 * Leverage + 9 * TobinQ + f10AnnualHPR + Bf11RetStd + ¢

Variable 50 Bl B2 B3 B4 55 56 57 B3 59 510 Bl
v 3.1790 1.0480 20,1900 20,7350 00270 00210 20,0210 04400 *** | -1.7800 20,1320 0.5440 119400 *
(2.6800) (2.6700) (0.5600) (2.6400) (0.1800) (0.0900) (0.0200) (0.0300) (1.5200) (0.1800) (1.7600) (6.7600)
Operating 0.0510 -0.2750 1.9370
2 | efficiency (0.2800) (0.4300) (1.8400)
£ covermance | L0580 20.0070 20.0050 20,0120 00840 **
= (0.5200) (0.1500) (0.0700) (0.1200) (0.0200)
Z Bankruptcy 0.0300 -0.0770
3 |k (0.5200) (1.1400)
s - 08630 * 20,1780 ~1.6590
& | Profitability 15 500) (0.1400) (1.3400)
orice risk 18940 ** 87600 **
(0.8300) (3.6300)
Al 0.8610 1.7990 3.5050 3.1720 ~0.0880 ~0.0070 00250 ** | 0.0550 *** | -1.0780 20,0630 0.6940 -2.6660
(2.6000) (2.1300) (3.3200) (5.1900) (0.1900) (0.0900) (0.0100) (0.0200) (1.4700) (0.0800) (0.8800) (3.9700)
3 | Operating 20,0210 2.0370 ~1.2450
2 | efficiency (0.2800) (2.5000) (4.0800)
e 20,6460 20,0560 ~0.0080 -0.0110 00430 **
g [ Sovernance | 4 7g00) (0.1700) (0.0700) (0.0100) (0.0200)
& | Bankruptey | -0.1640 0.4390
& | risk (0.4900) (1.0900)
2 o 0.2930 20,0760 0.0660
& | Profitability |5 c00) (0.0700) (0.6500)
orice rick 0.8050 -3.4160
(0.6400) (2.4900)
ol 4.0290 ~0.3950 20,1480 7.1480 0.0740 ~0.0010 ~0.0140 00720 _** | 37780 ** | 0.6540 0.9540 195000  **
(2.5600) (3.1300) (0.5300) (5.3000) (0.1700) (0.0900) (0.0200) (0.0300) (1.9000) (0.3500) (1.0500) (7.9700)
3 | operating 20,0580 20,2650 20,8360
5 | efficiency (0.2700) (0.4300) (2.0500)
5 | covernance | 12300 0.0160 20.0030 20,0120 0.0450  **
2 (15700) (0.1300) (0.0700) (0.0100) (0.0200)
8 | Bankruptey | 0.2000 -0.4840
G | risk (0.5200) (1.0900)
3 - 12080 ** 205220 20,6480
§ | Profitability | 6c00) (0.3100) (0.7400)
orice rick 15250 ** 92530  **
(0.7200) (4.1400)
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records a one-percent significant level when we run model based on Equation 1 and records five-
percent significant level when the test was run across the factors of "Governance" Proxy. Over the
five-year full sample period, for every one percent increase in the share holding by the major
shareholder, there is a probability of 0.44%, based on complete regression model, and of 0.044%, based
on partial regression on "Governance" proxy, that a firm would not backdate its stock option. Panel B
and Panel C confirm that ToplOSH is a time-series invariant identification factor that remains
significant throughout from pre-SOX period to post-SOX period. The result also implies that SOX acts
do not affect shareholder structure of backdating firms.

[ 11, the coefficient estimate of price fluctuation, confirms the finding we previously found in Table 2
that the true backdators still conduct option backdating even after SOX was enacted. Panel A shows
that, for entire sample period, the stock volatility of true backdators is significantly higher than that of
non-backdating firms. For every one percent increase in the stock return standard deviation, there is a
probability of 11.94%, based on complete regression model, and of 8.76%, based on partial regression
on "Price Risk" proxy, that a firm would backdate its stock option. Panel B, which records the pre-
SOX results, however shows that there is no significant difference between the sample group and the
matching group. And Panel C confirms backdating activities are still prevalent among those true
backdators after SOX was enacted.

SUMMARY AND CONCLUSION

As far as research on option backdating is concerned, there is no previous literature ever applied the
sample of real backdating culprits. Past literatures studies usually base on the most likely backdating
traits to identify a group of suspected backdators. Using a group of firms that were caught to have
intentionally backdated and that have been settled, this paper, for the first time, studies the
characteristics of true backdators. By using real backdator sample, this research categorizes the
variables that identify a backdating firm from non-backdating firms into different proxy tests.

Most literature attribute option backdating as an agency problem that managers manipulate their
compensation terms for their own interest at the cost of shareholders. Meanwhile, Gao & Mahmudi
(2008) provides a theoretical framework to show that option backdating is an efficient contracting.
Their model suggests that backdating is an efficient way to reduce risk in a compensation contract and
increase managerial incentive for those risk-averse and under-diversified managers.

This paper intends to justify the findings of Gao & Mahmudi (2008). We examine whether backdating
firms have higher level of operating efficiency, higher level of corporate governance, lower level of
bankruptcy risk, more ability to increase shareholder wealth, and lower level of market price risk. In
particular, We study the characteristics and the operation performance of firms which were found to
be guilty of intentional backdating. Besides, we compare the impacts caused by several proxy variables
among different sample periods, particularly before and after SOX was enacted.

From the logistic regression of Table 3, we found that backdating firms always have higher price risk
(RetStd) than non-backdating firms. To summarize this finding, we suggest two possible explanations:
(1) backdating behavior via springloading activity causes higher price volatility and/or (2) higher price
volatility encourages backdating behavior. We leave this unknown for future research.

Results from Table 2 and Table 3 show that higher percentage of share owned by the top ten major
shareholders reduces the possibility of conducting backdating activities.

In summary, the findings based on based on "Governance" proxy and "Price Risk" proxy give some
oblique supports to the proposition made by Gao and Mahmudi (2008) that backdating could be the
consequence of efficient contracting that solves executive compensation problems.
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ABSTRACT

Using panel data, this paper investigates how foreign investors affects earnings quality of firms listed
on the Korean Stock Exchange (KSE), one of the highest foreign investor capital markets in the world
during the period 2000 to 2012. This paper tests earnings quality using four proxies, proposed by Jonas
and Blanchet (2000): 1) persistence, 2) value relevance, 3) conservatism, and 4) accruals quality. This
research finds foreign investor is positively associated with only user needs earnings quality;
persistence and value relevance. This result shows that the positive impact of foreign investor on
earnings quality is evident but limited.

Keywords: Foreign Investors, Foreign Directors, Earnings Quality, Panel Data, Random Effect
Estination, Korea

INTRODUCTION

Due to sustained globalization, foreign investor has been major institutional shareholders around the
world. Specifically, in emerging countries, financial globalization and liberalization allow foreign
investor to play a key corporate governance role. Many previous literatures on the corporate
governance role of foreign investor in emerging countries focus on the significant benefits from foreign
participation by effective monitoring the controlling shareholders or family ownership (Aggarwal et
al., 2011). Motivated by rapid inflows of foreign investors in Korean capital market, this study
examines the association between foreign investor and the earnings quality of Korean firms listed on
the Korean Stock Exchange (KSE) during the sample period from 2000 to 2012. The Korean data
provides a unique feature which is suited to test the effect of foreign investor on earnings quality as a
proxy of financial reporting quality. First, Korea is ranked one of the highest foreign investor countries
in the world. For example, as of 2013, foreign investors in the KSE reached by 35 per cent With rapid
increased equity participation of foreign investment, foreign investors demand improvements in
financial reporting quality of Korean firms. Thus, the Korean sample provides a good environment for
testing the effect of foreign investor on financial reporting quality resulting from foreign investment
liberalization and rapid increase of foreign investor. Second, much attention has been given to the
impact of foreign investor on financial performance not financial reporting quality. The main purpose
of removal of foreign investor limitation of Korea after the Asian Financial Crisis in 1997 is increasing
financial reporting quality with their professional knowledge and adept skill on corporate governance.
Since most firms in Korea is family firm, corporate governance mechanism has not effectively
operated due to controlling family ownership. Firms with large foreign investor expect to improve
firm’s earnings quality because of sophisticated foreign investors, generally from countries with well-
developed corporate governance practices.

This study expects to contribute the literature on foreign investor as participants in the corporate
governance mechanism with the necessary incentive and the expertise for monitoring (Sachs and
Warner 1995; Kang and Stulz 1997; Grinblatt and Keloharju 2000) by analyzing what impact they
exert upon firm’s earnings quality when such investors become part of the corporate governance
structure. The role of foreign investors as outside monitors of corporate governance activities, it is
expected, would be even bigger in most East-Asian countries because of higher foreign investors
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holdings. Despite the importance of foreign investor and earnings quality in emerging countries in
recent years, empirical studies of the relationship between foreign investor and earnings quality are
very limited. This study is able to fill the gap. Accordingly, this study provides important evidence that
how rapidly increased foreign investor and participation in the board of directors affect earnings quality.
Thus, results of this study are important not only for the Korean context, but will also contribute to
understanding of foreign investors and earnings quality in other East Asian countries. Finanlly, this
study extends prior research by comprehensively exploring the effects of foreign investors on four
measures of earnings quality: persistence, value-relevance, conservatism, and accruals quality.

LITERATURE REVIEW & HYPOTHESIS DEVELOPMENT

EARNINGS QUALITY

Earnings quality, as a measure of financial reporting quality, is the most primary measure provided in
financial statements (Lev 1989) and the most comprehensive measure for financial reporting quality
(Balsam et al. 2003). In this study, earnings quality as a proxy of financial reporting quality can be
assessed by two types of different approaches: user needs and shareholder/investor protection
following Jonas and Blanchet (2000). In the view of user needs, the purpose of financial statements
should provide useful information to users in making economic decision, thereby making a difference
to their decisions. Schipper and Vincent (2003) propose that earnings persistence and value-relevance
are derived from a decision usefulness perspective. Under the category of shareholder/investor
protection, financial information should not mislead or confuse financial information users and should
be fully and fairly disclosed because information asymmetry occurs between management and
financial information users. Ball et al. (2000 and 2003) assert that conservatism captures financial
statement transparency. Schipper and Vincent (2003) suggest that accruals quality is consistent with
the representational faithfulness perspective. In the context of shareholder/investor protection,
earnings quality can be measured by conservatism and accruals quality.

FOREIGN INVESTOR

As a large institutional investor, there are two conflicting view on the foreign investor: active
monitoring and transient hypothesis. According to the active monitoring hypothesis, foreign investors
play an important role in monitoring management to protect their interests (Sachs and Warner 1995)
and to resolve their information asymmetry (Kang and Stulz 1997). He and Shen (2014) investigates
the impact of foreign investors on the informational efficiency of share price in Japan firms and find
increase in foreign investor improves share price efficiency. In emerging market study, foreign
institutional investors in China significantly reduce expropriation by controlling shareholders because
foreign investors are less related to political pressure and positively monitor invested firms (Huang
and Zhu 2015). After the removal of foreign investor limitation in Taiwan, foreign investors contribute
significant growth to Taiwan capital market and increase voluntarily disclosure of Taiwan firms (Lien,
Tseng, and Wu 2013). Thus, foreign investors seem to play a valuable monitoring role as a large
institutional investor. External monitoring by foreign investors as a large institutional investors can
constrain the opportunities for discretionary choices of management in providing financial accounting
information, thereby increasing earnings quality.

However, in the view of transient hypothesis, foreign investors are just short-term investors and thus
they do not have significant incentives to monitor firm’s management (Graves 1988; Kim, Krinsky,
and Lee 1997). Grinblatt and Keloharju (2000) report that domestic investors are less sophisticated
and take the opposite position to that of more sophisticated foreign investors in the Finnish market.
They interpret that foreign investors tend to pursue momentum strategy but domestic investors seem
to be contrarian. Dahlquist and Robertsson (2001) argue that the extent of the deviation for foreign
investors from holding the market portfolio is mostly similar to institutional investors. They find that
foreign portfolio investors underinvest in firms with a dominant owner and more invest large firms,
firms paying low dividend, and firms with large cash position on their balance sheet in the Swedish
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market. Choe, Kho, and Stulz (2005) find that foreign investors in Korea are more likely to be
momentum investors than domestic investors. This result implies that foreign investors are
sophisticated investors but transient institutional investors.

TESTABLE HYPOTHESES

In Korea, the potentially positive impact of foreign investors can be understood as a special application
of the more general proposition that large outside blockholders can mitigate family managerial
opportunism. because foreign investors in Korean firms are less likely to be related to controlling
shareholders. In addition, foreign investors have a higher burden of monitoring costs due to greater
information asymmetry (Kang and Stulz 1997; Choe et al. 2005). Foreign investors will therefore
positively strengthen their monitoring function to resolve information asymmetry. in Korea, active
monitoring hypothesis is more fit to foreign investor as large institutional shareholders rather than
transient hypothesis. Choi et al. (2011) document that foreign block investors have a preference for
firms with enhanced management accountability and take into account in selecting shares for their
block investment whether a firm has strong corporate governance practice. In particular, the board seat
of foreign directors is one of the major conditions for investment by foreign investment firms.
Oxelheim and Randey (2003) find that firms with foreign outside directors (Anglo-American) have a
higher valuation in the Scandinavian markets since appointment of foreign outside directors (Anglo-
American) provides positive signal for firms with capital market. Accordingly, foreign outside
directors can increase earnings quality through participation in internal governance mechanism.

To the extent that external monitoring by foreign investors is intense and effective, the opportunities
for discretionary choices in providing accounting information become more constrained. In order to
protect their wealth and to reduce monitoring costs, foreign investors have stronger incentives and
expertise to independently monitor firms. Thus, higher proportions of foreign investor induce firms to
improve transparency and to decrease opportunistic managerial accounting choices and decisions.
Based on these arguments, the following hypotheses for the association between foreign investor and
earnings quality are tested:

Hypothesis One: Foreign investor is positively associated to earnings quality in Korean firms.
Hypothesis Two: Foreign directors is positively associated to earnings quality in Korean firms.

RESEARCH METHODOLOGY
SAMPLE SELECTION

This study uses Korean firms listed on the Korean Stock Exchange (KSE) for 13 years (2000-2012).
All financial institutions (e.g., commercial banks, insurance firms, security brokerage firms) are
excluded because accounting methods and the format of financial statements differ to other industries
and are subject to different regulatory requirements. Financial statements data and stock data are
obtained from OSIRIS and KIS-VALUE database respectively. Ownership data are all manually
collected from business reports of each firm on DART system (http://dart.fss.or.kr) provided by the
Korean Financial Supervisory Commission (KFSC) the equivalent to the SEC in Korea. The final
sample consists of panel data of 489 non-financial Korean firms and a total of 6,357 firm-year
observation over the 13 year periods. The sample firms belong to 10 industry groups based on the
Korean Standard Industry Classification (SIC).

MEASURE OF EARNINGS QUALITY

Earnings quality as a proxy of financial reporting quality is classified into two categories: 1) user needs
and 2) shareholder/investor protection. In the view of user needs, earnings quality is measured as
persistence and value-relevance, while earnings quality under the shareholder/investor protection is
measured as conservatism and accruals quality. To address the association between earnings quality
and foreign investors, earnings quality is set as a dependent variable following Francis, LaFond, Olsson,
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and Schipper (2004) methodology.
As earnings quality proxy of user needs, this study measures earnings persistence as the slope-
coefficient ( g, ) estimates of regression of current earnings on previous earnings Earnings persistence

means how much of current earnings will persist into the future and continue from period to period. In
order to measure the value-relevance of accounting information, this study uses Francis et al. (2004)
methodology that price as a function of both earnings and book value of equity. The explanatory power
of regression (R?) is used as the metric to measure the value-relevance of earnings and book value. As
earnings quality proxy of shareholder/investor protection, This study measures conservatism using
Ball and Shivakumar’s (2005) accruals-based test of loss recognition model. Conservatism is measured
by the incremental coefficient on the association between accruals and negative cash flows. Accruals
quality is measured following Dechow and Dichev (2002). Accruals quality for each firm is measured

as the absolute value of firm-level residuals (‘5i ,l‘ )from industry level pooled cross-sectional regression

of total current accruals on lagged current, and future cash flows plus the change in revenue and gross
property, plant, and equipment.

MEASURE OF FOREIGN INVESTOR AND FOREIGN DIRECTOR

Foreign investor (FOREIGN) is percentage of equity shares held by all foreign investors as of the end
of the year, and calculated as the total number of shares held by foreign investors divided by the total
number of shares outstanding. Foreign directors (FORBOD) is a dummy variable that indicates the
presence (one) or absence (zero) of registered foreign citizens on the board.

a. CONTROL VARIABLES

The following five variables that may affect earnings quality are included to control for potential
influences on earnings quality: 1) firm size (SIZE), 2) leverage (LEV), 3) firm with negative earnings
(LOSS), 4) growth prospects (GRW), and 5) profitability (ROA).

b. EMPIRICAL MODEL
The following regression equation is formulated to examine the relationship between foreign investors
and earnings quality

a + f,(FOREIGN), , + 3, (FORBOD);  + ¢ (SIZE),;  + &, (LEV); + &5 (GRW);,

(EarningsQuality), , = 20012012
© |+ €, (LOSS),, + C5(ROA), + D\ (YEAR), + &,

t=1

The primary estimation method of the regression will be pooled-OLS following Francis et al. (2004).
Due to the advantage of panel data set (cross-sectional time-series), there are more reliabilities to
estimate regression. The robustness check will be employed with Generalized Least Square (GLS)
random-effects estimation.

EMPIRICAL RESULTS

DESCRIPTIVE STATISTICS

Table 1 shows the descriptive statistics for variables. As for earnings quality on the user needs, the
mean (median) of persistence in the sample is 0.314 (0.263), and the mean (median) of value-relevance
is 0.453 (0.452). Turning to earnings quality on shareholder/investor protection, conservatism has a
mean (median) value of 0.193 (0.079), and accruals quality has a mean (median) value of 0.108 (0.017),
respectively. Foreign investor (FOREIGN) has the mean value of 0.108 and the median value is 0.017.
The severe difference between mean and median of foreign investor implies that foreign investor is
concentrated in specific firms. This feature of foreign investor supports that foreign investors prefer
large manufacturing firms with good accounting performance, lower unsystematic risk, and lower
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leverage but underweight smaller and highly leveraged firms (Kang and Stulz 1997).

The large industry groups of foreign investor in this sample are chemical & rubber plastic (64 per cent)
and electronics & electric manufacture (39 per cent) while the smalls are construction (4.8 per cent)
and textile & footwear (6.9 per cent). This feature of foreign investor supports that foreign investors
prefer large manufacturing firms with good accounting performance, lower unsystematic risk, and
lower leverage but underweight smaller and highly leveraged firms (Kang and Stulz 1997, Choi et al.
2007). The mean value of outside directors who are foreigners (FORBOD) is 0.052. Namely,
approximately 5 per cent of Korean firms appoints foreigner as outside directors on board.

Table 1: Description of the samples

Standard
Categories Variables Mean Median Min Max o
Deviation
Earnings Quality PERSISTENCE 0.314 0.263 -4.634 11.188 0.703
(User Needs) VALUE RELEVANCE 0.453 0.452 0.003 0.992 0.253
Earnings Quality CONSERVATISM 0.193 0.079 -717.72 54.415 6.436
(Shargr;gzggtri/cm;/ estor Agﬁitﬁbs 0.076 0.023 | 148E-05 | 3.362 0.199
Independent Variabls FOREIGN 0.108 0.017 0.000 0.982 0.145
(Foreign Investors) FORBOD 0.052 0.000 0.000 1.000 0.216
SIZE 21.230 19.430 12.922 25.890 1.456
LEV 0.546 0.495 0.017 27.478 0.729
Control Variables LOSS 0.229 0.000 0.000 1.000 0.412
GRW 1.268 0.387 0.0002 288.00 6.912
ROA 0.014 0.036 -4.724 3.599 0.231
EMPIRICAL RESULTS

Table 2 presents on the results of pooled-OLS estimates of the association between earnings quality in
the view of user needs (e.g., persistence and value-relevance) and in the view of shareholder/investor
protection (e.g., conservatism and accruals quality) and foreign investors variables, respectively.

Foreign investor (FOREIGN) is significantly positive with earnings quality on user needs. The
coefficient estimates of FOREIGN on persistence are 0.478 at the 0.01 level. The relation between
value-relevance and FOREIGN also has strong positive coefficient (0.193) at the 0.01 level. In the
association with earnings quality on shareholder/investor protection, no positive impact between
FOREIGN and both on conservatism and accruals quality. FOREIGN is not statistically significant for
conservatism while the coefficient of FOREIGN (0.081) is strongly significant for accruals quality at
0.01 level. The positive impact of foreign investor on earnings quality supports only user needs
earnings quality; persistence and value-relevance. Foreign investor does not provide evidence of a
positive association with earnings quality on shareholder/investor protection. Thus, the positive effect
of foreign investor on earnings quality requires more detailed interpretation. Both conservatism and
accruals quality reflect a firm’s potential accounting earnings change by management, while earnings
persistence and value-relevance can be used to explain firm value. Accordingly, no positive impact of
FOREIGN on earnings quality in the view of shareholder/investor protection implies that foreign
investors may be less likely to actively monitor due to a lack of substantial information on firm’s
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management. However, the strong positive relationship between foreign investor and earnings quality
on user needs might reflect foreign investors’ investment preference for financially stable firms. As
shown in Table 1, the severe difference between mean and median of foreign investor can indirectly
support this result. Thus, the positive impact of foreign investor on earnings quality should be limitedly
accepted and carefully interpreted.

Foreign outside directors (FORBOD) is negatively related to persistence (-0.227) and value-relevance
(-0.025) at 0.01 level and 0.10 level, respectively. Foreign outside directors are expected to have
independence and competency, thereby increasing earnings quality. Inconsistent with this expectation,
foreign outside directors is negatively related to persistence and value relevance. In the association
with earnings quality on shareholder/investor protection, FORBOD shows conflicting results. The
coefficients of FORBOD on both conservatism and accruals quality are 1.078 (»<0.05) and 0.103
(»<0.01), respectively. Namely, foreign outside directors increase conservative accounting practice but
decrease accruals quality. This conflicting result can be explained by two ways. First, foreign outside
directors do not have much knowledge and information on the firm and its internal information. In
addition, foreign outside directors is less likely to actively participate board meeting. For example, the
Coporate Governence Service (CGS) in Korea reports that the attendance ratio of foreign outside
directors on board meetings in Korean firms is 49.3 per cent as of 2007 which is below average (72
per cent). Therefore, foreign outside directors have a limited monitor influence on a firm’s
management. Second, foreign investors prefer financially stable firms, thus foreign outside directors
also prefer conservative accounting practice to avoid investment risk. Accordingly H> is only applied
to conservatism.

Several control variables represent significant relation with earnings quality. Firm size (SIZE) is
significantly p