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Abstract 

 
This study examines the impact of divestitures (spin offs and sell offs) on shareholder wealth for the 
parent firms listed on the Johannesburg Stock Exchange over the period 1995-2011. The study also 
makes a comparison of the wealth created by spin offs versus sells offs. We found significantly negative 
cumulative abnormal returns over the 250 and 500 days respectively, post-announcement date. This 
result persisted for the whole sample and for the two subsamples of spin offs and sell offs even after 
running the test excluding the data during and after the financial crisis of 2008. The results suggest 
that, in general, divestitures in South Africa destroy shareholder value in the long run and sell offs are 
a better choice of divestitures compared to spin offs. 
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1. Introduction 
 

Corporate divestitures, also referred to as 

unbundlings
1
, have gained popularity as an effective 

route for conglomerate firms to streamline and 

refocus their businesses with the overall objective of 

creating shareholder value. The source of value 

creation is perceived to emanate from the improved 

efficiencies and the removal of negative synergies. 

There are several hypotheses that support this 

argument namely the financing hypothesis, 

information asymmetry hypothesis, wealth transfer 

hypothesis and the focusing hypothesis. In contrast, 

the bad news and value additivity hypotheses are not 

consistent with the value creation expectation and 

they associate divestitures with negative results on 

shareholder wealth (Denning, Shastri 1990). 

A divestiture is accomplished through either a 

sell off or a spin off. A sell off occurs when a firm 

receives a cash consideration in exchange for its 

assets or business units (Alexander, Benson & 

Kampmeyer 1984). The cash proceeds received from 

the transaction can be used to alleviate financial 

distress, pursue other investment opportunities, pay 

out a dividend to shareholders, or used in the firms 

operations. On the other hand a spin off occurs when 

the parent firm sells some of its assets forming a new 

                                                           
1
 The paper will use the terms ‘unbundling’ and ‘divestiture’ 

interchangeably to refer to sell offs and spin offs 

independent company in the process. Rather than 

receiving a cash consideration, shareholders of the 

parent firm receive shares in the new company (Miles, 

Rosenfeld 1983). Even though spin offs and sell offs 

are alternative routes to divesting assets, their effects 

on the parent firm and the way in which market 

participants’ view them differ substantially. Each of 

them has distinctive costs and benefits that will have 

an impact on the parent company. In addition, market 

participants also tend to react to each of them 

differently (Alexander, Benson & Kampmeyer 1984). 

The majority of prior empirical research tends to 

focus on each of the divestiture methods separately 

with the main focus being on three key issues: the 

antecedent factors to divestitures, impact of 

divestitures on financial performance and how the 

stock market reacts to divestiture announcements. The 

majority of the studies that investigates the effect of 

divestiture announcement on shareholder wealth look 

at a very short window period - a few days around the 

announcement date. Most of the studies have shown 

that divestitures announcements in general are mostly 

associated with positive wealth effects for the parent 

firm or the seller’s shareholders. Examples of studies 

that reported positive results for spin offs around the 

announcement date include (Mulherin, Boone 2000), 

(Kirchmaier 2003), (Maxwell, Rao 2003), (Veld, 

Veld-Merkoulova 2004), (Sin, Ariff 2006) and 

(Zakaria, Arnold 2012). Studies that reported positive 

results for sell offs around the announcement date 

mailto:akios.majoni@uct.ac.za
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include (Sun 2012), Blount and Davidson (1996), 

(Lee, Lin 2008), (Bhana 2006), (Alexander, Benson & 

Kampmeyer 1984), (Afshar, Taffler & Sudarsanam 

1992) and (Jain 1985). However some studies, 

consistent with the bad news hypothesis, reported 

negative effects of divestitures on shareholder wealth 

(Bergh 1995), (Montgomery, Thomas 1988), 

(Alexander, Benson & Kampmeyer 1984), (Denning, 

Shastri 1990), Blount and Davidson (1996) and 

(Jordan 2012). 

Despite numerous studies focusing on 

divestitures and shareholder wealth, very few studies 

have documented the long term impact on shareholder 

wealth. Yet the long term period is very important in 

light of the fact that benefits of divestiture events are 

in general realised a few years after the event (Smit, 

Ward 2007). According to (Bates 2005), a longer 

event window period allows the complete impact of 

divestitures to be fully incorporated into the share 

price because investors can observe the distribution of 

sell off proceeds until they are subsequently 

disbursed. The high level of information asymmetry 

during the announcement period makes difficult for 

investors to accurately predict the effect of a sell off 

decision on future company performance and hence 

the need to look at a much longer period (Bates 2005). 

The majority of the few papers that looks at the 

long term event window for divestitures focus on spin 

offs in developed countries thereby ignoring sell offs 

and developing countries. Most of the papers report 

positive and significant abnormal returns for 

corporate spin offs (Cusatis, Miles & Woolridge 

1993) - USA, (Desai, Jain 1999) - USA, (Bhana 2004) 

- South Africa, (Sun 2012) - Taiwan. However studies 

by (Sudarsanam, Qian 2007), (McConnell, Ozbilgin 

& Wahal 2001) and (Veld, Veld-Merkoulova 2004) 

and (Zakaria, Arnold 2012) - Malaysia, did not find 

any significant abnormal returns. As far as sell offs 

are concerned we found only one study by (Lee, Lin 

2008). The study reported significant negative 

abnormal returns using a sample of UK firms over a 

varying from 12 to 60 months post sell off 

announcement. 

This paper extends the existing literature in two 

ways. First we investigate whether in the long term 

divestitures, specifically spin offs and sell offs, create 

shareholder wealth. The period considered is 250 and 

500 days pre-and-post divestiture announcement. To 

our knowledge, this is the first attempt so far to 

investigate the long run effect of sell offs in South 

Africa. In addition, this is the first study to the best of 

our knowledge on divestitures in SA to employ the 

two factor Arbitrage Pricing Theory (APT) 

propounded by (Van Rensburg, Slaney 1997) as a 

benchmark portfolio to calculate abnormal returns. 

The two factor APT model was found to possess more 

explanatory power in estimating returns on the JSE 

compared to other market models like the three factor 

Fama and Fench Model and the Capital Asset Pricing 

Model (CAPM). The results of the paper reveal 

significant negative abnormal returns up to 500 days 

post-announcement date. Our results are inconsistent 

with the majority of prior papers that reported 

significant positive abnormal returns for both sell offs 

and spin off. These results persisted for the whole 

sample and both subsamples even after excluding the 

data during and after the financial crisis. Second, the 

paper investigates whether the nature of the 

unbundling (sell off or spin off) significantly 

influences the impact on shareholder wealth in the 

long-run. To the best of our knowledge this area has 

not been investigated and it is not clear which form of 

divestitures creates more value for the shareholders in 

the long run. The results from comparing the two 

subsamples show that spin offs generated 

significantly higher negative results than sell offs. 

This implies that sell offs are a better option for 

creating shareholder wealth in the long run. The rest 

of the paper is structured as follows. Section 2 

reviews the literature around divestitures while 

section 3 presents the data and methodology 

employed. Section 4 presents and discusses the results 

while section 5 concludes the paper. 

 

2. Literature Review 
 

Divesture activities are motivated by different factors 

but the common rationale is to create value for the 

shareholder (Alexander, Benson & Kampmeyer 

1984). The creation of value through divestiture 

argument is supported by several theories and 

hypotheses. According to the financing hypothesis, 

divestitures play a role in unlocking capital that can 

be used to alleviate financial constraints or pursue 

high return and positive net present value (NPV) 

investment opportunities for a firm (Chen, Guo 2005). 

The focusing hypothesis postulates that value is 

derived from divesting unrelated assets/units in order 

to enhance their focus and consequently improve 

efficiency. This is more important in situations where 

the divested unit was a loss making operation that was 

generating negative synergies. Its disposal will thus 

eliminate a source of value diminution to the 

divestor’s shareholders (Afshar, Taffler & 

Sudarsanam 1992). The focusing hypothesis is closely 

related to management efficiency hypothesis and it 

posits that the performance of conglomerates is 

inferior to the performance of smaller specialised 

firms. This is due to the perceived inability of the 

management to address the unique needs of each 

segment in conglomerates. The information 

hypothesis proposes that shareholder value is created 

because through divestiture companies eliminate the 

conglomerate discount (Chen, Guo 2005). Financial 

markets tend to undervalue or discount conglomerates 

due to severe information asymmetry. The discount 

exists because investors and market participants have 

little information available for all the individual 

business units (Weston, Chung & Siu 1998). 

According to (Chen, Guo 2005), the information 
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problem is mitigated when the firm’s divisions are 

separated into independently traded units. According 

to the wealth transfer hypothesis, a divestiture results 

in a transfer of wealth from bondholders to 

shareholders (Denning, Shastri 1990). This hypothesis 

is more applicable to spin offs because the asset 

which could have been backing or securing debt is 

transferred to the shareholders with no replacement 

coming.  

However there are two contrasting theories that 

question the creation of value to shareholders through 

divestitures. According to the bad news hypothesis, 

divestitures can actually have a negative impact on 

shareholder wealth. (Denning, Shastri 1990) posits 

that a divestiture might signal bad news in the sense 

that it gives an indication of management’s 

perceptions of poor liquidity, losing operation, 

inefficiencies and negative synergies. The value 

additivity theory by (Afshar, Taffler & Sudarsanam 

1992) also disputes the creation of value through 

divestitures. The theory postulates that the value of 

the divested unit is the same whether it is a stand-

alone business or a subsidiary of another firm. 

Therefore, the divestment should not lead to any 

increase in shareholder wealth for the divestor. 

However the theory assumes a strong form efficient 

capital markets. The foregoing set of hypotheses and 

theories of corporate divestment imply two things. 

First, no ex ante prediction of the impact on 

shareholder wealth can be made (Afshar, Taffler & 

Sudarsanam 1992). Second, it is possible to find 

mixed results for divestiture announcement results for 

both the short term and the long term periods.  

Tables 1 and 2 below show results from prior 

studies that investigated the short run and long event 

window for both sell offs and spin offs.  

 

Table 1. Studies of the wealth effect of divestiture announcements in the short term
 

Results for spin offs 

Country 

Region Period Observations Event window Results (%) 

Mulherin and Boone (2000) US 1990–1999 106 (-1, 1) 4.51*** 

Maxwell and Rao (2003) US 1976–1997 79 (0, 1) 3.59*** 

Veld and Veld-Merkoulova (2008) US 1995–2002 91 (-1, 1) 3.07*** 

Kirchmaier (2003) W.Europe 1989–1999 48 (-1, 1) 5.4*** 

Veld and Veld-Merkoulova (2004) W.Europe 1987–2000 156 (-1, 1) 2.62*** 

Sudarsanam and Qian (2007) W.Europe 1987–2005 157 (-1, 1) 4.82*** 

Murray (2000) UK 1992–1998 25 (-1, 1) -0.19 

Schauten et al. (2001) UK 1989–1996 23 (-1, 1) 2.13 

Sin and Ariff (2006) Malaysia 1986–2002 85 (-1, 0) 1.8* 

Zakaria and Arnold (2010) Malaysia 1980-2011 36 (-1, 1) 4.99** 

Results for sell offs 

     Sun (2012) Taiwan 1995-2004 157 (-1, 1) 0.243** 

Joosub et al. (2013) South Africa 2002-2011 27 (0,) -12.47% 

Blount and Davidson (1996) South Africa n/a n/a (-60,-1) 1.80  

Lee and Lin (2008) UK  1993-1997 376 (,0) 1.38  

Bhana (2006) South Africa 1995-2001 58 (-1,0) 3.37**  

Alexander Benson and 

Kampmeyer (1984) US 1964-1973 53 (-1,0) 0.13  

Afshar, Taffler and Sudarsanam 

(1992) UK  1985-1986 178 (-1,0) 0.85***  

Jain (1985) US 1976-1978 1000 (-5,-1) 0.7***  

Table 1 is an updated version of the table by Veld and Veld-Merkoulova (2009) and it presents the results from prior 

studies that focused on the impact of divestiture announcements on shareholder wealth, for the parent company, in the short 

run window period. The studies of the impact of spin offs are numerous but the table above shows just a sample and a few of 

them. For sell offs we presented all the studies that we find. This is so because few studies looked at sell offs. The study by 

Joosub et al. (2013) reported significant results but the paper did not indicate the level of significance. Significance level: 

*** 1% ** 5% *10%. 

 

The majority of the results reported by prior 

studies show positive results for divestitures around 

the announcement period for both sell offs and spin 

offs. Only two studies show negative results. (Murray 

2000) reported negative abnormal returns of -0.19% 

for 25 UK spin offs. However, the result was not 

statistically significant. The second study by Joosub et 

al. (2013) reported relatively high and insignificant 

negative abnormal returns of -12.47%. The results by 

Joosub et al. (2013) based on South African data are 

not consistent with the majority of prior studies an 

indication that the impact of divestitures should not be 

generalised based on findings from mostly developed 

countries.
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Table 2. Studies of the wealth effect of divestitures in the long run
 

 

Results for spin offs 

Research 

period 

Country/ 

region Observations 12months 24months 36months 

Cusatis et al. (1993)  1965-1988 USA 131 23.10%***  54%*** 67.2%*** 

Desai and Jain (1999) 1975-1991 USA 155 7.69% 12.70% 19.82%*** 

McConnell et al. (2001) 1989-1995 USA 80 13.48% 19.21% 5.14% 

Bhana (2004) 1988-1999 South Africa 47 23.2%*** 47.6%*** 61.7%*** 

Veld and Veld-

Merkoulova (2004) 1987-2000 Europe 105 0.65% 6.49% -0.41% 

Sudarsanam and Qian 

(2007) 1987-2002 Europe 129 -0.06% -0.08% -0.09% 

Zakaria and Arnold 

(2010) 1980-2011 Malaysia 36 -7.25% -18.46% -18.74% 

Results for sell offs       

Lee and Lin (2008) 1993-1997 UK 376 -7.10% -17.45% -25.84% 

Table 2 is an updated version of the table by (Veld, Veld‐Merkoulova 2009) and it presents results from prior studies that 

focused on the impact of divestitures on shareholder wealth, for the parent company, in the long run event window period of 

12 - 36 months. Significance level: *** p<0.01, ** p<0.05, * p<0 

The number of studies that investigated the long 

term window period has been limited and we only 

managed to find eight papers presented in table 2. Of 

these only one looked at sell offs while the majority 

focused on spin offs in Europe and USA. The results 

for the impact of spin offs indicate that in the long 

term they create shareholder value. However 

(Sudarsanam, Qian 2007), Lee and Lin (2008) and 

(Zakaria, Arnold 2012) reported negative results for 

the entire period of 12, 24 and 36 months period. 

In comparing selloffs with spinoffs, it should be 

noted that, even though these two are undertaken to 

create and unlock shareholder wealth for the parent 

firm, the motivation, execution and outcomes for 

these two may be distinctly different and that may 

affect the way in which the investors and market 

participants view them (Alexander, Benson & 

Kampmeyer 1984). Hence we should expect either 

one of them to be superior in creating shareholder 

wealth. The other reason why the outcomes of sell 

offs and spin offs may be different is because each 

one the five hypotheses of the sources of value 

creation for divestitures is more consistent and visible 

with either one of the divestiture types except for the 

focusing and management efficiency hypothesis. The 

information asymmetry and wealth transfer 

hypothesis are more consistent with spin offs. Spin 

offs reduce information asymmetry on both the parent 

and divested entity because it results in two separate 

entities with a separate structure, management and 

governance arrangement. The transfer of wealth from 

debt holders to shareholders is explained by the shift 

of assets that were probably part of the collateral for 

debt holders, to the shareholder. On the other hand, 

the financing hypothesis is more consistent with sell 

offs given that the cash/securities generated from the 

sell offs can be a source of liquidity for financially 

distressed firms (Shleifer, Vishny 1992). From the 

ongoing discussion it appears that value creating 

theories are more compatible with spin offs implying 

that spin offs may offer superior performance to 

shareholder compared to sell offs. In addition, the fact 

that spin offs create two separate sets of shares, gives 

investors more choices in an imperfect market, thus 

creating a higher total market value than the value as a 

single security which combines these two securities 

(Han, Qiu 2012). 

 

3. Data and Methodology 
 
3.1 Sample Selection 
 

The sample period covers the period from 1995-2011. 

The initial sample of 311 divestitures was obtained 

from the JSE information desk. This sample was 

reduced to 44 divestitures after screening using the 

following criteria: 

 Only sell offs and spin offs were selected. If the 

firm did not specify or provide information that 

determines whether it was undertaking a sell off or 

spin off in the unbundling announcement, it was 

disregarded from the sample. These announcements 

were obtained from the JSE SENS news 

announcements,  

 Share price data had to be available for two years 

prior and two years post unbundling. Specifically, 

share price data had to be in existence for a period of -

500 days and +500 days around time zero – the 

announcement date of the unbundling. 

In order to mitigate the potential confounding 

effects of another corporate restructuring event, firms 

were eliminated from the sample if there were other 

contemptuous restructuring announcements in the 

period [-1, +1] days. This process and test window, in 

accordance with (Lee, Lin 2008), (Bates 2005) and 

(Bhana 2006) is considered standard in literature - it is 

generally implemented so that these events do not 

contaminate the results of performance measures 

regarding unbundling 

 Furthermore, if the same company unbundled 

more than once during the [-500, +500] day test 

period, only the last unbundling date was taken into 

consideration and remained in the sample. This 
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increases the likelihood that the performance changes 

are attributable solely to the unbundling and not 

another restructuring event (Bhana 2006).  

 In accordance with the two-factor APT model, 

benchmark portfolios are required to create an 

expected performance value. Hence further reductions 

were made on the basis of suitable benchmarks being 

available for each company. This allowed for the 

creation of the final sample of 44 unique divestitures, 

of which 19 were sell offs and 25 were spin offs, as 

can be seen in Table 3.  

All price data required for the Multivariate Least 

Squares (MLS) regressions, including the benchmarks 

and the risk free rate proxied by the 91-day Treasury 

Bill returns was obtained from McGregor BFA 

database and the JSE. 

 

 

Table 3. Summary Statistics of Final Sample of Divestitures from 1995-2011 

 

SUMMARY STATISTICS 

YEAR Total Divestitures Sell-Offs Spin-Offs Percentage of Final Sample 

1998 11 3 8 25% 

1999 2 0 2 5% 

2000 7 5 2 16% 

2001 1 1 0 2% 

2002 0 0 0 0% 

2003 2 0 2 5% 

2004 2 1 1 5% 

2005 1 0 1 2% 

2006 2 0 2 5% 

2007 6 4 2 14% 

2008 2 0 2 5% 

2009 1 1 0 2% 

2010 4 1 3 9% 

2011 3 3 0 7% 

TOTAL 44 19 25 100% 

 

 

3.2 Research Methodology 
 
The key focus of the study is to determine the long-

run effects of divestiture on the performance of South 

African companies. A review of literature indicates 

that divestitures are not trivial events as they are 

normally accompanied by a change in shareholder 

wealth (Bhana 2004) and (Lee, Lin 2008). It is for this 

reason that the paper tests the following null 

hypothesis: 

H0: Divestitures have no effect on shareholder 

wealth in the long-run against the alternative 

hypothesis: 

H1: Divestitures have a significant effect on the 

wealth of shareholders in the long-run. 

This paper examines the effect of divestures in 

the long-run over two time periods (250 days, 500 

days) prior and post announcement date. We make 

use of the event study methodology as applied by 

(Bhana 2006) and (Lee, Lin 2008). The share price 

data used in the analysis are collected from McGregor 

BFA and the JSE. This includes: (i) the SA 91-day 

Treasury Bill rate, (ii) the daily share price data for 

each firm, and (iii) the benchmark returns for the 

ALSI and FINDI. In order to examine the long-run 

stock performance subsequent to the divestiture 

announcement, the paper uses the two-factor Asset 

Pricing Theory (APT) model suggested by van 

Rensburg (2001) as the benchmark portfolio: 

 

ftftRESItfRESIftFINDItfFINDIfftit RRRRRR   )()(

 

 

where itR
is the return on company i  in period t , 

ftR
is the risk-free rate in period t  proxied by the 91-

day South African Treasury Bill, FINDItR
 is the return 

on the JSE Financial-Industrial Index, RESItR
 is the 

return on the JSE Resources Index, fFINDI
and 

fRESI
 are the risk parameters to be estimated, 𝜀𝑓𝑡 is 

the residual error term which obeys all the classical 

assumptions of zero mean and constant variance (Van 

Rensburg, Slaney 1997) have shown that the two 

factor APT Model has explanatory power for many 

cross-sectional irregularities on the JSE. They argue 

that the two factor APT model has pricing 

implications not compatible with the Capital Asset 

Pricing Model of (Markowitz 1959) and (Sharpe 

1963) which employs the JSE All Share Index as the 

market proxy. Furthermore, this benchmark is chosen 

over that the three-factor (Fama, French 1996) model 

suggested by (Lee, Lin 2008), as the JSE does not 

have the size capabilities to construct effective ten 

stock benchmarks for the Small Minus Big size 

portfolio, and the High Minus Low book-to-market 

value portfolios for each subsector. While this model 
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has its limitations, including a misspecification factor, 

(Van Rensburg 1999) argues that the model 

demonstrates the best fit for the JSE. 

The abnormal returns were calculated for each 

stock for the time period (250 or 500 days) prior to 

announcement date and the corresponding time period 

(250 or 500 days) post announcement date, as 

follows: 

 

))(ˆ)(ˆ( ftRESItfRESIftFINDItfFINDIftitit RRRRRRAR  

 

 

where itAR
 is the Abnormal Return for firm i  at 

time t , itR
 is the actual return for company i  at time 

t  and the term 

)(ˆ)(ˆ
ftRESItfRESIftFINDItfFINDIft RRRRR  

 

is the expected return 
])[( itRE

 for company i  at time 
t  calculated through the two-factor APT model with 

coefficients calculated from the normal MLS 

regression method
2
 in line with the methodology of 

(Bhana 2006) and (Lee, Lin 2008). The coefficients 

are re-calculated with each time period under review (

250  and 500  days). 

The Cumulative Average Abnormal Return (CAAR) 

was calculated in the following manner for the period 

post-announcement date and similarly for the period 

pre-announcement date: 
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where N  is the number of observations and T  is the 

number of days post-announcement date being 

examined 
)500,250( T

. 

The two periods prior to the event and post the 

event are then tested to see if a significant difference 

exists. This is in line with the methodology employed 

by (Bhana 2006) and (Lee, Lin 2008). In doing so, the 

variance of the cumulated abnormal returns for 

matching periods prior to and post the event were 

compared using an F-Test (Durbach, 2013) for the 

following hypotheses: 

H0: The variance of the CAAR prior to 

announcement date is equal to the variance of the 

CAAR post announcement date H1: The variance of 

the CAAR prior to the announcement date is not equal 

to the variance of the CAAR post announcement date. 

If there is not enough evidence to reject the null 

hypothesis at the 5% significance level, a t-test paired 

for two sample means is conducted, using the Student 

t-statistic (Durbach, 2013), computed as follows: 

                                                           
2
 All assumptions required for MLS regression were tested 

and passed, namely the model is linear in nature, zero 
conditional mean, no perfect collinearity, normality of errors, 
absence of serial correlation and constant variance 
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where m  is the number of observations in the 

sample prior to the announcement date, and n  is the 

number of observations in the sample post-

announcement date. 

This tests the following hypothesis: 

H0: The mean of the CAAR prior to 

announcement date is equal to the mean of the CAAR 

post announcement date. 

H1: The mean of the CAAR prior to the 

announcement date is greater than the mean of the 

CAAR post announcement date
3
. 

The process for the entire sample of 44 

observations is re-conducted assessing the 19 sell offs 

and 25 spin offs separately. Further analysis was 

conducted on the difference between sell offs and spin 

offs so as to determine the difference in effects. 

In order to corroborate the results of the CAAR, 

and to avoid the potential problems of the 

misspecification of the APT model, the paper also 

examines the Buy-and-Hold Abnormal Returns 

(BHAR) methodology of (Barber, Lyon 1997). This 

approach was taken as the BHAR considers the 

geometric mean of the return data, while the CAAR 

considers the arithmetic mean. Over the longer term 

horizon, the geometric mean is considered to be a 

more conservative estimate, yielding stronger 

conclusions (Barber, Lyon 1997). 

Similar to the methodology of the CAAR, the 

BHAR was calculated as follows for the periods prior 

to and post the announcement date of the divestiture: 
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Where T  is the number of days being examined

)500,250( T
, and 

][ itRE
 is the expected 

return of company i  at time t . 

Consistent with the CAAR analysis, F-tests were 

conducted to analyse the variance of the BHAR prior 

to divestiture matched to the same period post-

divestiture. The t-test evaluates the alternate 

hypothesis that the mean BHAR prior to the 

divestiture announcement date is significantly greater 

than the mean BHAR post announcement date over 

the varying time frames (250 and 500 days). 

The process for the entire sample was re-

conducted using only the sell offs, only the spin offs, 

and the difference in returns (sell offs less spin offs) 

to determine the stronger effect, as was done for the 

CAAR.  

The sample period for the study spills into the 

financial crisis period that started in 2008. Given that 

                                                           
3
 This should be interpreted as the mean of the CAAR post 

announcement date being more negative than the mean of 
the CAAR prior to announcement date. If the results are 
significant, it implies that the divestiture destroys shareholder 
value 
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the financial crisis negatively affected stock markets, 

there is a possibility that the results of this study can 

be compromised. To account for this, all the tests will 

be run over the period preceding the financial crisis 

excluding share price data from 2008 going forward. 

 

4. Results 
 

Table 4 presents the long-run return performance 

based on the CAAR benchmarked against the two 

factor APT model. The long-run performance is 

reported for both 250 and 500 days prior to and 

subsequent to the unbundling announcement and is 

compared to the expected returns for the same 

periods.  

Panel A displays the results of the whole sample. 

Significantly negative CAAR results are observed for 

both the 250 and 500 day periods post divestiture, 

when compared to the matching period prior to 

announcement date. Both of these results are 

significant at the 1% level indicating very strong 

evidence against the null hypothesis in favour of the 

alternative. The change in shareholder wealth post 

unbundling differs to that seen prior to the unbundling 

announcement date. From Table 4, it is clear to that 

the periods post-unbundling announcement date 

generate greater negative returns. It is notable that 

while results remain negative, there is a 20.5% 

improvement in shareholder value over the longer 500 

day period when compared to the 250 day period post 

announcement date. 

 
Table 4. Long Run Performance Based on CAAR for Periods of 250 and 500 Days Prior to and Post-

Unbundling 

 

LONG RUN PERFORMANCE BASED ON CUMULATIVE AVERAGE ABNORMAL RETURNS 

HORIZON -250 250 -500 500 

Panel A: Whole Sample (n=44) 

 CAAR (%) -0.885961959 -1.269875824 -0.646106038 -1.008709574 

t-statistic 11.38474936 16.27782137 

F-statistic 0.266959482 0.268477288 

Panel B: Sell offs (n=19) 

 CAAR (%) -0.281517651 -0.430749562 -0.23726581 -0.365733433 

t-statistic 6.046122944 8.055651617 

F-statistic 0.139571298 0.160527465 

Panel C: Spin offs (n=25) 

CAAR (%) -0.604444308 -0.839126262 -0.408840229 -0.642976141 

t-statistic 12.53912398 17.53498747 

F-statistic 0.475537807 0.273021754 

Panel D: Sell offs – Spin offs (n=44) 

CAAR (%) 0.322926657 0.4083767 0.171574419 0.277242708 

t-statistic -3.167247777 -5.431152088 

F-statistic 0.213112457 0.283624647 

 

 

Panels B and C break the whole sample into 

subsamples consisting of sell offs and spin offs 

respectively. Panel B demonstrates that unbundling 

through a sell off adversely effects shareholder wealth 

in the long-run. The CAAR remains negative for both 

the 250 and 500 day periods (-0.43% and -0.37% 

respectively) post announcement date. Furthermore, 

when compared to the matching period prior to 

announcement date, we see that performance of the 

firms has significantly destroyed shareholder wealth 

(significant at the 1% significance level and CAAR is 

further negative). Consistent with the findings of the 

whole sample, the decline in shareholder wealth 

occurs to a lesser extent over the 500 day period 

(results increase by 14% from 250 to 500 days post 

divestiture). For the 250 day period post unbundling, 

the sell offs comprise 33.9% CAAR for the whole 

sample, whilst this figure increases slightly to 37.6% 

over the 500 day period. 

Panel C illustrates that unbundling through a 

spin off will perpetuate the destruction of shareholder 

wealth in the long-run. Consistent with findings for 

sell offs and the sample as a whole, the destruction of 

wealth lessens as time progresses by 23.8%. 

Moreover, the period after the spin off announcement 

date generates a significantly worse performance than 

the matching period prior to the event. The t-statistic 

is significant at the 1% significance level. Since the 

whole sample was split into two subsamples, the 

substantial negative CAAR generated by the whole 

sample is largely driven by the CAAR of the spin 

offs.  

Panel D displays the results of the difference 

between the CAAR of the two unbundling 

subsamples: spin offs and sell offs respectively. The 

results of the 250 day period are positive which, by 

the definition of the formula, indicates that the spin 

offs generate significantly more negative returns than 
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the corresponding sell off. However, one should note 

that both divestures still destroy shareholder wealth in 

the long-run. This result is significant at the 1% 

significance level. Similarly, over the 500 day period, 

there is a significant difference indicating that spin 

offs destroy more shareholder wealth than sell offs – 

however, over this longer time period, the destruction 

of shareholder wealth is to a lesser extent, as is 

expected. 

It should be noted that all F-statistics comparing 

the variances of the periods prior to and post-

unbundling announcement date fall below the critical 

value (Fcrit[-250, +250] = 0.8115; Fcrit[-500,+500] = 

0.8629). This indicates that there is not enough 

evidence to reject the null hypothesis, and that the 

variances of the samples being compared are not 

significantly different. The resulting t-test used to 

consider the difference in means for the same period 

can thus assume an equal variance. Furthermore, all t-

statistics in table 4 are significant to at least the 1% 

level. 

Table 5 showing the long-run performance of the 

unbundled stocks based on the Buy-and-Hold 

Abnormal Returns method, corroborates the results 

seen using the CAAR methodology. Again, it is 

notable that the divestitures as a whole (Panel A) 

generate a significantly negative return over the 

varying periods of 250 and 500 days; as do the two 

subsamples containing only sell offs (Panel B) and 

that containing only spin offs (Panel C). Moreover, as 

with the CAAR results of table 4, the extent to which 

the returns are negative lessens from the 250-day 

period to the 500 day post divestiture period. 

 

 

Table 5. Long Run Performance Based on BHAR for Periods of 250 and 500 Days Prior to and Post-Divestiture 

 

LONG RUN PERFORMANCE BASED ON BUY AND HOLD ABNORMAL RETURNS 

HORIZON -250 250 -500 500 

Panel A: Whole Sample    

BHAR (%) -0.00883111 -0.012596539 -0.006445897 -0.010041447 

t-statistic 5.539620062 16.33866902 

F-statistic 0.273016464 0.271614409 

Panel B: Sell offs    

BHAR (%) -0.002821037 -0.004278958 -0.002368817 -0.003653589 

t-statistic 4.215567927 8.09862225 

F-statistic 0.141439331 0.161161911 

Panel C: Spin offs    

BHAR (%) -0.006027644 -0.008354572 -0.004086993 -0.006412323 

t-statistic 4.436738189 17.56087318 

F-statistic 0.480772402 0.469830652 

Panel D: Sell offs - Spin offs    

BHAR (%) 0.003206608 0.004075613 0.001725606 0.002758775 

t-statistic 0.833279155 -5.469142662 

F-statistic 0.214139447 0.281634857 

 

 

It should be noted that the null hypothesis for the 

F-tests is rejected in all cases and thus the t-test for 

significant differences in means can be undertaken. In 

this instance, all t-statistics are significant at the 1% 

significance level except for the difference between 

sell offs and spin offs (Panel D) over the [-250, +250] 

day test window which is insignificant. Here the null 

hypothesis cannot be rejected, signifying that the 

difference in mean return prior to divestiture and after 

divestiture is not significant. This indicates that over 

the test period, spin offs and sell offs do not generate 

significantly different returns. 

 

4. Discussion of Results 
 

The empirical findings show that over the long-run, 

divestitures in general (both sell offs and spin offs) 

lead to a decline in shareholder wealth in South 

Africa. The results are consistent even after running 

the tests using share price data before the financial 

crisis period that began in 2008. The results of sell 

offs are consistent with the international findings of 

(Lee, Lin 2008) in the UK. They attribute the negative 

returns over the long-run to agency costs subsuming 

the increased efficiency and flexibility amongst 

investment sellers. Further, sellers who unbundle for 

debt-reduction purposes fail to remove persistent 

financial distress. To some extent, the results confirm 

to those of Joosub et al. (2013) who reported 

significant negative results over the short term 

window period. 

The findings presented in this paper with regards 

to spin offs within South Africa differ to those 

presented by (Bhana 2004). Our research finds 

significantly negative CAAR over the longer term 

horizons of 250  and 500  days, whereas 

(Bhana 2004) finds that spin offs generate significant 

improvements in returns. The surprising contradiction 

in results could possibly be attributed to the different 

time-periods under review and the selection criteria. 

While this study focused on a democratic South 

Africa, (Bhana 2004) conducted his research over the 
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volatile period from 1988 – 1999, where neither the 

parent nor subsidiary was a financial institution and 

unbundling was voluntary. In addition this paper used 

the two-factor APT model suggested by (Van 

Rensburg 1999), as opposed to the three-factor Fama 

and French model used by (Bhana 2004). The results 

are also inconsistent with several prior studies from 

developed countries: (Cusatis, Miles & Woolridge 

1993), (McConnell, Ozbilgin & Wahal 2001) and 

(Zakaria, Arnold 2012). 

The results here indicate that there is improved 

performance over the longer period. For the whole 

sample - the spin off sample and the sell off sample, 

the CAAR is less negative when comparing the 500 

day period to that of the 250 day period. This may be 

as a result of the uncertainty faced by investors 

around the announcement date. Investors may feel 

that as time progresses, information asymmetry 

decreases and therefore the capability of making 

accurate decisions increases. For sell offs, the 500 day 

period allows investors to develop a far more accurate 

account of performance and whether the restructuring 

was consistent with the intention of the sellers. This is 

consistent with the concerns of (Lee, Lin 2008) and 

illustrates the potential problems of using returns 

around announcement date as a measure of long-term 

performance.  

Finally, the results indicate that the difference 

between sell offs and spin offs is largely significant. 

Specifically, spin offs lead to a greater destruction of 

shareholder wealth than sell offs. The fact that sell 

offs show superior results than spin offs implies that 

in South Africa the financing hypothesis, which is 

more consistent with sell offs, supersedes the wealth 

transfer and information asymmetry hypothesis which 

are more consistent with spin offs.  

The findings of this paper, both from the 

evaluation of the BHAR and the CAAR, indicate that 

divestitures in general destroy shareholder wealth 

over the long term. Should a firm undertake a 

divestiture, the findings show that sell offs tend to 

reduce shareholder wealth to a lesser extent than a 

spin off over a 250 day and 500 day period post 

divestiture. 

 

5. Conclusion 
 

This paper examines the long-run effect of 

divestitures on shareholder wealth for 44 companies 

listed on the JSE over the period 1995 to 2011. The 

paper utilises both the cumulative average abnormal 

returns and buy-and-hold abnormal returns 250 days 

prior to the divestiture announcement date. The same 

procedure was conducted for a 500 day period prior to 

and post announcement date. The paper considers 

divestitures in terms of sell offs and spin offs, and 

compares the impact each may have on shareholder 

wealth in the long-run. In addition the paper makes a 

comparison of the two forms of divestitures - sell offs 

and spin offs. 

This paper finds that in the South African 

context, unbundling result in a destruction of 

shareholder wealth in the long-run. Negative CAAR 

of -1.26% and -1% were discovered over the 250 and 

500 days post divestiture announcements, 

respectively, for the whole sample. Consistent with 

prior research, sell offs were seen to create a decline 

in CAAR and BHAR over the long-term horizons. 

The findings for spin offs also showed a decline in 

shareholder wealth which contradicts existing 

research both internationally and in the South African 

setting. When comparing the results of spin offs and 

sell offs in the sample, we find that the spin offs 

produced significantly greater negative returns than 

sell offs. This indicates that in South Africa, a sell off 

is a better choice of unbundling compared to a spin 

off. More importantly, this paper finds that contrary to 

the widely held view, under certain circumstances, 

divestitures can actually result in the destruction of 

shareholder value in the long term and sell offs 

provide significantly superior returns compared to 

spin offs. 
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Abstract 
 

Bangladesh is one of the least economically developed countries in the world. A lack of corporate 
governance creates problem for the economic development of the country. This study has been 
undertaken to observe whether corporate governance is being well-executed in Bangladesh and to 
inform views about which approach to corporate governance will be more acceptable to the county. 
The study has examined six cases to see whether corporate governance is properly utilised in the 
country. It is suggested that monetary, fiscal and exchange rate policies should be applied with 
appropriate diligence by the Securities and Exchange Commission, the Bangladesh Bank and the 
National Board of Revenue. It is expected that value can be added through arranging primary and 
supportive activities. Attention to inbound and outbound logistics is likely to improve productivity, 
enhancing profitability, long run sustainability and creating distinct competencies for the Bangladesh 
economy. Ultimately this may help to improve gross domestic product and the basic needs of the 
population. 
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1. Introduction 
 

Bangladesh is one of the world’s least developed 

economies. A low level of corporate governance is an 

impediment to the economic development of the 

country. However there is an enormous possibility of 

improvement which is an important reason to 

implement corporate governance in business practice 

as this will encourage investors' confidence by 

improving awareness and consistency of business 

rules and regulations. Widespread improvements in 

corporate governance have the potential to promote a 

fairer and more trustworthy environment. 

Corporate governance devices which defend 

investors from the opportunistic behaviour of 

managers or overprotective shareholders include 

market mechanisms, institutional norms and 

standards, individual and stakeholder requirements 

and a strong legal framework. In the absence of such 

devices, asymmetries of information between 

managers and external investors may facilitate the 

misappropriation of corporate resources. 

The legal framework refers to the rules of law as 

these relate to government organizations, the public 

and private sectors and financial institutions made 

through the Government of Bangladesh. In 

Bangladesh although separation of the Judiciary from 

the Administrative arm of government has officially 

occurred officially, still the institutions of Parliament, 

the Judiciary, and Administration do not co-operate in 

a coherent manner. The result is frustration among the 

judges including the Chief Justice of the apex body 

(the Supreme Court of Bangladesh). 

Jalan (2007) commented that as the sub-prime 

crisis in the United States (US) and the United 

Kingdom (UK) has demonstrated, non-transparency 

and non-disclosure of financial obligations is not 

confined to developing countries. He argued that for 

all countries, it has become very important to revisit 

banking, auditing and accounting standards and lay 

down guidelines which would ensure full disclosure 

of all obligations, including ‘off balance sheet’ items. 

In Bangladesh business organizations can be 

divided into four types – (1) private ownership 

(self/partnership); (2) public ownership; (3) joint 

ventures; and, (4) multinational companies. Private 

ownership of businesses is the dominant entity form, 

with most companies small in size (90% small and 

medium sized) and family orientated. This form of 

intense ownership structure limits the usefulness of 

corporate governance devices, a flaw cannot be 

rectified by setting rules and laws. As such the 
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implementation of sound corporate governance 

principles in the country is problematic. 

In Bangladesh, the need to improve corporate 

governance became evident when the stock market 

disaster of 1996 occurred. Earlier, in 2004, the 

Bangladesh Enterprise Institute (BEI) had published a 

code of corporate governance for Bangladesh suitable 

for the private sector, financial institutions, state 

owned enterprises (SOEs) and non-government 

organizations (NGOs). According to the BEI (2004) 

the relevant laws and supervision applying to all 

commercial enterprises owned or undertaken by the 

government and their directors should be clearly 

stated and preferably all government entities engaged 

in commercial activities should be governed by the 

BEI code of corporate governance. 

The Bangladesh Company Act 1994 (the ‘Act’) 

sets the rules for companies with regard to its 

management and administration. Before its enactment 

in 1994, Bangladesh was governed by the Company 

Act of 1913. As stated in the (1994) Act the board of 

directors are the management of the business of the 

company. The board of directors is required to 

appoint auditors within one month of the registration 

of a company who are thereafter re-appointed in 

general meetings. Only certified chartered accountants 

can be appointed as auditors, and the Act provides 

that they can have access to the company’s books, 

papers and official documents. The act also covers the 

scope of inquiry of the auditors and the certification 

the auditors must provide. The Act also compels 

companies to keep proper books of account with 

respect to all sums of money received and expended 

by the company, all sales and purchases of goods, the 

assets and liabilities, and other overhead costs of the 

company. Companies Act 1994 also defines the rights 

of majority and minority shareholders. 

Models of corporate governance differ 

sometimes on the basis of the geographical, cultural, 

demographic, political and legal code and practices of 

nations. Ooghe and Vuyst (2001) observed that the 

Anglo-Saxon and the Continental European models of 

corporate governance differ strongly, and the 

differences are mainly due to differences in the 

business context reflecting differing shareholder 

concentration, shareholder identity, and that the 

liquidity of the market for company shares, and 

interlocking ownership are organized in different 

ways in the two country-groups. 

The problems arising from the separation of 

ownership from control also need to be solved. One 

important mechanism is via the board of directors. 

Jackson (2002) observed that Germany and Japan 

share certain features as ‘stakeholder’ models of 

corporate governance in contrast to the more 

shareholder-orientated US model of corporate 

governance. Both can be described as non-liberal 

models because their institutions regulate the 

marketization of both capital and labor. Stakeholders 

in these countries tend to display strong commitment 

and exercise their voice rather than exit in order to 

promote the long-term survival of the firm. This 

contrasts with the US where capital markets are more 

liquid, labor more mobile, and management more 

exclusively focused on the creation of shareholder 

value. 

The major regulators in the Bangladesh 

corporate sector and capital market are the Securities 

and Exchange Commission (SEC) and the Registrar 

of Joint Stock Companies and Firms (RJSC). In the 

monetary sector the main regulator is the Bangladesh 

Bank. In Bangladesh shareholder activism indicates 

that the share market is immature, regulatory forces 

are weak, shareholders are not properly educated, and 

manipulated trading occurs. Boards of directors of 

banks tend to be populated on the basis of political 

affiliation and familial connections. 

The Office of the Comptroller and Auditor 

General (OCAG) of Bangladesh is responsible for 

auditing government receipts and public spending and 

to ascertain whether expenditures have yielded value 

for money in government offices, public bodies and 

statutory organisations (www.cagbd.org). Appointed 

by the President of the Republic, the Comptroller and 

Auditor General (CAG) heads the Supreme Audit 

Institution. The Insurance Bill 2010 and Insurance 

Development and Regulatory Authority Bill 2010 

provide the formal institutional rules for the insurance 

sector. 

Bangladesh has been criticised for the lack of 

ease of doing business in the country. For example, 

the Doing Business 2013 data for Bangladesh shows 

that the country dropped 5 places (from 124 to 129) in 

a ranking list of 185 economies
4
. 

 

2. Literature Review 
 

Macey(1997) argued that the critical distinction 

between the American model of corporate governance 

and the German and Japanese models is that in 

Germany and Japan large-block shareholders take an 

active management role to mitigate managerial 

shirking and misconduct. German and Japanese 

commercial banks are at the center of their respective 

corporate governance models. In contrast, the 

American structure of corporate governance focuses 

power in management, particularly in the chief 

executive officer. For that reason, American 

shareholders are relatively powerless to affect 

management decisions, as they are too disaggregated 

to monitor management's activities, much less to 

galvanize into effective political coalitions to oppose 

those activities. 

Vishny and Shleifer (1997) opined that the 

subject of corporate governance is of enormous 

practical importance. Even in advanced market 

economics, there is a great deal of disagreement on 

                                                           
4
 

www.doingbusiness.org/data/exploreeconomies/bangladesh/) 

http://www.rieti.go.jp/users/gregory-jackson/index_en.html
http://www.rieti.go.jp/users/gregory-jackson/index_en.html


Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
581 

how good or bad the existing governance mechanism 

is. 

Ooghe and Langhe (2002) compared between 

two corporate governance models: the Anglo-

American and the Continental European model. They 

said that these corporate governance models differ 

strongly, and the differences are mainly due to 

differences in the business context and that the 

problems arising from separation of ownership from 

control will thus have to be solved through different 

mechanisms such as the board of directors. They 

found a significant positive relationship between the 

number of directors in the board and a range of other 

factors. 

Colley, Doyle, Logan and Wallace (2003) 

observed that the nature of the game in each nation 

reflects a number of variables: the culture, the 

education of the population, the political system, the 

geography, and the available capital and natural 

resources. These attributes influence the creation of an 

infrastructure that supports the game. Of particular 

importance in the infrastructure are national defense 

and public safety, the nation's transportation system 

and its legal system, both criminal and civil. They 

also argued that absent widespread effective 

governance, capital market will operate inefficiently 

in an atmosphere of distrust and with continued 

erosion of investor confidence, especially on the part 

of individuals. Without access to these markets, 

economic growth and a rising standard of living will 

inexorably falter as creativity and aggressive growth 

strategies strive for lack of fresh capital. 

Werner (2003) observes that the ultimate 

impetus for better corporate governance must come 

from domestic forces and institutions. He comments 

that attracting international capital may prove to be an 

elusive goal until the domestic investor community 

itself shows confidence in the corporate sector. 

Aguilera and Cuervo-Cazurra (2004) argue that 

types of issuers of codes of good governance fall into 

six categories: (1) Stock exchange; (2) Government; 

(3) Directors’ association; 4) Managers’ (such as 

accounting or law professionals); and (6) Investor’s 

association. 

Afroze and Jahan (2005) observed that failings 

in institutions, government agencies, legal 

enforcements and market behaviour have resulted in 

weak corporate governance in Bangladesh. In many 

cases, the current system in Bangladesh does not 

provide sufficient legal, institutional or economic 

motivations for stakeholders to encourage and enforce 

good corporate governance practise. As a result, there 

are few rewards for companies that institute good 

corporate governance practices, and no penalties for 

failing to do so. 

Karim (2005) argued that only by encouraging 

corporate governance at every sphere of Bangladesh 

economic activity, can the country derive the 

optimum benefits of globalization. This is a huge task 

and calls for close cooperation of all concerned 

namely government, employer, shareholder, financial 

institutions and trade bodies etc. The role of 

accountants, auditors, and financial analysts is very 

much essential for the installation of corporate 

governance since these are the people who will 

pinpoint the possible loopholes in the accounting 

information systems. 

Kumar (2005) stated that to one group, corporate 

governance is a part of economics, which is 

concerned with the question of how to motivate the 

management of corporations for its betterment 

through redesigning and remodelling of 

organizational functions. To some others, it is a 

promotion of corporate fairness, transparency and 

accountability. 

Roy (2005) commented that the problem of 

governance is now the overriding aspect of 

Bangladesh to sustain both economic growth and 

social development. 

Zahir (2005) said that the laws and regulations 

relating to securities and share markets in Bangladesh 

are new in practice and have come to be noticed only 

after the great turmoil in the share market in 1996 and 

the action taken by Securities and Exchange 

commission against some persons alleging that they 

contravened the laws relating to the conduct of the 

share markets. 

Steiner and Steiner (2006) observed that the 

legal environment consists of legislation, regulation 

and litigation. There are five enduring trends in this 

environment, all working to constraint business 

behavior. First, laws and regulations have steadily 

grown in number and complexity. Second, 

corporations have expanding duties to protect rights to 

stakeholders, including employees, consumers, the 

public and even competitors. Third, globalization has 

increased the complexity of the legal environment by 

exposing corporations to international law and laws of 

foreign nations. Fourth, although the requirements of 

ethical behavior and corporate social responsibility go 

beyond legal duty, they are continuously plucked 

from the voluntary realm and encoded into law. 

Finally, the law is constantly evolving. 

Haque, Jalil and Naz (2007) depicted that 

corporate culture in Bangladesh is still in a state of 

infancy. While legal requirements for good corporate 

governance have been created, rushing to 

institutionalize the culture of governance through 

legal and regulatory requirements or through external 

pressures will do more harm than good to the culture. 

Under such circumstances, the spirit of the good 

governance will be lost and a rather perfunctory 

structure will take place. 

Surijah (2007) commented that it is obvious that 

the role of moral intelligence and a creative corporate 

strategy is essential for companies to achieve a good 

corporate performance. In fact, nowadays societies 

desire new value products and strongly demand for a 

fair business. 
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Ahmed, Alam, Jafar, Zaman (2008) considered 

that a strong legal environment has an important 

influence in fostering good corporate governance 

practice. A weak legal system limits the spectrum of 

corporate governance practices by a firm. They 

argued that despite the hindrances, officials and 

business leaders must improve the performance of 

firms' corporate governance in order to increase the 

chances of continued vigorous economic growth. 

Uddin and Choudhury (2008) observed that 

companies in Bangladesh are predominantly 

controlled, managed and operated by the sponsor 

directors/family members, even though in many cases 

they own a minority of the shares. Directors bend and 

break the rules to serve the family and the 

accountability of companies to general shareholders is 

minimal. Their paper also highlighted the state of 

annual general meetings and dividend-declaring 

tendencies; that company accounts are not audited 

properly and financial accounts are often misleading. 

They believe that key corporate governance measures 

are being ignored by many companies and rules 

essentially remain ineffective. Familial and political 

connections are often in direct contradiction with 

Bangladesh’s rational and legal power. However, the 

family tradition in business and politics continues to 

thrive, despite continuous bombardment with strict 

measures and reforms.  

Bettinelli and Chugh (2009) discussed the 

relationship between the board of directors and 

corporate governance quality. Some divergences 

emerged among the ten European countries they 

examined. For example, on the employees’ 

representation on the board, on the number of 

directors, and on independence recognition are 

required. Germany and Austria have the highest legal 

rules indices, Portugal has the lowest. On board of 

directors’ composition, and on what makes a good 

board of directors, there is not always homogeneous 

theoretical support. This facet and the fact that some 

cultural and historical differences remain strong, can 

explain the law divergences they found.  

Rabbani and Khan (2009) found that there exist 

significantly positive relationship between board size 

and independent directors. The study also found 

significantly negative relationship between board 

sizes and block shareholding. 

Islam, Sathye and Hu (2009) urged that the 2008 

Global Financial Crisis (GFC) has brought into focus 

the need for better supervision and governance in 

banks internationally. Banks are corporations and 

their firm value depends as much on good governance 

as any other firm. From a policy perspective, bank 

regulators should have an interest in sound corporate 

governance mechanisms in banks from a financial 

system stability perspective. 

The World Bank (2009) recommended that, in 

Bangladesh, the Companies Act (CA) and guidelines 

should be finalized as part of a broad consultative 

process that serves both to incorporate relevant 

experience and to raise awareness of Bangladesh’s 

many investors on the new CA and guidelines and the 

importance of good corporate governance. The World 

Bank recommended that while drafting new 

guidelines and other laws or regulations, 

policymakers should harmonize provisions to 

eliminate contradictions and increase clarity. 

Fernando (2010) observed that business ethics 

and corporate governance of an organization go hand 

in hand. In fact, an organization that follows ethical 

practices in all its activities will, in all probability, 

follow best corporate governance practices as well. 

He also urged that in corporate governance, the 

underlying goalposts are transparency, integrity, full 

disclosure of financial and non-financial information, 

and protection of stakeholders’ interests. 

Mahmood (2010) suggested that governance and 

corruption reforms have become a central issue in 

many recent elections, and because of democratic 

reforms, new leaders dedicated to fighting corruption 

and improving public administration are attaining 

power as never before. The countries that are 

beginning to show signs of early success are those 

that have unbundled the governance agenda and are 

implementing programs that address a variety of 

structural reforms aimed at changing the manner in 

which their governments conduct business. 

Ahmad and Rahman (2011) observed that in 

Bangladesh, until now, good corporate governance is 

very much neglected and hardly practiced by 

enterprises. But ensuring good corporate governance 

in stock exchanges could help us from a lot of 

troubles. Looking back the stock market debacles in 

1996 and 2010, it has been clear that stock market 

members are practicing very poor corporate 

governance. The investigation committee identified 

heavy weight corporate, politicians, officials of 

securities regulatory body, stakeholders and renowned 

individuals are involved in the market crash. To bring 

a change in this scenario the stock exchanges need to 

be demutualised. Demutualisation will ensure sound 

corporate governance, reduce unauthorised influences 

by members and bring operational efficiency. 

Hossain (2011) observed that commercial banks 

of Bangladesh have been involved heavily in the 

stock market business for the last few years. Allowing 

merchant banking has exaggerated the situation. 

Banks became the key player in the stock market in 

Bangladesh. Therefore, any policies to control banks' 

exposure to the stock market would have significant 

impact on the capital market. Monetary easing during 

last two or more years (money supply was more than 

22% during the period) also fuelled to the buoyancy 

of the stock market.  

Wang (2011) found that firms with higher 

governance index and higher institutional ownerships 

are more likely to have their preferred stock issues 

tasted. Firms with higher concentration of institutional 

holdings tend to have better ratings. For firms that 

have their preferred stock issues in the speculative 
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grades, their institutional ownership exercises larger 

influence on improving ratings. 

This review of literature on corporate 

governance has prompted this research study in which 

we consider whether corporate governance has been 

well executed in Bangladesh, and which sort of 

corporate governance will be more acceptable to 

business organisations in the country. 

 

3. Objectives of the Study 
 

The study has been undertaken due to following 

reasons: 

i)   to assess present status of corporate governance in 

Bangladesh with special reference to legal extent; 

ii) to see whether different rules of the country is 

sufficient to cover accountability, fairness and 

transparencies in different organizations; 

iii) to provide some suggestions on how corporate 

governance can better perform in Bangladesh and 

to play active role to develop the country’s 

economy. 

 

4. Methodology 
 

It is the purpose of this study to consider corporate 

governance implementation and performance in 

Bangladesh within the existing law and code of 

conduct. The study is based on secondary sources of 

data published in books, journals, dailies, annual 

reports; information published on the Internet, and 

enacted codes. The time period of the study is January 

to May 2011. The study is explanatory and 

informative in nature. The study will consider six case 

studies to analyse the current scenario of Corporate 

Governance of Bangladesh. 

Firstly we provide an overview of the more 

significant enacted codes and regulations that exist (in 

part) to guide corporate governance practice in 

Bangladesh. We then provide six case studies to 

demonstrate the uptake of corporate governance 

principles and practices by Bangladesh firms. 

 

5. Authoritative regulation and guidance 
 

Registrar of Joint Stock Companies and 
Firms 
 

The Registrar of joint stock companies (RJSC) is the 

single authority under the ministry of commerce. Its 

functions include oversight of the Companies Act 

1994 which includes private companies, public 

companies, foreign companies and trade 

organizations. The Societies Registration Act 1860 is 

implied for Societies and the Partnership Act 1932 for 

partnership firms. The RJSC is empowered to call for 

information, explanation or to produce such books or 

papers, as the register deems necessary. 

 

 

Stock Exchanges 
 

There are two self regulated stock exchanges in 

Bangladesh – Dhaka stock exchange (DSE) and 

Chittagong stock exchange (CSE) operating under 

Securities and Exchange Commission which is (under 

the Securities and Exchange Commission Act 1993) 

responsible for assuring the proper issuance of 

securities, protection of the rights of the investors and 

the development and regulation of capital market. The 

Chairman and Members of the Commission are 

appointed by the government and have overall 

responsibility to administer securities legislation. The 

Commission is a statutory body and attached to the 

Ministry of Finance. 

The securities and exchange ordinance 1969 

regulates the issuance of securities. Securities and 

Exchange Commission by the order dated the 9th 

January, 2006 No. SEC/CMRRCD/2006-

158/Admin/02-06: Whereas, the Securities and 

Exchange Commission (herein after referred to as the 

‘Commission’) deems it fit that the consent already 

accorded by the Commission, or deemed to have been 

accorded by it, or to be accorded by it in future, to the 

issue of capital by the companies listed with any stock 

exchange in Bangladesh, should be subject to certain 

further conditions, on ‘comply or explain’ basis, in 

order to improve corporate governance in the interest 

of investors and the capital market; Now, therefore, in 

exercise of the power conferred by section 2CC of the 

Securities and Exchange Ordinance, 1969 (XVII of 

1969), the Commission hereby imposes following 

further conditions to the consent already accorded by 

it or deemed to have been accorded by it, or to be 

accorded by it in future to the issue of capital by the 

companies listed with any stock exchange in 

Bangladesh: 

Provided, however, that these conditions are 

imposed on ‘comply or explain’ basis. The companies 

listed with any stock exchange in Bangladesh should 

comply with these conditions or shall explain the 

reasons for non-compliance in accordance with the 

condition No.5. 

 

The Conditions 
 

1. BOARD OF DIRECTORS: 
 
1.1. Board’s Size 
 

The number of the board members of the company 

should not be less than 5 (five) and more than 20 

(twenty) with a view to enabling access to diverse 

expertise and meaningful discussion: 

Provided, however, that in the case of banks and 

non-bank financial institutions, insurance companies 

and statutory bodies for which separate primary 

regulators like Bangladesh Bank, Department of 

Insurance etc. exist, the Board of those companies 

should be constituted as may be prescribed by such 
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primary regulators in so far as those prescriptions are 

not inconsistent with the aforesaid condition. 

 

1.2. Independent non-shareholder Directors 
 

All companies should encourage effective 

representation of independent non-shareholder 

directors on their Boards of Directors so that the 

Board as a group includes core competencies 

considered relevant in the context of each company. 

For this purpose, the companies should comply with 

the following: 

 i. At least one fifth (1/5) of the total number of 

the company’s board of directors should be 

independent non-shareholder directors; 

Explanation: For the purpose of this clause, the 

expression “independent non-shareholder director” 

means a director who is not connected with the 

company or its promoters or directors on the basis of 

family relationship; who does not have any other 

relationship, whether pecuniary or otherwise, with the 

company or its subsidiary/associated companies; who 

is not a member, director or officer of any stock 

exchange; and who is not a shareholder, director or 

officer of any member of stock exchange or an 

intermediary of the capital market. 

ii. The independent non-shareholder directors 

should be appointed by the elected directors. 

 

1.3. Chairman of the Board and Chief Executive 
 

The positions of the Chairman of the Board and the 

Chief Executive Officer of the companies should be 

filled by different individuals. The Chairman of the 

company should be elected from among the directors 

of the company. The Board of Directors should 

clearly define respective roles and responsibilities of 

the Chairman and the Chief Executive Officer. 

 

1.4 The Directors’ Report to Shareholders 
 

The directors of the companies should include 

following additional statements in the 

Directors’ Report prepared under section 184 of 

the Companies Act, 1994: 

(a) The financial statements prepared by the 

management of the issuer company present fairly its 

state of affairs, the result of its operations, cash flows 

and changes in equity; 

(b) Proper books of account of the issuer company 

have been maintained; 

(c) Appropriate accounting policies have been 

consistently applied in preparation of the financial 

statements and that the accounting estimates are based 

on reasonable and prudent judgment; 

(d) International Accounting Standards, as applicable 

in Bangladesh, have been followed in preparation of 

the financial statements and any departure therefrom 

has been adequately disclosed; 

(e) The system of internal control is sound in design 

and has been effectively implemented and monitored; 

(f) There are no significant doubts upon the issuer 

company’s ability to continue as a going concern. If 

the issuer company is not considered to be a going 

concern, the fact along with reasons thereof should be 

disclosed; 

(g) Significant deviations from last year in operating 

results of the issuer company should be highlighted 

and reasons thereof should be explained; 

(h) Key operating and financial data of at least 

immediately preceding three years should be 

summarised; 

(i) If the issuer company has not declared dividend 

(cash or stock) for the year, the reasons thereof should 

be given; 

(j) Significant plans and decisions, such as corporate 

restructuring, business expansion and discontinuance 

of operations, should be outlined along with future 

prospects, risks and uncertainties surrounding the 

company; 

(k) The number of Board meetings held during the 

year and attendance by each director should be 

disclosed; 

(l) The pattern of shareholding should be reported to 

disclose the aggregate number of shares (along with 

name wise details as stated below) held by: 

other related parties (name wise details); 

Secretary, Chief Financial Officer, 

Head of Internal Audit and their spouses and 

minor children (name wise details); 

tives; and 

voting interest in the company (name wise details). 

Explanation: For the purpose of this clause, the 

expression “executive” means top five salaried 

employees of the company, other than the Directors, 

Chief Executive Officer, Company Secretary, Chief 

Financial Officer and Head of Internal Audit. 

 

2. CHIEF FINANCIAL OFFICER (CFO), HEAD 
OF INTERNAL AUDIT AND COMPANY 
SECRETARY: 
 

2.1. Appointment 
 

The company should appoint a Chief Financial 

Officer (CFO), a Head of Internal Audit and a 

Company Secretary. The Board of Directors should 

clearly define respective roles, responsibilities and 

duties of the CFO, the Head of Internal Audit and the 

Company Secretary. 

 

2.2. Requirement to Attend Board Meetings 
 

The CFO and the Company Secretary of the 

companies should attend meetings of the Board of 

Directors, Provided that the CFO and/or the Company 
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Secretary should not attend such part of a meeting of 

the Board of Directors which involves consideration 

of an agenda item relating to the CFO and/or the 

Company Secretary. 

 

3. AUDIT COMMITTEE: 
 

The company should have an Audit Committee as a 

sub-committee of the Board of Directors. 

 The Audit Committee should assist the Board of 

Directors in handling the issues which might be 

overlooked and should ensure a good monitoring 

system within the business. 

The aims of the establishment of an Audit 

Committee should be to create efficiency in the 

operations and to add value to the organization. The 

Audit Committee should be responsible to the Board 

of Directors according to the duties and 

responsibilities assigned by the Board of Directors. 

The duties of the Audit Committee should be clearly 

set forth in writing. 

 

3.1. Constitution of Audit Committee 
 

i. The audit committee should be composed of at 

least 3 (three) members; 

ii. The Board of Directors should appoint 

members of the Audit Committee 

who should be directors of the company and 

should include at least one independent non-

shareholder director; 

iii. When the term of service of the committee 

members expires or there is any mcircumstance 

causing any committee member to be unable to hold 

office until expiration of the term of service, thus 

making the number of the committee members to be 

lower than the prescribed number of 3 (three) persons, 

the Board of Directors should appoint the new 

committee member(s) to fill up the vacancy(ies) 

immediately or not later than 1 (one) month from the 

date of vacancy(ies) in the Committee to ensure 

continuity of the performance of work of the Audit 

Committee. 

 

3.2. Chairman of the Audit Committee 
 

i. The Board of Directors should select 1 (one) 

member of the Audit Committee to be Chairman of 

the Audit Committee; 

ii. The Chairman of the audit committee should 

have a professional qualification and must have 

knowledge, understanding or experience in 

accounting or finance. 

 

3.3. Reporting of the Audit Committee 
 

3.3.1 Reporting to the Board of Directors 
 

i. The Audit Committee should report on its 

activities to the Board of Directors; 

ii. The Audit Committee should immediately 

report to the Board of Directors on the following 

findings, if any: 

(a) Report on conflicts of interests; 

(b) Suspected or presumed fraud or irregularity 

or material defect in the internal control system; 

(c) Suspected infringement of laws, including 

securities related laws, rules and regulations; 

(d) Any other matter which should be disclosed 

to the Board of Directors immediately. 

 

 3.3.2. Reporting to the Authorities 
 

If the Audit Committee has reported to the Board of 

Directors about anything which has material impact 

on the financial condition and results of operation and 

has discussed with the Board of Directors and the 

management that any rectification is necessary, upon 

completion of the period of time mutually fixed, if the 

Audit Committee finds that such rectification has 

been unreasonably ignored, the Audit Committee or 

it’s members should report such finding to the 

Commission. 

 

3.4. Reporting to the Shareholders and General 
Investors 
 

Report on activities carried out by the audit 

committee, including any report made to the board of 

directors under condition 3.3.1 (ii) above during the 

year, should be signed by the Chairman of the Audit 

Committee and disclosed in the annual report of the 

issuer company. 

 

4. EXTERNAL/STATUTORY AUDITORS 
 

The company should not engage its external/statutory 

auditors to perform the following services of the 

company: 

i. Appraisal or valuation services or fairness 

opinions; 

ii. Financial information systems design and 

implementation; 

iii. Bookkeeping or other services related to the 

accounting records or financial statements; 

iv. Broker-dealer services; 

v. Actuarial services; 

vi. Internal audit services; 

vii. Any other service that the Audit Committee 

determines. 

 

5. REPORTING THE COMPLIANCE IN THE 
DIRECTOR’S REPORT 
 

The directors of the company shall state, in 

accordance with the annexure attached, in the 

directors’ report whether the company has complied 

with these conditions. 

By order of the Commission 

Dr. Mirza Azizul Islam 
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Chairman Securities and Exchange Commission 

Board of directors and managements of a bank 

should comprise of the competent and professionally 

skilled persons with a view to ensure good and 

corporate governance in the bank management
5
. It is 

also inevitable to have specific demarcation of 

responsibilities and authorities between these 

controlling bodies over bank’s affairs. In absence of 

specific division of responsibilities and authorities, 

even in spite of these bodies’ are being formed with 

skilled and efficient persons, the desired goals of an 

institution cannot be achieved due to lack of 

transparency and accountability of all concerned. 

Under such circumstance, the specific demarcation of 

responsibilities and authorities among the board of 

directors, its chairman , Chief Executive Officer 

(CEO) of the banking-companies in respect of its 

overall financial, operational and administrative 

policymaking and executive affairs including overall 

business activities, internal control, human resource 

management and development thereof, income and 

expenditures etc, along with lending and risk 

management issues. 

Recently, Bangladesh bank has been observed 

that some banks are investing in capital market 

through merchant banking operation in violation of 

instructions of section 26(2) of the Banking Company 

Act, 1991. In this respect banks are advised to follow 

the instructions of the section 26(2) of Banking 

Company Act, 1991 accordingly
6
. Moreover, banks 

are also advised to operate merchant banking 

activities by constituting separate legal entity i.e., 

subsidiary company to protect the interest of the 

depositors. To constitute subsidiary company, existing 

rules have to be aboded by the banks for their 

compliance.(source: Bangladesh Bank: Chronology of 

Major Policy Announcements : FY10,Appendix-1
7
) 

From December 31, 2000 banks and financial 

institutions were required to comply with the 

international accounting standard. The accounting 

standard requires banks to disclose the classification 

of their loan portfolio (as sub-standard, doubtful, or 

bad) based on their default activity and make a loan 

loss provision specifically for classified loans. 

Bangladesh bank also regulates the non-banking 

financial institutions under financial institutions act 

1993. Non-banking financial institutions are 

prohibited from accepting deposits payable on 

demand by cheque or otherwise. This category 

includes leasing and housing finance companies. Even 

Grameen Bank was established as per Bangladesh 

Bank’s ordinance in the year 1983 -though it is not a 

bank and it can not issue cheque. Grameen Bank like 

other NGOs involved in micro credit disbarment 

process and effectively doing business in the country 

                                                           
5
http://www.bangladesh-

bank.org/pub/annual/anreport/ar0910/app1.pdf 
6
http://www.bangladesh-

bank.org/pub/annual/anreport/ar0910/app1.pdf 
7
http://www.bangladesh-

bank.org/pub/annual/anreport/ar0910/app1.pdf ,pp:189-195 

through international linkage with their 48 sister 

concerns as a resultant factor helps to get 

empowerment of women. 

The bankruptcy act 1997 provides the provision 

in addition to winding up provisions of company act 

1994, for companies suffering from insolvency.  

Investment corporation of Bangladesh (ICB) has 

been started functioning from the year 

1976.Objectives of ICB has been given below: To 

encourage and broaden the base of investment. To 

develop the capital market; to provide for matters 

ancillary thereto; to mobilize savings. to promote and 

establish subsidiaries for business development. Basic 

functions of ICB are as follows: Underwriting of 

initial public offering of shares and debentures; 

Underwriting of right issue of shares; Direct purchase 

of shares and debentures including Pre-IPO placement 

and equity participation; Providing lease finance to 

industrial machinery and other equipments singly or 

by forming syndicate; Managing investors' Accounts; 

Managing Open End and Closed End Mutual Funds; 

Operating on the Stock Exchanges; Providing 

investment counsel to issuers and investors; 

Participating in Government divestment Program; 

Participating in and financing of, joint-venture 

projects; Dealing in other matters related to capital 

market operations; Trusty, Custodian, Bank 

Guarantee; Consumer Credit
8
 . There are investment 

banks in the private sector also. 

According to Afroz(2004) state-owned 

Investment Corporation of Bangladesh (ICB) is 

brought down to the level playing field with other 

private asset management companies in Bangladesh, 

there would remain an unfair competition in the 

market between public and private mutual funds and 

that would impede the growth of private mutual fund 

market in Bangladesh. ICB had been acting as the 

sole asset management firm in Bangladesh until 

November 1999. In order to develop an institutional 

base of the ICB and to bring it to a level playing field 

with private asset management companies the ICB 

(Amendment) Act 2000 was enacted. Following the 

said act, ICB was restructured to create three new 

subsidiaries to carry out merchant banking, mutual 

fund operations and stock brokerage functions 

separately. The ICB subsidiaries are : (a) ICB Capital 

Management Ltd. (merchant bank); (b) ICB Asset 

Management Ltd. (manager of trusts and funds, 

including mutual funds); and (c) ICB Securities 

Trading Ltd. (Stock Broker and Securities Ltd.). 

Though these subsidiaries were formed, no asset was 

transferred to the ICB Asset Management Company. 

Besides, the parent ICB, which does not come under 

the regulatory framework of the SEC, continued to 

manage the existing mutual funds. Therefore, these 

funds can borrow unlimitedly without any 

quantitative restriction on their investments in a 

particular company, group or sector like the private 

funds. Also, in violation of the mutual fund rule, the 

                                                           
8
 http://www.icb.gov.bd 
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ICB or the ICB Asset Management Ltd. does not 

publish net asset value or submit any report or pay 

any fees to the SEC. This, therefore, creates an unfair 

competition between public sector and private sector 

mutual funds
9
.  

 A total of 31 companies received merchant 

banking licences from the Securities and Exchange 

Commission. The registered merchant banks are: 

Janata Bank Limited, BRAC Bank Limited, City 

Bank Limited, Premier Bank Limited, Mutual Trust 

Bank Limited,Industrial Development Leasing 

Company of Bangladesh Ltd, Uttara Finance 

andInvestment Limited, Banco Trans World 

(Bangladesh) Limited, Fidelity Assets and Securities 

Company Ltd., N D B Capital Ltd., Bay Leasing 

andInvestment Limited, Alliance Financial Services 

Ltd., Business and Management Co. Ltd., 

SwadeshInvestment Management Limited, 

LankaBangla Finance Limited, Grameen Capital 

Management Limited, South Asia Capital Ltd., Prime 

Finance &Investment Ltd., EC Securities Ltd., 

Mercantile Securities Limited, GSP Finance 

Company (Bangladesh) Ltd., Bangladesh Mutual 

Securities Ltd., BRAC EPLInvestment Ltd, Prime 

Bank Limited, Arab Bangladesh Bank Ltd.,ICB 

Capital Management Ltd., ExportImport Bank of 

Bangladesh Ltd. (EXIM Bank), Union Capital 

Limited , AAA Consultants and Financial Advisers, 

Citigroup Global Markets Bangladesh Private 

Limited, Trust Bank Ltd, Southeast Bank Ltd, 

Standard Bank Ltd, Sonali Bank Limited and Agrani 

Bank Limited
10

. 

According to Islam (2011) the International 

Monetary Fund (IMF) has recommended amendment 

to the regulations relating to capital market 

investment by the banks to minimise risks. The banks 

should not be allowed to invest in the share market 

more than 25 per cent, in any form, of their total 

capital, according to the IMF suggestions. A bank is 

now allowed to invest in capital market an amount not 

in excess of 10 per cent of its total liabilities. The  

recommendations came against the backdrop of the 

collapse of the country's stock market after an 

unprecedented bull run. A probe body formed by the 

government submitted last week its report exposing 

some institutions and individuals allegedly involved 

in the stock market scam. The central bank has 

estimated that if any bank invests 10 per cent of its 

deposits and if the share price slides by 25 per cent 

from its purchase price, the bank's capital adequacy 

ratio will decline by a minimum of 2.0 per cent. 

Currently, the banks are allowed to invest 10 per cent 

of their liabilities (deposits) in the share market in line 

with the section 26 (2) of the Banking Companies Act 

1991.Under the existing rules, holding of equity share 

in any form should not exceed the approved limit 

under section 26(2) of the Banking Company Act 

1991. Additional/ unauthorized amount of holding 

                                                           
9
http://www.saarclaw.org/expert_talk_detail.php?eid=1010 

10
 http://www.scribd.com/doc/35703548/Merchant-Banking 

will be deducted at 50 per cent for Tier-1, generally 

known as core capital and 50 per cent from Tier-2, 

generally known as supplementary capital. The IMF 

has also suggested for taking measures to reduce 

investment in the bank's own subsidiary companies - 

brokerage houses and merchant banks - to minimise 

their risk. Besides, the central bank has increased the 

rate of general provisioning requirement for 

unclassified loans extended against shares, the BB 

official said. 

The banks will have to maintain a 2.0 per cent 

general provision, instead of the previous rate of 1.0 

per cent, for unclassified loans to brokerage houses, 

merchant banks, stock dealers and individuals against 

shares, they added. 

 Under Investment Board Act 1989, the board of 

investment (BOI) is the main private investment 

promotion and facilitation agency of Bangladesh. 

 The government on 26
th

 January, 2011 formed 

the country's first Insurance Development and 

Regulatory Authority (IDRA), replacing the office of 

the Chief Controller of Insurance. The IDRA will 

function as per the  insurance laws which enacted in 

the month of March 2010, with a vision to reorganize 

the inadequately – synchronized segment. The  

regulations permit merger and acquisition  by now 

crowded service industry and cover the method for 

the entrance of additional foreign companies into the 

market. The regulations make available for stronger 

penalties and tough management of the segment with 

annual premium earn of over a billion dollar. 

According to Lawmakers on Wednesday passed two 

bills designed to streamline and develop the insurance 

sector
11

. The bills - Insurance Bill 2010 and Insurance 

Development and Regulatory Authority Bill 2010, 

will be helpful to better regulate the industry and 

protect customers' interests, policy makers claimed. 

The current Directorate of Insurance will cease to 

exist after the bills become laws. The laws would 

renew and update Insurance Ordinance 2008 and 

Insurance Regulatory Authority Ordinance 2008 of 

the past caretaker government. 

The NGO Affairs Bureau (NGOAB) was 

established in 1990 through an administrative order of 

the government. Its functions include: Regulates the 

registration of foreign funded NGO and project 

proposal; Approves foreign funded NGO projects etc. 

The NGOS are formed as per societies registration 

act, 1860. They are governed by the ministry of social 

affairs. The board of directors of NGOS is being 

legally obliged to ensure the compliance of articles of 

incorporation, by laws and internal rules and 

measures. 'Microcredit Regulatory Authority Act 

2006, which is still playing ineffective role in 

supervising, monitoring of micro financing.  

 The state-owned sector in Bangladesh is also 

existing side by side private sector.  
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The non-financial enterprises owned by the 

GOB are administered through 38 corporations which 

include: Manufacturing; Utilities; Transport and 

communication; Trade and commerce; Agriculture 

and fisheries; Construction and real estate, and Other 

services.  

The primary agency for oversight of SOES is the 

office of the Comptroller and Auditor General (CAG). 

It audits all statutory corporations and commercial 

enterprises in which the government owns 50% or 

more of the shares. CAG audit reports are passed on 

to the public accounts committee (PAC) of 

parliament. The PAC is responsible for taking action 

on the basis of the CAG audit reports.  

In the context of Bangladesh, directors who 

would fit the definition of ‘independent’ in 

Bangladesh are often current or former government 

officials or bureaucrats or politically actively 

motivated person. They are appointed to help the 

company get licenses or as payback for previous 

favours. Very few independent directors are appointed 

for their expertise and the priority in appointing 

directors is usually their personal connections to 

company management or having connections that can 

be used for the company in the future. When boards 

need an independent opinion they rely on employing 

outside consultants or advisors. Therefore, in the 

context of Bangladesh, independent directors do not 

serve as an advocate for minority shareholders or as a 

source of new and different ideas. The act also does 

not provide for or recognize ‘independent’ directors, 

since a minimum number of shares is required to be 

held by any director other than the MD. In 

Bangladesh, the Government dominates the financial 

sector However, accountability and transparency are 

lacking because of the lack of oversight by the Public 

Accounts Committee. If the parent body is not 

working, it is difficult to implement the rules and 

regulations. 

The board of directors of a company is required 

to appoint auditors within one month of the 

registration of a company. Thereafter, auditors are 

appointed in general meeting. Only chartered 

accountants may be appointed as auditors. The 

auditors shall have access to all books and papers. 

The scope of inquiry of the auditors is elaborately 

spelt out in the act, as well as the nature of the 

certification the auditors must provide. 

 

Present Situation 
 

According to World Bank(2007) in Bangladesh, 

institutional frameworks and current standards, with 

respect to public sector auditing requires -a new 

National Audit Act is needed; it should adopt 

international standards, include an adequate Offences 

Clause, and provide greater independence and 

authority to the Supreme Audit Institution and 

Comptroller Auditor General respectively. 

Accounting qualifications should be expected of all 

public sector financial auditors, and professional 

development is needed in technical and operational 

areas. And also current auditing standards: 

methodologies must be improved through adoption of 

a modern audit manual. Audits of state-owned 

enterprises currently have limited impact due to 

delayed issuance, outstanding audit objections, late 

preparation of independent accounts, and non-

response; senior management should be consulted on 

audit findings. International standards for financial 

reports and statements should be adopted, and the 

processes for reporting on fraud and compliance must 

be improved. World Bank’s recommendation is not 

applied for only public sector but it should also be 

applied for private organizations. 

Lack of transparency, accountability and fairness 

creates real problem. Even some listed companies in 

Securities and Exchange Commission of the country 

doesn’t regularly held annual general meeting. 

Accounting standard, norms and practices are still not 

international benchmark. The existing arrangement in 

Bangladesh does not make accessible adequate legal, 

institutional and economic inspiration for stakeholders 

to persuade and implement corporate governance 

custom. Role of Bangladesh Bank, Securities and 

Exchange Commission regarding capital market scam 

may be quoted below
12

:  

 

Some Cases: 

 

Case:1 Quote: 

 

“…… Bangladesh Bank seems to be panicked with 

inflationary pressure and huge credit growth in the 

unproductive sectors, while money is mostly being 

diverted to real estate and capital market. Credit 

growth has risen to 27% vis-à-vis against below 20% 

about a year ago with inflation inching up beyond 

8.00%. Therefore, though Bangladesh Bank is talking 

about an accommodative monetary policy, in reality 

through mopping up the surplus by increasing the 

CRR (Cash Reserve Ratio), it was rather following a 

contractionary policy. However, lately they are trying 

to sooth the market by releasing more money through 

repurchage agreement or REPO. They are having a 

tough time in differentiating between unproductive 

sector credit growth and normal credit growth. 

Though they are committed to protect the banking 

sector from the effects of any possible stock market 

crash, the overall susceptibility to the pressure from a 

popularly elected regime is not allowing them to be 

focused on execution. 

There is a big question, whether Bangladesh 

Bank has performed its due role while the capital 

market needed their help. Analysts say, despite a huge 

increase in money supply, inflationary pressure on 

food and non-food items, was not high, since most of 

the surplus money went into capital market. However, 

when they started to mop up the surplus, the market 
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felt the pinch big time, liquidity dried out and market 

index came down from 8900 to 6300, pushing many 

retail investors to the street and the government policy 

planners bewildered. 

I was privy to a big debate - whether Bangladesh 

Bank is responsible for ensuring real sector growth 

through monetary policy response or they should be 

much concerned about a temporary asset bubble or 

sudden burst in the capital market. Yes, there are 40 

million plus bank account holders, numbers 

increasing with the opening of more farmers' accounts 

with the state owned banks to channel subsidy. 

Should the monetary watchdog then be too concerned 

to protect the interest of about 3.2 million beneficiary 

owners account (BO) holders in the stock brokerage 

houses, which is already heated up, warranting 

massive correction based on fundamentals? To keep 

the answer short and crispy- Bangladesh Bank is more 

responsible for real sector growth and at the same 

time, it needs to protect and help nourish country's 

banking sector. However, its actions so far warrant a 

'soul searching'. While they came to know (though 

pretty late) that banks' exposure to the capital market 

went beyond the roof, they could have come up with a 

coordinated effort to gradually reduce the exposure to 

the optimum level. Instead, selling pressure by the 

large banks to adjust their position created a panic in 

the market, shaking the confidence. Bangladesh Bank 

somehow lent deaf ears to the Securities and 

Exchange Commission (SEC), on the latter's appeal 

for creating liquidity in the stock market. The right 

arm was not obviously talking to the left arm. The 

level of retail investors' engagement in the stock 

market -- too many people chasing too less stocks, 

unlike to the situation in any other similar countries -- 

may cause serious threat to the political or social 

security. Therefore any regulator, wanting to protect 

the regime, must lend helping hand in this regard. At 

least, do a 'deep dive' analysis and action in 

togetherness. 

However, an USD 50 billion capital market with 

445 listed securities and that too being quite shallow, 

not depicting the real fundamentals, can't do much to 

create an inclusive society in Bangladesh and make 

growth more equitably distributed. It is rather 

contributing further to create an asset bubble in the 

economy and, at the same time accelerating the 

process of income inequality and regional disparity to 

a significant extent. In a labour surplus economy, we 

need more employment at home and also at abroad 

with an increasing rise in investments, both domestic 

and foreign. Only real sector investment makes this 

worth.” 

 

Unquote 

 

Recently in the National Parliament t treasury bench 

members accuses to the Finance Minister of the 

country for continuing the debacle situation of the 

capital market but yet to see what action Ministry of 

Finance will actually take. Only change of Chairman 

of SEC and members are not the solution of the 

problem. 

Regarding the present situation of Share market 

debacle following news has been published in Daily 

Star, Bangladesh(May 24, 2011 under the title: Take 

action against stock market culprits Treasury bench 

MPs ask govt; Muhith says further probe into 14 cases 

underway reported by Staff Correspondent ): 

 

Case:2 Quote: 

 

“A number of ruling alliance lawmakers yesterday 

(May 23, 2011) in the parliament decried the delay in 

taking actions against "gamblers" who were identified 

by a probe body as key players involved in the recent 

share market crash. 

They also criticised filing of a case against 

Khondkar Ibrahim Khaled who led the probe body 

that investigated the share market scams. Other 

treasury bench lawmakers supported the speeches by 

thumping on their desks.  

In response, Finance Minister MA Muhith 

clarified the government's position on the issue. He 

also described the government's ongoing efforts to 

reform the stock market including recasting of the 

Securities and Exchange Commission.  

The finance minister said 14 incidents of scam 

are being investigated further, and he thinks almost all 

of those will turn into criminal cases. "We may know 

the persons who were involved in the share market 

scams. But we need evidence to try them. Therefore, 

we started further investigation of 14 cases," Muhith 

said.Citing the cases filed against persons involved in 

the share market scam in 1996, he said the 

government wanted to revive those cases, but there 

were only allegations, no witness or evidence. "We 

don't want to face the same situation this time," the 

finance minister said. He also said the government did 

not take any decision to introduce tax identification 

numbers (TIN) for share market investors, neither did 

the government take any decision to impose tax on 

share market transactions. "But a vested quarter is 

propagating that the government is going to introduce 

TIN for share market investors and impose tax on 

share trade. This quarter benefits from spreading such 

rumors, and they made the market unstable in the last 

two days," Muhith said. He said the government is 

providing legal assistance to Ibrahim Khaled. "We are 

very much sorry that he is being harassed." Earlier, 

taking the floor on a point of order, ruling Awami 

League lawmaker Sheikh Fazlul Karim Selim raised 

the issue of the share market. AL lawmaker Suranjit 

Sengupta, Jatiya Party MP Mujib-ul Haq, and 

independent lawmaker Fazlul Azim also participated 

in the unscheduled brief discussion on the stock 

market crash. Sheikh Selim, also ruling AL presidium 

member, blasted the finance minister for not taking 

actions against the "gamblers"."Everybody knows the 

persons and companies behind the stock market 



Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
590 

scams. But actions are not being taken against those 

who took away hundreds of crores of taka," Selim 

said.Amid support of treasury bench lawmakers, 

Sheikh Selim, also chief of a parliamentary body, said 

the "gamblers" involved in the stock market scams are 

speaking loudly on TV talk shows. He urged the 

finance minister to take stern actions against the 

persons behind the scams, even if those persons are 

involved in the ruling party. "The government's image 

can't be tarnished for only one or two people. The 

government should not shoulder their liabilities, even 

if they are party men," Selim said. He also criticised 

filing of the case against Khondkar Ibrahim 

Khaled.He criticised the home ministry's move to 

install close circuit cameras at share market areas to 

keep vigilance on investors." They will protest since 

they got hurt by losing money," Selim said. He said 

the finance minister, the chairman of the 

parliamentary standing committee on finance ministry 

and the central bank governor are saying different 

things on the same issue, there is no consistency in 

their speeches. Taking the floor, AL lawmaker 

Suranjit Sengupta expressed astonishment about how 

a defamatory case could be filed against Ibrahim 

Khaled for the probe report. "All parliamentarians and 

the people of the country believe that Ibrahim Khaled 

is an honest man. But that man is not being protected. 

They are threatening him," Suranjit said. Jatiya Party 

lawmaker Mujib-ul Haq urged the government to send 

the matter to the Anti-Corruption Commission for 

taking actions. Independent lawmaker Fazlul Azim 

also decried filing of the case against Ibrahim Khaled, 

and said Khaled is one of the most honest men in the 

country's banking sector. "No honest man in future 

will be found to form any committee if Ibarhim 

Khaled is harassed this way," he said. also decried 

filing of the case against Ibrahim Khaled, and said 

Khaled is one of the most honest men in the country's 

banking sector. "No honest man in future will be 

found to form any committee if Ibarhim Khaled is 

harassed this way," he said.” 

 

Unquote 

 

The controls of corporate governance exercises to 

begin depend on the driving forces of the 

organizational stakeholders, namely shareholders, 

investors – individual and institutional, employees, 

managers, customers, suppliers, financial press etc. 

Spirit of corporate governance practices in 

Bangladesh is yet to discover by these parties.  

Judiciary is still cannot work as independent 

which will be clear from the news given below. 

According to Chief Justice and Law Minister lock 

horns   on dispensation of justice
13

 

 

 

Case:3 Quote:  
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 http://www.unbconnect.com/component/news/task-show/id-
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“Dhaka, May 14 (UNB) - A debate between the Chief 

Justice and the Law Minister over quick dispensation 

of justice surfaced in presence of Prime Minister 

Sheikh Hasina after she laid the foundation of the 

Judges’ Complex at Kakrail here Saturday.Chief 

Justice ABM Khairul Haque advised Law, Justice and 

Parliamentary Affairs Minister Barrister Shafique 

Ahmed to “take care of your own house” before 

making any adverse remarks on the judges and their 

functions. The Chief Justice said although the 

judiciary has become independent from the executive 

shackles, but how could it enjoy this independence, 

leaving the judges in the lurch. He termed the 

prevailing situation of the judiciary as asking 

someone to swim with hands and legs tied. The entire 

judiciary is functioning with inadequate staff and 

logistic support that results in increasing the number 

of pending cases, the CJ said .He said the number of 

judges should be doubled to address the pressing issue 

of huge backlog of cases. It is no use blaming the 

judges for inordinate delay in disposing the cases. 

Chief Justice ABM Khairul Haque, who goes on 

retirement on May 17, said those who run the 

administration sitting in the comfort of air-

conditioned rooms will not be able to realize the 

unending plight of the judges who sometimes hold 

hearing of cases by rotation in the same courtroom. 

Earlier, addressing the function, Law Minister 

Barrister Shafique Ahmed came down heavily on the 

judges especially for delay in disposing of cases. 

Indicating the judges, he said: “You don’t do your 

work timely, nor do you keep track of what is going 

on.”Barrister Shafique said the government will make 

rule against random adjournment of hearing on cases, 

as the legacy of adjournment culture on whims will 

increase sufferings of litigant public. He accused the 

judges of lax attitude in conducting regular inspection 

of subordinate courts. There have been allegations 

against a section of judges about inspection of lower 

courts, the Law Minister said, adding that sometime it 

so happens that a judge returns having lavish meals 

with costly gifts in the name of inspecting courts. 

Barrister Shafique, a technocrat minister, further 

alleged that often the judges do not sit in courts 

timely. Many judges wait for Thursday to come so 

that they could attend their personal businesses in the 

capital and return to their work places in the second 

half of Sunday. He urged the judges to sit in court on 

time and dispose of cases quickly, keeping in mind 

the sufferings of the justice-seekers.” 

 

Unquote 

 

Though Bangladesh has recently taken some steps to 

set up its corporate governance framework nut it is 

still inadequate. There a number of important confront 

touching presumptuous. These comprise warrant 

functioning of current law-making alter, 

reinforcement the ability of the securities regulator, 

http://www.unbconnect.com/component/news/task-show/id-47606
http://www.unbconnect.com/component/news/task-show/id-47606
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improving enforcement of regulatory compliance, 

setting the framework and standards for the securities 

market, promoting awareness and training of 

corporate directors on corporate governance, and 

encouraging better quality, timely, and accessible 

information. 

 

Case:4 Stock market volatility could be reduced thru’ 

transparency, accountability Dr Mashiur observes at 

DCCI seminar(Source: Daily Sun,Bangladesh,29
th

 

May,2011 

 

Quote: 

 

Prime Minister's Advisor to Economic Affairs Dr 

Mashiur Rahman yesterday said the volatility in the 

stock market could be reduced is transparency and 

accountability in the market is assured. He said this at 

a seminar entitled "Capital Market Reforms in 

Bangladesh: Demand and Supply Side Constraints” at 

a city hotel on Saturday. 

Asif Ibrahim, president of the Dhaka Chamber 

of Commerce and Industries (DCCI) presided the 

seminar organised by DCCI. 

Dr Mashiur Rahman suggested the bourses and 

the brokerage houses for make the investors aware 

about the risk in share business. Commenting on the 

recent market crash he said: “Lack of investor’s 

knowledge and awareness on the market caused 

volatility in the market.” 

The ultimate result will not be good if the 

Bangladesh Bank increases money supply to the stock 

market, he added. 

"The country's economic growth cannot be 

achieved if we do not use the stock market for long 

term investment,” said the newly appointed SEC 

chairman M Khairul Hossain. 

“If we do not formulate and amend laws on 

initial public offering (IPO), preferential shares and 

placement shares will create severe problems in 

brining more companies to the market which would 

create mismatch between demand and the supply. 

He also stressed on efforts to build investors’ 

confidence in order to stabilise the market. 

He, however, blamed the existing laws and lack 

on awareness for the recent volatility and unrest in the 

market. He vowed to make SEC accountable, 

transparent to restore the past glory of the regulatory 

body through proper implementation of regulations on 

the basis of morality. 

“If the government wants to enhance gross 

domestic products (GDP) from the existing 6 percent 

to 9 percent, it has to take move to utilise the stock 

market,” said Dhaka Stock Exchange president Shakil 

Rizvi. He also urged the government to provide tax 

incentives to attract investors in industrialisation. He 

requested the regulatory body to amend company act 

as it is not time befitting. 

Meanwhile, Fakhor Uddin Ali Ahmed, president 

of Chittagong Stock Exchange emphasised the need 

for increasing the supply of stocks to meet the rising 

demand so that no vested group could manipulate 

again.Bourses leaders also requested the stakeholders 

at the policy level to be more cautious in making 

comments on the share market as it is very sensitive. 

They also made a set of recommendations 

including amendment of regulations for the 

betterment of the stock market. 

DCCI president said the programme was 

arranged to address the existing problems in the stock 

market through necessary reforms. Besides, 

recommendations on restructuring the regulatory 

framework could be formulated for ensuring a 

realistic, effective and stable capital market so that 

both supply side and demand side constraints could be 

addressed effectively, he added.” 

 

Unquote 

 

Case:5 ACC amendment bill to see changes in 

Bangladesh
14

 

 

Quote: 

 

The parliamentary watchdog on law ministry 

will bring some changes in the Anti-Corruption 

Commission (Amendment) Bill placed in parliament.  

After revision in some of the 10 proposals, it will go 

back to parliament in its next session, committee 

chairman Suranjit Sengupta said on Thursday(May 

19,2011).  

The bill, tabled in parliament on Feb 28, makes it 

mandatory to seek prior permission to sue government 

officials and employees. Government permission will 

also be required for filing any case against judges and 

those engaged in judicial process.  

The meeting also decided to finalise the bill after the 

Indian Central Bureau of Investigation and US's 

Federal bureau of Investigation scrutinise it, he added.  

It will also seek opinion from finance minister A M A 

Muhith and Mohiuddin Khan Alamgir, the chief of 

the standing committee on public accounts. After the 

meeting, Suranjit told reporters that he was against 

any provision where the government permission 

would be mandatory if any public servant "commits 

any crimes for himself, rather than for the state". "The 

state cannot be made guilty for someone's personal 

interest," he added. Reacting to the proposed 

amendments, executive director of Transparency 

International, Bangladesh (TIB) Iftekharuzzaman had 

said on January 29 that these amendments to the ACC 

act would strip the organisation of its neutral and 

independent authority "The proposed amendments say 

about permission from the government prior to filing 

cases against public servants. The new law will take 

the ACC to its previous version, which was then 

known as the Bureau of Anti-corruption. It'll lose the 

ability to work freely. It'll also not be possible to 
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continue its job with neutrality," Iftekharuzzaman 

said.  

The proposed bill also embodies a provision for 

imprisonment up to five years in case of any false 

accusation.  

The bill was later sent to the law ministry for 

vetting. The ministry was also asked to return to 

parliament within two weeks.  

According to the draft bill, the commission can 

seek help from government officials or officials of 

autonomous organisations for conducting 

investigations, if necessary.  

It also includes a 120-day timeline to complete 

any investigation. If any investigator fails to complete 

the investigation within the timeline, he or she will be 

transferred, the proposed bill says. 

The cabinet on January 24 endorsed the act.” 

 

Case: 6 “Rana Plaza will remind us how a nation 

united at a crucial time to help humanity “(Source: 

Inam Ahmed
15

 

 

Quote 

 

“IT will remain with us for ages to come and fester 

like some mysterious disease to remind us of our 

shameful lust, greed, nonchalance and brutality with 

which we treated our key export earners. 

Those of us who have covered the tragedy of 

Rana Plaza a year ago, will never forget the screams 

of the workers stuck inside that hunk of a collapsed 

building. The images are so raw and vivid -- the 

concrete slabs impaling the heart of the nation; the 

crumpled bodies hanging high on the ground and 

being ignored by the helpless rescuers who cannot 

reach there; the corpses piling on the ground -- one 

particular corpse looking grotesquely bloated because 

it has simply been squeezed to a two-feet meat chunk; 

the helplessness of the fathers, mothers, sisters and 

brothers all running towards the collapsed building 

with pictures of their loved ones in hand; the long 

nights filled with terrible cry for help coming from the 

bottom of a hell. 

But Rana Plaza will remain with us for many 

other reasons too. It will remind us how a nation 

united at a crucial time to help humanity. There are 

snapshots that will keep on making us proud – the 

hospitals, Enam Hospital in particular, and the doctors 

scrambling to save every broken soul carted in, the 

thousands of volunteers – simple students, workers, 

rickshawpullers -- who actually defied death to reach 

every nook and corner of the concrete jungle even 

before the trained rescuers could go and dragged out 

the trapped ones; the pharmaceutical companies 

rushing medicines to the hospital free of cost; the big 

infrastructure companies mobilising their cranes and 

equipment which otherwise were not available with 

the fire department to pull apart the slabs; the army 
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officers and jawans working night and day with their 

equipment. The scenes are so many and one cannot 

chart them all in one writing. 

Rana Plaza will also stick to our memory 

because of the valiance and desperation the trapped 

workers showed. The men and women, their hands 

and legs buried under huge slabs and pillars asking 

rescuers to piece themselves out and they were. Those 

who performed the job of severing their limbs were 

no trained persons and yet they held their nerves. 

Rana Plaza will remain us with us because it was 

the single incident that really shook up the world’s 

worst sweat industry. Reforms were carried out 

following it though not fully to our satisfaction, 

inspection system was put in place, the heartless 

attitude of the owners were softened though not to the 

extent that could make us happy, and in general safety 

stands were improved. 

Those more than 1,100 souls lost under the 

rubble of Rana Plaza have actually jolted the rest 16 

crore people from a sleep. This is also why Rana 

Plaza will remain with us forever.” 

 

Unquote 

 

Some Observations: 

 

Most of the Bangladeshi companies have 

concentrated ownership structure with family 

orientation. The board of directors, dominated by 

sponsor share holders often from the same family, 

control decision making process and annual general 

meetings (AGMs) are mostly ineffective. The board is 

often enthusiastically involved in management and 

role of the Chief Executive Officer (CEO) is 

marginal. Independent directors- when there is any- 

can seldom act independently or play his role as an 

effective advocate for minority share holders or as a 

useful deterrent to irregular practices. Share holder 

activism is still a far cry. Lack of auditor 

independence frequently gets in the way of 

transparent financial disclosures. In many of the 

companies, there is practically no accountability 

structure of the management to the board or share 

holders. In absence of any structured government 

mechanism, there is no central authority to enforce 

even minimum practice of corporate governance. 

Anti corruption rule is being tried to change to 

safe guard bureaucrats as well as to make the anti 

corruption commission ineffective. 

According to a 2009 Institute of Chartered 

Accountants of Bangladesh (ICAB) Action Plan 

prepared as a part of the International Federation of 

Accountants' Member Body Compliance Program, 

Bangladesh adopted an official position on 

convergence to International Standards on Auditing 

(ISAs) issued by the International Auditing and 

http://www.thedailystar.net/rana-plaza%20accessed
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Assurance Standards Board (IAASB) back in 1998
16

. 

In the subsequent years, Bangladesh aligned its 

agenda with that of the IAASB and based Bangladesh 

Standards on Auditing (BSAs) on ISAs. However, a 

2003 World Bank assessment pointed out that 

although the BSAs were based on ISAs, the national 

standards had not been updated in line with the 

international standards. Furthermore, the World Bank 

noted that Bangladesh suffered from "institutional 

weaknesses in regulation, compliance, and 

enforcement of standards and rules." The assessment 

therefore recommended improving the accounting and 

auditing framework by adopting ISAs without any 

modifications and setting up an independent oversight 

body to enforce international standards and codes. As 

part of its efforts towards maintaining international 

harmonization, the 2009 ICAB Action Plan states that 

in December 2008, the ICAB converged local 

standards with the new and updated Handbook of 

Standards on Auditing, Assurance and Ethics 

pronouncements Volume 1 issued by the IAASB. 

Furthermore, in November 2008, the ICAB adopted 

its own clarity project to redraft national standards in 

line with the clarified ISAs. The ICAB expects 

completion of its clarity project by December 2009. 

The ICAB is also updating its educational courses and 

training programs to assist with the implementation of 

the new and revised standards. 

Lack of corporate governance and corporate 

social responsibility creates the situation of Rana 

Plazza. 

Discussions: 

To improve the present situation of different 

types of organizations demand for cororate 

governance in Bangladesh has been raising.It requires 

with the view to ensure long-term financial returns to 

all shareholders; to arrange disclosure of inforomation 

accurately;to provide ownership structure 

disclosure;to appoint accountable and qualified board 

of directors; to consistent corporate remuneration 

packages as per guidelne of IFRS2 which will BFRS-

2;to ensure all applicable laws of the jurist; to arrange 

regular meeting,symposiums and conferences,round 

table discussions with the government,covol 

society,traspanrency internationals 

Bangladesdesh,law makers and Judges . Recent 

debacle of Hallmark,Rana Plazza tragedy and Tajrin 

Fashion tragedy etc. are related to non compliance of 

corporate governance and lack of unethical business 

practices. There must be ensuring of good governance 

in Bangladesh in all organizations for which Govt. As 

well as private sector should work simultaneously. 

Sarbanes-Oxley act or similar type of act is not 

being applied in Bangladesh. There is neither any 

assessment of decision nor any penalty for non 

practicing corporate governance. 
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http://www.estandardsforum.org/bangladesh/standards/intern
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In order to ensure compliance to corporate 

governance, some code of conduct has been 

developed.But it is still in infant stages. Several 

ratings scales have taken prevously but provisons are 

not suficient enoguh for different types opf 

organizations starting from small ownership firm to 

listed companies as well as joint vernture and NGOs. 

As such stakeholders have to suffer much in the 

country. 

Legal aspects of corporate governance have not 

yet been fuflfilled in Bangladesh. Dream for good 

corporate governace in Bangladesh is still yet to be 

achieved.Most interesting thing is that different times 

different laws which is yet to be fully covered for the 

organizations have been declared in Bangladesh but 

they do not comply those rules.In general there are 

misconception about the corporate governacne for 

which slef-ownership firms and small and medium 

business entities do not comply with the basic 

fundamental codes o corporate governance. 

During the capital market scam,the role of 

bangladesh bank as well as securities and exchange 

comission of Bangladesh is dubisious. Corruption is a 

normal phenomenon in Bangladesh.Though Govt. set 

up probe committee but did not actually take any 

action.As such the ruling party parlaiment members 

but pressure in the national assembly but with no 

effect. 

Morever,when the rpice of share market is rising 

upward tren like bullish trend then the role of media 

especially a TV Channel i.e. ETV –Business program 

especially for for share market suggested and 

encouraged through different news,news analysis,and 

also spot reactions created phobia to invest in the 

share market.Similarly when the share price is falling 

the same TV channel through different news,news 

analysis,and also spot reactions created phobia and 

panic among the small investors to sell the securiies. 

Thorough investigation against this electronic media 

is being needed..Information symmetry is being 

needed but it should not be used as an weapon for 

misleading information and create confusion among 

the investors .Role of media should be investigative 

nature ,credible and quality report with more 

objective nature so that no one can misuse  

Good corporate governance practices should be 

designed for considering the country’s present 

situation:Companies act of bangladesh should be 

updated;Securities and excahgne commisison of 

Bangladesh should be restructured;Microcredit 

regualtory agencies houd be worked under a new 

committed which will ovesee both micro credit and 

the business structure of them if any; Annual general 

meeting of the listed companies hould be regularly 

held;In addinidion flexibile special meetings on 

reuiement basis as well as additional regular meetings 

are being required; clearley define positions and titles 

of  directors and their delegation of authroity as well 

as responisbility is being reuired; Management 

executive meetings should be regularly held and 
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agecy problem should be avoided.Professionism 

among the personnel should be developed in 

Bangladesh. A corporate advisory committee for sole 

ownership organisations and small and medium 

enterprises are being required for betterment of  

transparency and fulfillment of objectivites and 

goals.Accounting and Auditing system should be 

improved. Accurate,fair, proper and  disclosure of 

information in time considering corporate activities 

i.e. management policies,  objectives,  financial 

condition and busienss strategies to all 

stakeholdersare required.Managment of the personnel 

of the company with strong ethics and developing 

professionalism regarding business conduct 

guidelines are also important.Independence of 

Judiciary is important.Bngladesh Bank,Securities and 

Exchange commission should work independently. 

Rules, regualtions, act and law related to the 

business firms, industries and group of compaines 

should be utilised for betterment of the society and to 

meet a congenial atmosphere. Steps may be taken as 

per thirty recommendations depicted in e-standard 

forum – financial standard foundations
17

. Still the 

capial market scam of Bangladesh is going on.Foreign 

Excahnge mangement of the country is at a stake and 

commercial banks are doing super normal profits.And 

setting higher lending deposit rates.Simialrly NGOs 

are charging higher interest rate.Formal sector of the 

country has to develop proerly.Poverty reduction is 

not working on rather conglumeration of the wealth at 

the hands of the few is going on.Diparity between 

haves and have not are raising day by day. 

 Socail welfare should be the main criterion to 

establish coporate govenrnace as it empahsis on 

efficiency and distribution in the society. Distortion of 

the maekrt creates porblem for the cosiety and 

conrporate govenance can not function there. The 

understandable basis is that social welfare  

aggressively provides assistance to economic 

development of a country as well as macro economic 

stabilisation which  provides as important input 

devices. 

In different public scheduled banks and also 

independent directors of most of the private scheduled 

banks were appointed on the basis of political, relative 

or linkage relationship among the relatives. They are 

effortless and can not continue tangible results 

achieving any substantial impact on the respective 

banking policy frameworks rather creates obnoxious 

decision and even some times put emphasis on the 

work which in not within the preview of their 

jurisdiction. These create problems and a “Maphyia” 

or “Lumpen” groups’ works in convenience with 

political, business magnet, entrepreneurs, bureaucrat, 

law and order agencies, Income tax and customs 

authorities etc.  
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Revise regulator tool and framework as well as 

proper implementation of the code of conduct of 

corporate governance as per requirement of the 

country should be formulated and implemented .In 

such situation strategic leadership is very much 

needed in each business organizations so that actively 

wok for implementing the corporate governance 

Regular meetings and appropriate steps should be 

taken to implement the corporate governance. 

Directors should do theirs duty with ut mos care. 

Fiduciary accounting procedure will be stopped and 

there must not be widow dressing. Law should be 

applied in equal rights. Justice should be done 

irrespective of the person, cast, race, gender. 

Discrimination should be stopped. 

Monetary, fiscal and exchange rate policy should 

be worked out. Bangladesh bank should work with 

due diligence. Value chain can be added value 

through arranging primary and supportive activities. 

Inbound and outbound logistic should be worked out. 

This will lead to productivity, enhancing profitability, 

long run sustainability and creating distinct 

competencies. Ultimately this may help to raise 

increase of gross domestic products and fulfilment of 

basic needs. As a result macro economic condition of 

the country can be developed as aggregate demand 

and aggregate supply position will improve and 

betterment of the economic situation will lead to 

remove disparity through rising of the purchasing 

power and creation of employment opportunity will 

provide permanent income level.  

 Though Bangladesh is currently being 

considered as least developed countries but if 

democracy prevails without any hinderances and 

continue for next ten years than it can become not 

only middle income country by 2021 but also become 

upper grade. It has enormous potentialities. 

 

Recommendations 
 
1. Restructuring of SEC is being required. Capital 

market scam which is still going on should be 

stopped through appropriate measures and if 

corporate governance can be properly established 

than it is feasible. 

2. Bangladesh Bank should function properly. They 

are working as a rubber stamp of the Govt. Steps 

should be taken against Bangladesh Bank as there 

misleading decision for capital market scam of 

2010-11 in Bangladesh. They should appoint 

independent directors in different banks on the 

basis of the efficiency but not on the basis of the 

political biasedness. Independent directors should 

act properly. They should not interfere in the day 

to day work. Bangladesh bank ought effort on 

hopeful and training banks and  non-bank 

financial institutions to incorporate better 

governance practices. They should be more 

vigilant and can not ignore their responsibility. 

Banks and non-banking financial institutions must  
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be buoyant to offer credit facilities and 

preferential treatment to those companies who are 

plasticising corporate governance. 

3. Investment banks should act properly so that it can 

be helpful for the economy. Restructuring of ICB 

is being required so that they can act as an adviser 

to the small investors. Moreover, advisory firms or 

private investment banks and also brokerage 

houses can open separate wing so that they could 

be properly developed to provide advices to invest 

in share market to the small investors in lieu of 

small charges. 

4. Accounting procedure of the organisations should 

be followed as per International accounting 

standard board. International financial reporting 

system should be fully adopted in Bangladesh by 

Securities and Exchange Commission and Institute 

of Chartered Accountants of Bangladesh. Standard 

of the accounting procedure of Bangladesh should 

be properly done. Auditing standard of the country 

should be fair and without prejudice. 

5. RJSC,  NGO bureau should be more cautious to 

develop and implement corporate governance. 

Separate regulatory bodies are required for 

Grammen Bank and their sister concerns as well 

as other big NGO who does not limit their 

activities on micro credit but also other business 

activities .Similarly BRAC, Proshika, Asha etc. 

those who have sister concern should be treated 

like Grameen Bank. As such under Micro credit 

regulatory body’s structure may be changed and 

they can be enacted separate role. They should be 

more vigilant. 

6. Coordination among the initiatives of govt., 

regulatory bodies, and institutions to effort for 

encourage corporate governance should be done in 

the right way. Without implementation of the 

corporate governance rules and regulations, there 

will be non-meaningful to prepare code of conduct 

for exercising corporate governance. 

7. More consciousness programs should be starting 

to set up the requirements of the corporate 

governance. Even private ownership companies as 

well as small and medium enterprises should come 

forward to establish corporate 

governance.Establishing the sufficient corporate 

governance scheme is the essential situation to 

allow the sustainable expansion of firms and 

Bangladesh economy. Innovative and appropriate 

corporate governance is needed in Bangladesh. 

8.  Each organization should develop their own Code 

of Corporate Governance. This code of corporate 

governance should be followed thoroughly. As 

such organization can appoint a specific person to 

implement corporate governance who will work as 

a strategic leader. Ownership problem and control 

should not be a barrier to develop an organization. 

9. Interaction of legal experts with policy makers, 

retired Judges, lawyers, politicians, financial 

analyst, economist, member of civil societies 

business intellects to sketch a strategic guideline 

to create a favourable legal environment and 

facilities for overall businesses processes of the 

country.  

10. Govt. should create platform for specialist to work 

on development of the capital market in 

Bangladesh. Anomalies should be avoided and 

law should go in due course and due diligence 

should be implied. Corrupt personnel should not 

be appointed in the regulatory bodies. 

11. Extensive training should be arranged for all 

sectors to make all public data easily available and 

accessible by all stakeholders. Each organization 

should take initiatives to collect record and make 

data availability easy and accessible so that 

dissemination o information can be feasible. 

12. Policy makers should also take initiatives to 

encourage domestic companies to enlist on stock 

exchange outside the country. And local 

companies which are not yet enlisted in the stock 

exchange of the country they should be 

encouraged to do so. Regarding Govt. share of 

different nationalized and public companies   

should be come into the share market. 

Bureaucratic mannerism should be avoided and 

red-tapism should be stopped. 

 12. The country needs transparency in the 

management of the market efficiently and 

effectively. Market distortion should be avoided 

and morality, integrity, values and ethical 

judgement of each organization should be implied. 

13. Separation of the judiciary from the administrative 

sector should be effectively done so that people 

can easily capable to get the justice. As such 

proper logistic support should be provided to the 

Judges. 

14. Macroeconomic environment of the country 

should be considered so that demographic, social 

and political situation can work as a 

complementary to ensure legality of the country. 

As a whole when corporate governance can be 

established in all sorts o organizations definitely it 

will have positive impact. As such Govt., policy 

makers, members of the Parliament, Judges, 

bureaucrats, entrepreneur, business magnets, 

academicians, journalists along with the members 

of the civil society should move forward to 

establish corporate governance in the country. 

15. Corporate governance law and regulations should 

be properly implemented. Already we are passing 

through second decade of Twenty-first century. It 

will enhance  productivity of the organizations and 

fulfilment of international benchmarking though 

measuring right yardstick. Audit committee should 

work independently. Directors should discharge 

there duties with due diligences. Institutional 

investors of the country should work properly and 

they should refrain from market manipulation and 

insider trading. 
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1. Introduction 
 

The successful continuation of a society’s existence 

depends on the reliance of the society’s individuals on 

one another. To ensure a sustainable continued 

existence, binding elements are necessary within a 

society to create a trustworthy reliance. Binding any 

social interaction, are the elements of loyalty, 

morality and ethics. Without the assurance of a 

continued reliable social interaction, benefits derived 

from a reliable social interaction cannot even be 

partially guaranteed. The societal binding element of 

loyalty is defined by Uys and Senekal (2008, p. 38-

39) as an individual’s commitment to people or 

collectives, whereas morality is the commitment to 

principles and values or rules of conduct. 

Commitment is the dedication of an individual to 

another individual or to a cause, which holds the 

former individual accountable to the obligation of 

behaving in a certain manner in their defence of their 

commitment (Vocabulary.com, 2013). 

Loyalties and moralities have shifted from long-

term to short-term concepts. The transition from long-

term to short-term loyalty is a result of the shift in a 

dynamic environment whereby loyalties change as 

individuals’ needs change according to the 

environment (Keiningham, Aksoy and Williams, 

2009, p. 3-5). Changing loyalties is evident when 

individuals turn away from that which is not 

beneficial to pursue more beneficial avenues. A 

society that turns away from the reliance on one 

another for continued existence is known as a disloyal 

society and becomes a selfish society. Thus, a disloyal 

society turns its back on the principles by which it has 

lived by and thereby rejects moral behaviour. 

Disloyalty and unethical behaviour can lead to a 

corrupt nature which ultimately negatively affects 

resources as individuals perform tasks which benefit 

themselves only (Rune, 2011, p. 1).As morality has 

numerous influences such as religion, social trends 

and personal experiences, it is a dynamic 

individualistic concept (Elҫi, Şener and Alpkan, 2011, 

p. 1368). Morality governs individuals’ behaviour and 

influences how individuals interact in a society and is 

stipulated according to society’s conscience regarding 

what is perceived as right or wrong (All about 

Philosophy.org, 2013). As societies’ conscience is 

dynamic, it can thus be considered as short term as it 

does not remain the same over time. 

mailto:jwiid@unisa.ac.za
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Social interactions which incorporate loyalty and 

morality can successfully achieve objects of specific 

endeavours to benefit individuals and groups alike. In 

an organisational setting, morality and loyalty make a 

contribution to the improvement of organisational 

performance. With the ease of changing employers, 

there is recognition by organisations to retain their 

employees and to discourage disloyal behaviour. 

Those employees that display loyalty improve 

productivity as they are committed to the organisation 

and its purpose. Morality in an organisational setting 

is known as ethics. Ethics strengthens employee 

satisfaction and organisational commitment thereby 

influencing and improving productivity (Yee, Teung 

and Cheng, 2010, p. 110; Brambilla, Sacchi, Pagliaro 

and Ellemers, 2013, p.812). 

Individual differences in loyalty, morality and 

ethics have an impact on communities, organisations 

and societies as a whole; therefore a need to explore 

the influences of loyalty, morality and ethics, as well 

as the consequences thereof is necessary. This study 

focuses on the effect that loyalty, morality and ethics 

have on society and on organisations. The literature 

review will follow, and subsequent sections on 

research objectives, research methodology and a 

discussion of the research findings, recommendations 

and concluding remarks. 

 

2. Literature Review 
 

The binding elements that stabilises a society’s 

continued existence could include loyalty, morality 

and ethics. These binding elements will be discussed 

in the subsequent sections. 

 

Loyalty 
 

A society is judged by the individuals that make up 

that society. By defining loyalty as “accepting the 

bonds that our relationships with others entail, and 

acting in a way that defends and reinforces the 

attachment inherent in these relationships” 

(Keiningham et al., 2009, p. 14), and adhering to this 

definition, society is judged as being ideal. As loyalty 

has varying levels, different causes will evoke varying 

levels of loyalty by individuals. Varying levels of 

loyalty exist as individuals attach importance to 

certain situations or relationships. In a personal sense, 

loyalty is the commitment to selected people, or 

groups within a specific context (Uys and Senekal, 

2008, p. 38).  

In an organisation, employees’ loyalty is 

important as it influences the daily operations of an 

organisation and subsequently organisational 

performance (Linz, Good and Busch, 2013, p. 16). 

Employee loyalty contributes to improved efficiency, 

improved organisational results, organisational 

growth, and reduced employee turnover (Antoncic 

and Antoncic, 2011, p. 81). Employee loyalty can be 

improved by employers if they devote to building 

long-term relationships with employees and satisfying 

employee needs. Employers can engage in 

organisational communication, organisational 

commitment, organisational relationships, intrinsic 

rewards, desired rewards, employee empowerment, 

employee training, and demonstrating positive 

organisational citizenship (Antoncic and Antoncic, 

2011, p. 83; Linz et al., 2013, p. 16, p. 33-34) to 

improve employee loyalty. Consequently, loyal 

employees demonstrate their satisfaction with the 

employing organisation by improved productivity 

through hard work and their commitment to 

delivering high service quality to customers (Yee, 

Teung and Cheng, 2010, p. 110). Loyalty plays an 

important role in binding society and organisational 

employees, as well as morality which will be 

discussed in the section below. 

 

Morality  
 

Moral decision making is posited to be influenced by 

an individual’s perspective of a moral code (Kihl, 

2007, p. 281; van Goethem, van Hoof, van Aken, 

Raaimakers, Boom and de Castro, 2012, p. 510). 

Morality takes on three principle meanings (Elҫi et 

al., 2011, p. 1368; Gert, 2011): 

 The first meaning of morality is the code of 

conduct that distinguishes between right and wrong, 

defined by an accumulation of an individual’s 

experiences, religious beliefs and society influences.  

Morality is a social endeavour that involves 

consideration of fellow individuals to avoid harm in a 

social situation (Kihl, 2007, p. 284). As many 

environments and social situations influence morality 

there are therefore many different types of morality 

such as personal morality, professional morality, legal 

morality or religious morality. Thus, there are many 

different moral considerations which are merely a 

reflection of human life intricacies which includes 

many different experiences (Kihl, 2007, p. 285). The 

amalgamation of similar daily experiences result in 

individuals basing their identification with a given 

group (Brambilla, Sacchi, Pagliaro and Ellemers, 

2013, p. 812) and applying different morality types to 

the relevant social situation. 

The second meaning of morality refers to 

judgements made based on an idealistic code of 

conduct that is absolute. Although a true moral 

dilemma, occurs when two equally feasible and 

demanding moral options are presented to an 

individual or group in a given situation, when one 

moral option appears to be more dominating in moral 

value, then it will cancel out the opposing moral 

option thereby eliminating the moral dilemma (Uys 

and Senekal, 2008, p. 39). 

 The third meaning of morality is identical to 

that of ethics, which is considered as the philosophical 

study of morality (Elҫi et al., 2011, p. 1368; Gert, 

2011). Based on the third meaning of morality the 
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following section will discuss ethics in an 

organisational setting. 

 

Code of Ethics in Organisations 
 

Ethics is a collection of moral principles and values 

that establish an appropriate conduct for both 

individuals and organisations (Crumpton, 2012, p. 

49). Where morality is a personal understanding of 

the rules of conduct, ethics include the rules of 

conduct recognised in a given situation by society 

(Palese, 2013, p. 75). An organisational code of ethics 

is defined by Langlois and Schlegelmilch (in 

Sharbatoghlie, Mosleh and Shokatian; 2012, p. 677) 

as “a statement setting down corporate principles, 

ethics, rules of conduct, codes of practice or company 

philosophy concerning responsibility to employees, 

shareholders, consumers, the environment, or any 

other aspects of society external to the company”. 

Ethics also serves to manage the risks in order to 

prevent harm coming to the organisation despite 

individual employees’ belief or standards (Crumpton, 

2012, p. 49-50).  

An organisation’s commitment to ethical 

behaviour is evident when a code of ethics is in 

existence Sharbatoghlie, et al., 2012, p. 676). Owing 

to an organisation adopting a code of ethics, it can 

positively affect the ethical actions and behaviours 

within an organisation, especially if training is 

provided to employees to behave ethically (Svensson 

and Wood, 2011, p. 26, p. 31). The existence of a 

code of ethics may be to satisfy a number of reasons 

such as (McDonald, 2009, p. 344): 

“Ensuring legal compliance and other statutory 

requirements; 

Providing a guide for behaviour and formalised 

expectations; 

Protecting and enhancing organisational 

reputation; 

Ensuring employee, management and supplier 

compliance and minimising risk; 

Ensuring consistency across global networks; 

Creating and maintaining trust and confidence 

with stakeholders; and 

Communicating principles and commitments to 

stakeholders.” 

As there are many various reasons to adopt 

codes of ethics which are not all altruistic, so are there 

many various codes of ethics as different 

governments, organisations and associations have 

influence on what is considered as ethical behaviour. 

Variations in codes of ethics will be discussed below. 

 

Variations in codes of ethics  
 

Ethical expectations and perceptions vary between 

organisations, the marketplace, society and ultimately 

across countries, since codes of ethics structures and 

development thereof are dependent on the 

environment in which the organisation operates 

(Svensson and Wood, 2011, p. 25; Sharbatoghlie et 

al., 2012, p. 676-677). The code of ethics’ content 

represents principles and values specific to an 

organisation as well as to the environment in which 

the organisation operates (Potocan and Mulej, 2009, 

p. 596). Thus, the content of the codes of ethics 

depend on the cultural differences at different time 

sections for one organisation due to the changes in an 

environment. Not only do cultural changes influence 

ethics, but also the origins of ethics, type of industry, 

environmental changes, social events, economic and 

regulatory changes.  

Organisations’ main function is to create a 

profit, thus it is understandable that codes of ethics 

have been criticised for being conflicting between 

organisational profits and societal ethical demands 

(McDonald, 2009, p. 352). Going against the first 

priority of an organisation to make profit is the 

‘fairness bias’ which states that people are 

‘instinctively motivated to do the right thing’ (Kaden, 

Linda and Prince, 2012, p. 99). The question arises 

whether individuals can feel a sense of guilt when 

incidental inequalities occur if their loyalty is to 

themselves and beneficial avenues that may 

subsequently create the inequalities. 

Additionally, problems arise in the difficulty of 

reaching a consensus on the international values 

underpinning codes (McDonald, 2009, p. 352). 

Variations of codes of ethics are evident in research 

conducted in Europe, Canada and America and Egypt. 

Variations include individualism and uncertainty, 

avoidance appears to be positively associated with 

organisation’s code of ethics whereas masculinity and 

per distance is negatively related to the code of ethics 

(Sharbatoghlie et al., 2012, p. 678). For instance, in 

the Chinese business environment, a concept known 

as “guanxi” exists, which is the social relationship 

where individuals are morally bound by an unspoken 

agreement of reciprocal favours. Additionally, 

Chinese management fraud was prolific due to 

inexperience with modern business practices and a 

lack of agreement on business ethics as a result of the 

history of changing values (Cohen, Pant, and Sharp, 

2002, p. 17). Similarly in Arab countries, “wasta” is 

the “intervention of a patron in favour of a client in 

attempt to obtain privileges or resources from a third 

party” (Mohamed and Mohamad, 2011, p. 412). The 

differences in ethics create an environment whereby 

codes of ethics vary in business across country lines.  

An additional concern is that organisations 

merely utilise codes of ethics as a canvas for ideal 

ethical behaviour which the organisation is not able to 

fully adopt as the practices within the organisation are 

not geared to fully adopt and perform ethical codes of 

conduct (McDonald, 2009, p. 352).  

Environmental influences are evident in 

organisation’s adoption of codes of ethics in an 

attempt to comply with legal requirements 

(McDonald, 2009, p. 345), the study will therefore 

investigate the ethical differences from one region to 
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the next and the resulting effect on the loyalty of 

employees.  

 

3. Research Objectives 
 

The main aim of the current study was to determine 

the existence of varying loyalty, morality and codes of 

ethics from one country to another and the extent of 

the differences. From the literature review it is evident 

that various factors influence the individual’s loyalty 

towards an individual, as well as an individual’s 

moral values. Based on a personal and professional 

situation, an individual’s reaction to a dilemma can be 

determined on the commitment to people and 

principles.  

 

4. Research Methodology 
 

A questionnaire was designed and distributed to 

numerous business owners/employees to solicit their 

perception on several issues of business ethics in the 

workplace. A random sample of 72 respondents was 

drawn from various small business enterprises in 

South Africa and Nigeria. 

The questionnaire attempts to address the 

following perceptions of respondents: 

 The extent of moral behaviour in the 

workplace 

 The concern of ethical dilemmas/misconduct 

in the workplace 

The South African perception will be compared 

to that of Nigeria’s perception, in order to determine 

the extent of uniformity and differences in African 

countries. 

Moral behaviour in the workplace was measured 

with ten statements to which respondents could 

respond on a 7-point Likert scale which varied from 

“Strongly Disagree” to “Strongly Agree”. An overall 

score was determined for the construct “Moral 

Behaviour” for each respondent and the variation in 

perceptions was established. The reliability analysis 

was to determine the internal consistency of the items 

that constitute the construct yielded a Cronbach’s 

alpha value of 0.760. This Alpha value represents 

acceptable consistency and relationship between the 

items. An overall theme or construct could therefore 

be represented by the items. 

The concern for ethical dilemmas/misconduct 

was also measured with ten statements on a 7-point 

Likert scale which varied from “Strongly Disagree” to 

“Strongly Agree”. An overall mean score for the 

construct “Ethical Dilemmas/Misconduct” was 

determined for each respondent and a variation in 

these perceptions was established. The reliability 

analysis was to determine the internal consistency of 

the items that constitute the construct yielded a 

Cronbach’s alpha value of 0.973 This Cronbach’s 

alpha value represents acceptable consistency and 

relationship between the items. An overall theme or 

construct could therefore be represented by the items. 

The internal consistency by which the statements 

measured the constructs “Moral behaviour” and 

“Ethical Dilemmas/Misconduct” was adequate. 

 

Research findings 
 

Comparison of perceptions of Business Ethics 

between South African and Nigerian small business 

owners. 

 

As the leading economies in African countries, South 

African and Nigerian small business owners were 

compared based on their perceptions of Business 

Ethics. These comparisons are based upon 

measurements of “Moral Behaviour” and the concern 

for “Ethical Dilemmas/Misconduct” in the workplace. 

Comparisons will include distributions of 

samples of each country to establish whether the 

means and variations in the distributions are 

statistically equal. Included will be correlations and a 

best linear fit between moral behaviour and ethical 

dilemmas/misconduct. 

 

Moral Behaviour 

 

A mean score for “Moral Behaviour” was calculated 

from eight Likert items for each of the respondents on 

this topic. These scores were measured for the whole 

sample which included South African and Nigerian 

respondents of the survey. The following table and 

figures present descriptive statistics and distributions 

for each country separately: 

 

Table 1. Descriptive statistics for South Africa and Nigeria on "Moral Behaviour" 

 

South Africa  Nigeria 

Descriptive statistics Descriptive statistics 

Parameter Value Parameter Value 

Mean 4.724 Mean 4.901 

Std Dev 0.9772 Std Dev 1.1338 

Std Err Mean 0.1701 Std Err Mean 0.1816 

Upper 95% Mean 5.07 Upper 95% Mean 5.268 

Lower 95% Mean 4.377 Lower 95% Mean 4.533 

N 33 N 39 
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There seems to be no difference between the 

means and variations for the two countries for the 

construct “Moral Behaviour”. The distribution of the 

mean scores is indicated in the figure below. 

 

Figure 1. Distribution of moral behaviour scores 

 

South African Nigerian 

  

 

From the above table and figure, there seems to 

be no difference in the measurement of moral 

behaviour between the two countries. 

A t-test was conducted between the mean scores 

for the independent samples of the measurement of 

“Moral Behaviour” between respondents of South 

Africa and Nigeria. A t-test compares the mean scores 

between two continuous variables. In this case the 

variables are the mean scores of moral behaviour for 

South Africa and Nigeria respectively. The test is 

conducted at a 0.05 level of significance. The 

following figure and table summarises these 

differences: 

 

Figure 2. T-test comparison of moral behaviour between South Africa and Nigeria 

 

 
The box-plots and diamond plots above provide 

a visual comparison of the means medians, standard 

deviations and interquartile ranges of the scores for 

moral behaviour between South Africa and Nigeria. 

The result of the t-test is tabulated below: 

 

Table 2. T-test comparison of moral behaviour between South Africa and Nigeria 

 

Level Number Mean StdDev Std Err Mean t-Ratio p-value 

South Africa 33 4.724 0.9772 0.1701 
0.7025 0.7577 

Nigeria 39 4.901 1.1338 0.1816 

The results indicate that there is no difference in 

mean scores for moral behaviour between South 

Africa and Nigeria. (t-Ratio=0.7025, DF=1, p-

value=0.7577).Ethical Dilemmas/Misconduct in the 

workplace. 

A mean score for ethical dilemmas/misconduct 

in the workplace was calculated from nine Likert 

items for each of the respondents on this topic. These 

scores were measured for the whole sample which 

included South African and Nigerian respondents of 

the survey. The following table and figures present 

descriptive statistics and distributions for each 

country separately: 
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Table 3. Descriptive statistics and distribution for South Africa and Nigeria 

 
South Africa  Nigeria 

Descriptive statistics Descriptive statistics 

Parameter Value Parameter Value 

Mean 4.511 Mean 4.831 

StdDev 1.5494 StdDev 1.8477 

Std Err Mean 0.2697 Std Err Mean 0.2997 

Upper 95% Mean 5.060 Upper 95% Mean 5.438 

Lower 95% Mean 3.961 Lower 95% Mean 4.223 

N 33 N 38 

 

There seems to be no difference between the 

means and variations about the means for the two 

countries for the construct “Ethical 

Dilemmas/Misconduct”. The distribution of the mean 

scores is indicated in the figure below.  

 

 

Figure 3. Distribution of ethical dilemmas/misconduct scores 

 

South African               Nigerian 

  

 

The mean scores for “Ethical 

Dilemmas/Misconduct” for respondents in Nigeria 

appear non-normally distributed with a greater 

dispersion around the mean value. 

A t-test (assuming normality of distributions) 

and a Mann-Whitney U-test (no assumptions 

regarding normality) was conducted between the 

mean scores for the independent samples of the 

measurement of “Ethical Dilemmas/Misconduct” 

between respondents of South Africa and Nigeria. 

A t-test compares the mean scores between two 

continuous variables and the Mann-Whitney U-test 

compares the ranked scores of these variables. In this 

case the variables are the mean scores of “Ethical 

Dilemmas/Misconduct” for South Africa and Nigeria 

respectively. The test is conducted at a 0.05 level of 

significance. The following figure and table 

summarises these differences: 

 

Figure 4. Comparison of ethical dilemmas/misconduct between South Africa and Nigeria 
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Table 4. T-test comparison of ethical dilemmas/misconduct between South Africa and Nigeria 

 

Level N Mean StdDev Std Err Mean t-Ratio p-value Chi-Sq value p-value 

South Africa 33 4.511 1.5493 0.2987 
0.7936 0.4301 0.8119 0.3676 

Nigeria 38 4.831 1.8477 0.2783 

 

The results indicate that there is no difference in 

mean scores for ethical dilemmas/misconduct 

between South Africa and Nigeria – parametric test: 

(t-Ratio=0.7025, DF=1, p-value=0.7577) and non-

parametric test: (Chi-Square value=0.8119, DF=1, p-

value=0.3676).Correlations between the constructs 

“Moral Behaviour” and “Ethical 

Dilemmas/Misconduct” 

The following table and scatterplots provide the 

correlations between the constructs for each of the 

participating countries. 

 

 

Table 5. Multivariate correlations - "Moral Behaviour" and "Ethical Dilemmas/Misconduct for South 

Africa and Nigeria 

 

Multivariate Correlations 

Construct 
Moral Behaviour 

(SA) 

Ethical Dilemmas/ 

Misconduct 

(SA) 

Moral Behaviour 

(Nigeria) 

Ethical Dilemmas/ 

Misconduct 

(Nigeria) 

Moral Behaviour 1 0.6765 1 0.6334 

Ethical 

Dilemmas/Misconduct 
0.6765 1 0.6334 1 

 

Figure 5. Scatter plot matrix: "Morality and Behaviour" and "Ethical Dilemmas/Misconduct" for South 

Africa and Nigeria 

Scatterplot Matrix by Country 

South Africa Nigeria 

 
 

 

From the results above it is apparent that South 

Africa and Nigeria have similar positive linear 

correlations between these constructs. The following 

plots display linear relationships between the 

constructs. The plots of the linear relationships of the 

two countries are overlaid to present the comparison. 
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Figure 6. Bivariate fit of "Moral Behaviour" by "Ethical Dilemmas/Misconduct" for South Africa and 

Nigeria 

 
 

In regression, Analysis of Variance (ANOVA) 

consists of calculations that provide information about 

levels of variability within a regression model and 

form a basis for tests of significance. The South 

African model has an F statistics (or ratio) of F1,69 = 

26.16 with an accompanying significance level < 

0.0001. The Nigerian model has an F statistics (or 

ratio) of F1,69 = 24.76 with an accompanying 

significance level < 0.0001. These indicate that the 

models are significant at the 99% level of 

significance. From the straight lines for each country 

above, there is no real difference between the model 

for South Africa and the model for Nigeria. 

The prediction model derived is thus: 

o South Africa: Moral Behaviour=2.7989 + 

0.4267 * Ethical Dilemmas/Misconduct and 

o Nigeria: Moral Behaviour=2.9803 + 0.3969 

* Ethical Dilemmas/MisconductThe goodness of fit 

measure for the best linear fits are R
2
=46% for South 

Africa and R
2
=41% for Nigeria.  

The following table presents the parameter 

estimates and a measure of their significance. 

 

Table 6. Model parameter estimates on "Ethical Dilemmas/Misconduct" intercepts for South Africa and 

Nigeria 

 
Term Estimate Std Error t-Ratio Prob>|t| 

South Africa 

Intercept 2.7989 0.3972 7.05 <.0001 

Ethical Dilemmas/Misconduct 0.4266 0.0834 5.11 <.0001 

Nigeria 

Intercept 2.9803 0.4119 7.24 <.0001 

Ethical Dilemmas/Misconduct 0.3969 0.0798 4.98 <.0001 

All the parameters are significant at the 0.01 level of significance. 

 

Conclusion 
 

The focus of this research was to determine the 

existence of varying loyalty, morality and codes of 

ethics from one country to another and the extent of 

the differences. As loyalty is defined as “accepting the 

bonds that our relationships with others entail, and 

acting in a way that defends and reinforces the 

attachment inherent in these relationships” 

(Keiningham et al., 2009, p. 14), it relates to behaving 

acceptably. Morality is a practical knowledge base 

which is applied to situations in distinguishing 

between right and wrong and simultaneously being 

able to apply the relevant moral type to the specific 

situation (Kihl, 2007, p. 288). In an organisational 

setting, morality becomes ethics, as an organisation’s 

adherence to a collection of moral principles and 

values (Crumpton, 2012, p. 49). As morality, and 

subsequently ethics, is influenced by the environment 

there is no international standard for a code of ethics. 

If there is no standard manner in which to behave 

without causing harm to another in a social setting, 

then there cannot be a guarantee that individuals and 

organisations will act in a way that reinforces the 

relationships with other individuals and organisations.  

The study reveals that various behavioural 

aspects (moral issues) can be clustered as a single 

construct or theme “Moral Behaviour”. The 

consistency and relationship between the items yield a 

Cronbach alpha of 0.76. It is also clear that ethical 

issues can be clustered into a single theme “Ethical 

Dilemmas/Misconduct”. The consistency and 

relationship between the ethical dilemma items yield a 

Cronbach alpha of 0.95. 
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In comparing the constructs of South Africa and 

Nigeria the study reveals that: 

 The distributions for South African and 

Nigerian mean scores are similar and reasonably 

normal for the construct “Moral Behaviour”. 

 The distributions for South African and 

Nigerian mean scores are dissimilar for the construct 

“Ethical Dilemmas/Misconduct” with the Nigerian 

scores non-normal and more widely spread. This 

indicates less agreement for this construct among 

Nigerians. 

 A t-test between South African mean scores 

and Nigerian mean scores yielded no difference for 

the constructs “Moral Behaviour” and “Ethical 

Misconduct”. 

 The relationship between moral behaviour 

and concern for ethical misconduct in the workplace 

is very similar for South Africa and Nigeria. Their 

correlations are 0.6765 and 0.6334 respectively. 

Small business owners in the South Africa and 

Nigeria have similar views on business ethics in the 

workplace. Although small business owners in 

African countries may share the same views moral 

behaviour and concern for ethical misconduct in the 

workplace, ethical business practices are dependent 

on the actions and behaviour of employees who 

require the relevant structures and processes to 

support ethical conduct (Svensson and Wood, 2011, 

p. 31).  

Thus, it is advised that the organisations 

implement ethical codes of conduct, provide training 

for employees and continue to communicate and 

embrace ethical behaviour especially by the leaders 

within an organisation (Crumpton, 2012, p. 52). 

In the words of Confucius (Analects of Confucius 

in Wu, 2012, p. 285) “Lead the people with 

governmental measures and regulate them by law and 

punishment and they will avoid wrong doing but will 

have no sense of honour and shame. Lead them with 

virtue and regulate them by the rules of propriety and 

they will have a sense of shame and moreover, set 

themselves right”. 
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SOCIAL MEDIA BRAND IMAGE 
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Abstract 

 
The age of social media sees that brands are consciously utilizing social media to reach existing 
customers, acquire new ones, establish credibility, maintain reputation, or simply become part of the 
conversation. Those who manage brands need to understand the strategic importance of their 
visibility, the sentiment toward them, and the passion with which they are discussed in the most 
popular social media relative to competitors. This study describes a source of data of brand visibility in 
social media, and then presents a simple yet powerful graphical tool for portraying this information. 
This permits, it is contended, a means of quickly assimilating and understanding this information. The 
managerial implications of the approach are discussed, its limitations are acknowledged, and avenues 
for future research are identified. 
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1. Introduction 
 

Social media are now as influential, if not more so 

than, conventional media and the impact this is having 

on brands is considerable. Strong existing brands have 

been threatened – for example, “United Breaks 

Guitars” is a protest song written by Canadian 

musician Dave Carroll chronicling his experience 

with United Airlines, which quickly became viral and 

was on Time magazine’s top 10 viral videos of 2009. 

Old, declining brands have experienced Lazarus-like 

rejuvenation, thanks in no small part to well-managed 

social media campaigns. Procter and Gamble’s Old 

Spice mens’ toiletries range enjoyed spectacular 

revival during 2010 with more than 120 000 followers 

on Twitter, devoted fans on Facebook, and many 

millions of downloads of the ads on YouTube. New 

brands have even been created in social media: 

Journalist Justin Halpern’s tweeting of the sayings of 

his crusty 78-year old father on Twitter attracted more 

than a million followers within a few weeks. This 

enabled him to publish a bestselling book (Halpern, 

2010) and also became the basis of a television sitcom 

starring William Shatner as Halpern senior.  

These examples highlights a critical need for 

brand managers and scholars alike to gain an insight 

into what is being said about brands in social media 

and how such discourse affects consumer sentiments. 

Since social media are multi-dimensional and 

attempts to understand them require tracking different 

measures simultaneously, what is the best way to 

portray this data? We will address these issues in this 

research article.  

Our paper will first provide a brief overview of 

the various forms of social media platforms. Second, 

we discuss the use of Social Mention, a data 

collection tool on brand visibility data in social media. 

Then we detail a study of the relative positing of some 

competing IT brands according to their assessment in 

Social Mention. We then explain the use of a graphic 

technique called Chernoff Faces (Chernoff, 1971; 

1973) which simultaneously portray the chosen 

brands on a number of significant dimensions so that 

their relative positioning can be contrasted with each 

other. The conclusion of this paper discusses the 

limitations of this study and provides a list of 

implications for brand managers. Areas of future 

research are identified. 

mailto:anthonyc@sfu.ca
mailto:lpitt@sfu.ca
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2. Social Media: An Overview 
 

Kaplan and Haenlein (2010) define Social Media as 

“a group of Internet-based applications that build on 

the ideological and technological foundations of Web 

2.0, and that allow the creation and exchange of User 

Generated Content.” Social media tools are typically 

designed to be highly accessible (easy to get to and 

easy to use) and scalable (can handle a large number 

of users) publishing techniques (Brogan, 2010; 

Zarella, 2010). Such tools utilize the Internet and 

other related technologies to transform broadcast 

monologues (one to many) into social media 

dialogues (many to many). They support the 

democratization information by transforming 

individuals from mere content consumers into content 

producers. Social media are sometimes referred to as 

user-generated content (UGC) or consumer-generated 

media (CGM) (Berthon et al., 2008). When 

consumers create ads of brands that they either love or 

hate, they are referred to as Consumer Generated 

Advertising (CGA) (Berthon et al., 2008).  

Social media have altered the way business is 

conducted and how consumers interact with 

businesses and brands. If managed effectively, 

organizations can now become part of customer 

conversations in addition to reaching and interacting 

with them online. The advent of social media enables 

brands to utilize social media to better serve existing 

customers, acquire new ones, and establish or 

maintain reputation and credibility.  

Social media tools are enabled by the emergence 

of a class of Internet technologies commonly known 

as “Web 2.0”. “Web 2.0” features technologies that 

provide enhanced interactivity between users and a 

website. Prior to “Web 2.0”, websites are more or less 

static pages which allow users to view and retrieve 

information.  

 

Social Mention and (Un)Green IT Brands 
 

Social Mention is a social media search and analysis 

tool that aggregates user generated content from a 

number of different social media sources (such as 

MySpace, Twitter, Facebook, YouTube, and Digg) 

into a single stream of information. Social Mention 

provides users with a real-time tool to keep track of 

what people are saying about a particular issue and 

measure the frequencies of comments made. Issues 

can be related to a product or a service, a brand or an 

organization’s reputation, or any topic that is of 

interest to users. Social Mention monitors over 100 

social media sources constantly and provides a point-

in-time search and analysis service that can include 

daily social media alerts. Social Mention reports on a 

number of metrics for each of the brands chosen for 

this study. The metrics used are described in table 1. 

For illustration purposes, we have chosen 

“green” and less “green” information technology (IT) 

brands from a report by a joint research project called 

GreenFactor by Strategic Oxygen and Cohn & Wolfe. 

GreenFactor’s (2008) research study surveyed 11,740 

IT professionals of small, medium, and large 

companies in 13 countries who had involvement in IT 

purchase decisions. The objective of the study is to 

“illuminate ‘green’ marketing opportunities and 

further ‘green’-focused research on a global scale” 

(GreenFactor, 2008). “Green” is defined as “efficient 

power consumption, recyclable/reusable packaging, 

recycling offers for older equipment, use of non-toxic 

materials, or making investments in future green 

concepts such as alternative materials” (GreenFactor, 

2008 downloaded November 29th 2009 from 

http://www.greenfactorstudy.com/). 

To illustrate the portrayal of brands in social 

media using Chernoff Faces, we chose to contrast the 

top three brands, which respondents see as “most 

green” (Hewlett Packard, Dell, and IBM) in the 

GreenFactor survey, with the bottom three brands, 

which respondents see as “least green” (Fujitsu, SAP, 

and NEC). The clustering of the most “green” and the 

least “green” is a useful technique to assist the 

research in discriminating between the contrasting 

Chernoff Faces (Johnson and Wichern, 2007). 

 

3. Methodology 
 

In order to illustrate our approach to using data from 

Social Mention to portray IT brands, we gathered data 

on the 6 IT brands identified above in the GreenFactor 

study by entering their brand names into the Social 

Mention website, and having the website calculate the 

metrics (shown in table 1) for each brand in all the 

social media Social Mention reports on. Then a 

contingency table was created with the 6 IT brands as 

columns, and the Social Mention metrics (Strength, 

Positive/Negative Mentions, Passion, Reach, Unique 

Authors and Relative Frequency) as rows. The 

contingency table was then used as data input for the 

construction of Chernoff Faces using the statistical 

package Stata.  

Table 2 shows a summary of the scores for each 

of the six brands on each Social Mention dimensions. 

Interpreting relatively complex tables such as Table 2 

can be challenging. The reader not only wishes to 

determine where a specific brand is performing well 

or poorly, but would also want to discern how a brand 

stacked up against other brands on a specific 

indicator. The ability to create a picture of a human 

face in which the brands and the criteria are portrayed 

would make this easier.  

 

Chernoff Faces 
 

Over the years various graphic display techniques 

including pie-charts, histograms and scatter diagrams 

have been used to portray statistical data (Beniger and 

Robyn 1978; Zelazny 1972). From the 1980’s 

onward, the accessibility of user-friendly software and 

relatively inexpensive graphics plotters and printers, 

http://www.greenfactorstudy.com/
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as well as other media-producing devices with which 

to create these displays, greatly expedited the task of 

researchers and managers in communicating numeric 

information. Unfortunately the ability of many of 

these displays to depict multi-dimensional data was 

severely constrained, particularly when a basis for 

generalizing and communicating relationships was 

desired. Some researchers explored icons as a way of 

displaying multivariate data (Everitt, 1978); 

Cleveland, 1985). This variety of icons for 

representing multivariate data included tools such as 

Fourier blobs (Fienberg, 1979), glyphs (Anderson, 

1969) and faces (Chernoff, 1973). These offered 

novel ways of presenting intricate data by means of 

straightforward, interpretable pictures.  

Unlike most graphs, icons are not designed to 

communicate absolute numerical information. They 

are intended for recognizing clusters of similar 

variables and are useful for sorting or organizing, and 

especially comparing, variables that differ in many 

respects. While some researchers argued the use of 

icons to be subjective and ad hoc, cognitive science 

research on multi-attributable visual processing, has 

shown that people can accurately categorize 

multivariate data based on appropriate visual cues 

(Garner, 1974; Spoehr and Lehmkuhle 1982). The 

human face (or a simpler representation of it) is one 

of the most effective graphical icons for visually 

clustering multivariate data, particularly for long-term 

memory processing. Wang (1978) describes a number 

of papers on applications of faces to multivariate data, 

while Wilkenson (1982) showed that faces can be 

more effective than many other icons for similarity 

comparisons. 

Chernoff (1973), a statistician, originally 

proposed the facial technique. It is helpful first, in that 

widely divergent facial features are shown, each of 

which can be associated with a different variable. 

Second, most people are able to discern correctly 

between faces with different features. In Chernoff’s 

(1973) opinion, "People grow up studying and 

reacting to faces all of the time. Small and barely 

measurable differences are easily detected and evoke 

emotional reactions from a long catalogue buried in 

the memory" (p.362). He later went on to say 

(Chernoff, 1978): "I believe that we learn very early 

to study and react to real faces. We perceive the face 

as a gestalt and our built-in computer is quick to pick 

out the relevant information and to filter out the noise 

when looking at a limited number of faces" (p.1).  

The Chernoff Faces procedure has been 

incorporated into many statistics and statistical 

graphics packages. Essentially the procedure involves 

the assignment of variables in the data set to the 

features of a face. It is both relatively cogent and 

flexible and can be tailored to suit the prerequisites of 

almost any data set, and the technique has been 

applied in a wide range of disciplines and field. 

Chernoff (1973) describes its use in such diverse 

fields as the study of fossil data, in geology. 

Apaiwongse (1995) uses the approach to detect 

perceptions among market drivers toward 

environmental protection policies, while more 

recently Raciborski (2009) applies Chernoff Faces to 

a portrayal of public utility data. In marketing 

specifically, Huff, Mahajan and Black (1981) used 

faces to illustrate progressions of business failure and 

success, and Golden and Sirdesai (1992) displayed 

consumers’ perceptions of multi-dimensional, multi-

object attributes (brand and retail image impressions) 

using Chernoff Faces. Nel, Pitt and Webb (1994) 

illustrated and compared service quality scores from a 

large-sample customer satisfaction study using the 

procedure. Nowadays, rudimentary Chernoff Faces 

can even be constructed using simple commands in 

spreadsheets such as Excel (Hunt, 2004). 

 

Generating Chernoff Faces 
 

Despite the advances in computer statistical and 

graphic processing capabilities that had occurred in 

the previous twenty years, Nel, Pitt and Webb (1994) 

still lamented the difficulty of generating Chernoff 

Faces. By the mid-1990s, relatively few user-friendly 

software packages offered control over the drawing 

and interpretation of cartoon faces. This despite the 

fact that Chernoff’s original methods had been 

improved by superior algorithms that addressed 

concerns about unequal facial sizes and the handling 

of extreme data values (Flury, 1980; Schüpbach, 

1987; Friendly, 1991). To a large extent, these 

problems have been overcome recently by 

Raciborski’s (2009) published syntax for easy use 

with the high end statistical and data analysis package 

by StataCorp (2009) that generates Chernoff Faces to 

“detect patterns, clusters, outliers, and temporal 

trends”. 

This study uses the Chernoff command in 

StataCorp (2009) as described by Raciborski (2009). 

The command offers wide-ranging control over the 

allocation of facial features that represents selected 

independent variables. Eighteen facial features can be 

programmed to construct individual face graphs for 

each observation. Detailed facial expressions can be 

drawn by controlling, for example eye size, pupil size, 

eye position, eye brows, mouth curvature, hair line, 

hair density and nose to name but a few. This allows 

for a greater variety of different looking faces that 

offers the researcher a rich source of generating 

Chernoff Faces that makes the clustering of 

multivariate easier to interpret. Raciborski (2009) 

illustrates enhanced clustering abilities by generating 

twenty vastly different looking faces using only eight 

of the available programmable facial features with 

public utility data for demonstration purposes 

(Johnson and Wichern, 2007). 

The variables used in this study were allocated 

facial features using the Raciborsky (2009) Chernoff 

command syntax. Our procedure for doing this is 

summarized in table 3. 
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As can be seen from figure 1, the ideal IT brand 

in terms of social media presence as measure by 

Social Mention, would have a fat face, dense hair, 

bushy eyebrows, large round eyes with large round 

pupils, a large broad nose and a broadly smiling 

mouth. The least preferred face for a brand to have 

would be the minimum values face shown in figure 1.  

We then used the Social Mention data for the six 

IT brands shown in table 2 to construct the Chernoff 

Faces presented in figure 2. It is obvious that the faces 

of the 6 brands are quite different, and that their 

differences are shown quite clearly in the figure. 

While the brand Dell is not perfect on all the 

attributes, it does present a favorable picture overall. 

The nice fat face = high brand strength; large eyes = 

high positive sentiment, but large round pupils = high 

negative sentiment as well; reasonable smile (not as 

good as Fujitsu, for example) = good passion; thin 

eyebrows = quite low on reach; fattish nose = 

reasonably high unique authors; and, dense hair = 

high relative frequency. The NEC brand has the least 

ideal face – thin, with small oval eyes, and a 

downturned smile. However its face does have small 

round pupils, relatively bushy eyebrows and a bigger 

nose. There do not appear to be any major or obvious 

facial differences between those brands highly rated 

in the Greenfactor study (Dell, HP and IBM) and 

those rated low (NEC, SAP and Fujitsu).  

 

Limitations of this Study 
 

In this paper we outline an approach for 

simultaneously mapping 6 competing IT brands using 

Chernoff Faces, based on their scores on the 

dimensions of Social Mention. Our intention is to 

illustrate the use of a technique by selecting few 

brands within a limited number of social media. We 

do not claim this to be a definitive study of the 

positioning of all IT brands in social media. 

Obviously it would be relatively simple to get the data 

on other brands from Social Mention. The pictures 

presented here could have looked very differently had 

different, or more brands been used, or if a tool other 

than Social Mention, with different metric had been 

chosen. 

A study such as this provides more of a snapshot 

in time than an ultimate set of results. Social Mention 

is a dynamic tool, so that the scores obtained, and thus 

the Chernoff Faces, are for brands up to that particular 

point in time. Our study provides more of a snapshot 

in time than an ultimate set of results. The Chernoff 

Faces presented here represents the scores obtained by 

Social Mention, a dynamic tool, up to that particular 

point in time. It is very likely that if the data had been 

collected at an earlier or later time, dramatically 

different faces would have appeared. Social media, by 

nature, is such that their content evolves constantly. 

The allocation of Social Mention criteria to 

facial features is in a sense always arbitrary and will 

depend on the allocator’s personal preferences. For 

example, a smile can signal a lot, and could be 

perceived by many to be the most important feature, 

with possible negative interpretation as a result. For 

example, in Figure 2, the IBM brand performs 

relatively well on most criteria except Passion. If 

Passion is regarded as the most important criterion, 

then IBM is not doing well, and that can be expected; 

however, if it is not, or is equally important, then IBM 

might be perceived negatively to a disproportionate 

extent. This method is not sensitive enough to single 

out the effects of a characteristic such as brand 

greenness. Furthermore, we have chosen to use the 

assessments of IT brand greenness from a single 

research study. There are many more sources (such as 

Greenpeace) that evaluate and report on 

environmental performance of IT brands. Lastly, the 

accuracy and reliability of Social Mention as a tool 

for measure social media discourse is assumed.  

 

Managerial Implications 
 

A number of managerial implications are apparent. A 

brand manager of a technology company needs to 

clearly define its social media strategy. While social 

media is a reasonably new phenomenon, there are 

many competitors who are actively seeking to shape 

the conversation and how their brands are portrayed. 

Developing a strong capability and a focused strategy 

may be a source of competitive advantage. Tools like 

Social Mention allow brand managers to keep track of 

the characteristics of the dimensions which they deem 

as critical to their company’s success. Since social 

media is a continuously changing stream of collective 

consciousness, communication strategies need to be 

refined on a regular basis to ensure their effectiveness.  

As mentioned in our earlier discussion, 

visualizing complex data sets is a challenge for brand 

managers. The use of Chernoff faces provides a 

valuable tool for the simultaneous portrayals of 

brands in multidimensional space. This comes in 

handy when brand managers need to monitor social 

media content and the visibility of brands they regard 

as competitors or benchmarks.  

Finally, brand managers will be able to monitor 

the effectiveness of social media strategies by using 

data from tools like Social Mention to track their 

brands’ positions over time, and changes in Chernoff 

Faces, to measure the effectiveness of a particular 

strategy against competing brands. Raciborski (2009) 

provides an excellent example, using influenza data, 

to illustrate this.  

Our exploratory study opens up the stream of 

opportunities for further research. First, 

trustworthiness and reliability of data by providers 

such as Social Mention needs to be confirmed 

independently. This can be done by working directly 

with these services to gain a better understanding of 

the methodologies. Second, findings based on 

secondary data research could be combined with 

primary data collection in the markets of the brands in 
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question. Chernoff Faces are as amenable to showing 

the results of survey studies (cf. Nel, Pitt and Web, 

1994) as they are to showing the results of secondary 

data form sources like Social Mention.  

 

Conclusion 
 

The management of brands in an age of social media 

is not only more difficult, but it is also even more 

critical than it has been previously. Consumers post 

videos about proprietary brands on YouTube. They 

like, friend, and unfriend them on Facebook, and 

declare their love for their favorite brands to their 

friends, while just as easily vilifying the brands they 

hate. Their tweets about brands on Twitter reach 

potentially massive audiences at the speed of light. 

The proliferation of consumer generated content and 

its rapid diffusion wrestles much of the control over 

messages away from brand managers (Deighton & 

Kornfeld, 2007). While it is almost impossible to 

control every aspect of a brand in Social Media, 

Brand managers should at least make an attempt to 

monitor what is being said. We suggest that Chernoff 

Faces can be a simple yet powerful tool in the brand 

manager’s toolbox that will allow them to assimilate 

complex information quickly, and to track the 

ongoing conversations that create this information 

over time. 

 

Table 1. Social Mention Metrics: Descriptions 

 

Metric Definition How Calculated 

Strength The likelihood that your brand is 

being discussed in social media 

Phrase mention within the last 24 hours divided by the number of total 

possible mentions 

Sentiment The ratio of generally positive 

mentions to the number of 

generally negative mentions 

Number of Generally Positive Mentions/ Number of Generally 

Negative Mentions 

This measure can also be gauged in absolute terms by counting the 

number of positive mentions, the number of neutral mentions and the 

number of negative mentions* 

Passion A measure of the likelihood of 

individuals talking about your 

brand in social media will do so 

repeatedly 

A small number of users mentioning a brand repeatedly will give a 

high passion score. A large number of individuals talking about your 

brand, but only infrequently per individual, will give a low passion 

score 

Reach A measure of the range of 

influence 

Ratio of the number of unique individuals talking about your brand as 

a % of the number of total possible mentions 

Unique 

Authors 

An indicator or the number of 

authors messaging about a brand 

The number of unique authors on a brand within a specific time period 

Frequency The frequency with which 

mentions of a brand appear 

Measured in minutes or seconds. For our purposes, this indicator is 

reverse-scored; e.g. a brand being mentioned every 30 seconds vs a 

brand mentioned every 60 seconds would score 60 and the second 

brand 30. We term this Relative Frequency.  

*For this study we counted positive and negative mentions separately rather than simply use the ratio of positives to 

negatives  

 

Table 2. IT Brands and Social Mention Scores 

 

IT Brand Strength Positive Sentiment Negative Sentiment Passion Reach Unique Authors Relative Frequency 

SAP 22 114 32 32 24 387 212 

NEC 12 96 13 35 22 380 210 

Fujitsu 15 82 7 42 20 335 30 

IBM 25 107 21 31 22 384 235 

HP 17 80 21 39 20 318 90 

Dell 25 141 39 38 21 358 240 

Totals 116 620 133 217 129 2162 1017 
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Table 3. IT Brands and Social Mention Scores - Explanation of Facial Features 

 

Social Mention Mention Facial Feature Allocation 

Strength Facial line - The fatter the face the higher the brand strength 

Positive Sentiment Eye Size - The larger the eye size the higher the positive sentiment 

Negative Sentiment Pupil Size - The larger the pupil size the higher the negative sentiment 

Passion Mouth - The higher the passion the greater the curvature of the smile 

Reach Eye Brows - The larger the reach the bushier the eye brows 

Unique Authors Nose - The more unique authors the larger the nose 

Relative Frequency Hair Density - Greater relative frequency results in higher hair density 

As reference points, two extreme faces were generated using the actual minimum and maximum values 

from the dataset. These are shown in Figure 1. 

 

Figure 1. Maximum and Minimum Values Chernoff Faces 

 

 

 

 

 

 

 

 

 

Figure 2. Chernoff Faces of 6 IT Brands, Based on Social Mention Characteristics 
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Abstract 
 

This paper provides an overview of the dynamics of real exchange rate and economic growth in three 
Eastern African countries since 1960. In particular, the paper investigates the nature of exchange rate 
regimes and the impact that they have on economic growth, as well as the movement of real exchange 
rates and real GDP from 1970—2010 in these countries. The common trends identified were as follows: 
These countries pursued fixed exchange regimes from the 1960s until the late 1980s and early 1990s, 
which repressed their economic growth; the countries pursued floating and managed floating regimes 
from the 1990s to date, resulting in moderate-to-rapid economic growth. We conclude that liberalised 
exchange rates, which lead to undervalued currencies in these Eastern African countries, are growth-
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1. Introduction 
 

The real exchange rate has not entered into growth 

debates, until fairly recently. Eichengreen (2007) 

argues that this is so, because pioneering growth 

models, such as the Solow Model, were formulated 

under the assumption that economies are closed 

without external activities. Nonetheless, modern 

economic theory has underscored the real exchange 

rate as a fundamental determinant of growth. The 

export-led growth theorists, for instance, have 

stressed that the adoption of a competitive real 

exchange rate is crucial in engineering economic 

growth (Eichengreen, 2007).  

According to this proposition, a moderately 

undervalued currency acts as a ‘magic wand’ for 

unlocking resources from idle sectors of the domestic 

economy into the more productive export sector. This 

is characterized by technological transfer; and that by 

learning-by-doing, countries using this strategy are 

able to maintain the growth momentum and grow into 

major economies (Gala, 2007; Freund & Pierola, 

2008).
18

 

                                                           
18

 The success story of the “Asian Tigers” and, more recently, 
China has been the main example highlighted by these 
economists  

 

In contrast, other studies have emphasised the 

need to keep the exchange rate in check; since 

exchange-rate volatility could prove disastrous to the 

growth prospects of an economy. Calvo and Reinhart 

(2000) noted that most countries have hesitated to 

float their currencies – with the fear of volatility 

consequences.
19

 According to this proposition, the 

real exchange-rate volatility could cause severe 

financial distress and balance-sheet mismatch, 

especially in emerging economies, whose assets are 

denominated in local currencies; but whose liabilities 

are denoted in foreign currencies (Eichengreen, 2007). 

This, they maintain, could cause severe bankruptcies 

and financial crises, liquidity problems, and wealth 

transfer – all of which can inhibit economic growth. 

By now, it should be obvious that the real 

exchange rate has been and would continue to be vital 

in determining economic growth within and across 

countries. Dollar (1992) found that Eastern Asian 

countries, such as Japan, South Korea, Taiwan, Hong 

Kong, Singapore, and China have used undervalued 

currencies, in order to enhance their economic growth 

over the years.  

                                                           
19

 This reluctance to float is now known as the “fear of 
floating” in the literature. 
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The World Bank (1984) recounts that 

overvalued currencies have inhibited the growth of 

countries in Latin America and Africa. In Africa 

particularly, the World Bank found that persistent 

misaligned real exchange rates have caused severe 

drops in agricultural output (World Bank, 1984). 

The link between the exchange rate and 

economic growth has been widely documented in the 

literature. Past studies have discussed the complexity 

of the issue, mostly concentrating on countries other 

than those in Africa (see Dollar, 1992; Razin and 

Collins, 1997; Acemoglu et al., 2002; Fajnzylber et 

al., 2002). This paper examines the real exchange rate 

and economic growth trends over the years by 

focusing on exchange rate regimes and reforms, as 

well as the growth policies and programmes 

implemented in three Eastern African countries, 

namely: Ethiopia, Kenya, and Tanzania.  

The choice of these countries was motivated 

solely by the fact that they share common economic 

fundamentals and policies. The rest of the paper is 

organized as follows: Section 2 examines the 

exchange rate regimes and policies pursued by the 

three countries; Section 3 outlines the growth 

programmes and policies implemented by these 

countries; Section 4 traces the movements of the real 

exchange rate and the real GDP within these countries 

from 1970 to 2010; and Section 5 draws conclusions 

from the preceding sections. 

 

2. Exchange Rate Regimes and Policies 
 

From 1960 until now, the Eastern African countries 

have pursued various exchange rate policies and 

regimes. These regimes have varied from fixed (or 

pegged) regimes to floating regimes. The policies and 

regimes pursued by these countries are presented in 

the form of country-based case studies in what 

follows.  

Ethiopia 
Ethiopia has, over the years, pursued a number 

of exchange rate policies. During the pre-1992, the 

country pursued a fixed exchange rate policy; whilst 

in the post-1992, it was characterised by a managed-

float regime (IMF, 2012). Under the agreement of the 

IMF, each member country’s currency was assigned a 

central parity against the US dollar, allowing 

currencies to fluctuate by deviation of plus or minus 1 

per cent of the parity.  

Ethiopia, as a founding member, was bound by 

this agreement. Member countries were granted the 

authority to devalue or revalue their currencies in 

situations of misalignment. 

In 1945, the Ethiopian birr was issued having a 

value of 5.52 (0.36 grams) of fine gold in line with the 

Bretton Woods Agreement. The currency was pegged 

at 2.48 birr to the US dollar in the same year. 

However, by 1964, the Ethiopian birr was overvalued; 

and accordingly, it was devalued to 2.50 birr per US 

dollar (Deressa, 2006). The Bretton Woods System 

collapsed in 1971, leading to the floating of the US 

dollar. The monetary authority of Ethiopia revalued 

the exchange rate by 8.75 per cent to 2.30 birr per US 

dollar on 21 December, 1971 (see Deressa, 2006).  

The exchange rate was again revalued to 2.07 

birr per US dollar in February 1973, after the US 

devalued the dollar by 10 per cent. From 1973 

onwards, the fixed exchange rate regime was 

maintained – until 1992. In 1992, the monetary 

authority of Ethiopia undertook devaluation, in an 

attempt to enhance export competitiveness, to ensure 

the efficient allocation of resources, and to remove 

parallel markets and illegal cross-border trading 

activities. The other aim of the devaluation exercise 

was to provide an avenue for liberalising the 

exchange rate. In May 1993, a fortnightly auction 

market was introduced. The auction market included 

the Dutch Auction System, which used the official 

exchange rate, and the Marginal Pricing Auction 

System, which employed the marginal exchange rate 

(Deressa, 2006).  

However, these systems were unified in July 

1995. By August 1996, the fortnightly auction market 

was abolished, thereby paving the way for the 

adoption of the weekly auction market, in order to 

contain the growing demand for foreign exchange 

(IMF, 2012). Forex bureaux were allowed to operate 

(see IMF, 2012). The wholesale auction system 

replaced the retail auction system in September 1998. 

The interbank foreign market was also introduced, 

operating synchronously with the weekly auction 

system until October, 2001. Since then, the official 

exchange rate has been determined, according to the 

daily interbank foreign exchange market (IMF, 2012). 

Kenya 
Since independence in December 1963, until 

1974, Kenya has operated a fixed exchange regime, 

with the Kenyan shilling pegged to the US dollar. 

Later within this period, the pegged-exchange rate 

was modified into the special-drawing rate, due to 

discrete devaluations (Ndung’u, 2000). The exchange 

rate was frequently misaligned between 1974 and 

1981. For instance, the exchange rate depreciated at 

some point by 14%, leading to the devaluation 

exercise in the 1981/82 period (McPherson and 

Rakovski, 2000).  

As a measure to prevent future misalignments, 

the Kenyan government shifted from the fixed-

exchange regime to a crawling-peg regime in 1982. 

The objective for adopting the crawling regime was 

not met. The movement of the nominal exchange rate 

has not been stable, as was expected by the monetary 

authorities in Kenya after 1982. Thus, the crawling-

peg exchange rate regime was abolished, with a dual-

exchange rate regime being adopted in 1990. As in 

previous regimes, the dual-exchange rate regime also 

experienced overvalued exchange rates (see 

McPherson and Rakovski, 2000).  
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The exchange rate was again devalued; and the 

official exchange rate was unified with the black 

market rate. By that time, in 1993, the exchange rate 

was floated, allowing market forces to establish the 

rate. The main aim of the floating regime was to ease 

pressures on the balance of payment, and to remove 

market distortions (Ndung’u, 2000). Figure 1 shows 

the various exchange regimes of Kenya since 

independence. 

 

Figure 1. Exchange Rate Regimes of Kenya from 1963 to 2009 

 

Source: Kenya National Bureau of Statistics, 2010 

 

Tanzania 
Tanzania has maintained a fixed exchange 

regime from independence in 1961, and well into the 

1980s. This led to the development of a parallel 

market with premiums. The premium rose from 40 

per cent in 1970 to about 250 per cent in around 1985, 

eventually surpassing 700 per cent in March 1986 

(Nord et al., 2009). The official exchange rate of 

Tanzania was devalued several times in the 1980s; 

although these devaluations could not impact the 

parallel market, due to persistent inflation (Nord et 

al., 2009).  

The misaligned exchange rate persisted into the 

1980s, as the government financed public losses and 

budget deficits by printing money; inflation 

responded, rising by 30 per cent during this period 

(Nord et al., 2009). . In addition, foreign currency 

became very scarce; and the increasing default on 

debt forced the authorities to resort to licensing and 

rationing. Exporters were compelled to give up their 

exchange earnings; and they were regularly under 

undue scrutiny and licensing procedures. Importers 

were also subjected to all kinds of regulations and 

licensing procedures, thereby exerting pressure on the 

country’s currency (Nord et al., 2009). . 

Amid economic hardships and severe price and 

exchange rate distortions, Tanzania designed and 

began to implement the Economic-Recovery 

Programme (ERP) in 1986. The main aim of the ERP 

was to restore economic stability, and to reform the 

structural system of the economy (IMF, 1996a). As 

part of the ERP, the shilling was largely devalued 

(Edwards, 2012). The exchange rate regime was 

gradually shifted from a pegged system, with a large 

parallel market premium, to a more unified managed 

float – between 1986 and 1993.  

Before that a crawling-peg system was adopted 

in 1986 – as part of the gradual shift process (Nord et 

al., 2009). The nominal exchange rate was devalued 

by 60 per cent between March and June of 1986, 

leading to a depreciation of the real effective 

exchange rate by 50 per cent (Edwards, 2012). 

Notable exchange rate adjustments were also 

undertaken under the ERP. The nominal exchange 

rate was devalued by 95 per cent between March 1986 

and mid-1995, leading to a real effective exchange 

rate depreciation of around 87 per cent. The parallel 

market premium was cut from 700 per cent to about 

30 per cent. 

In 1992, the financial sector was liberalised, 

allowing for the establishment of forex bureaux and 

the creation of foreign deposit accounts in local banks 

(IMF, 1994b; Nord et al., 2009). Besides, the forex 

bureaux were permitted to transact in foreign 

exchange at negotiated rates, meaning that the parallel 

market was, thus, legitimised. The foreign market 

responded favourably and sharply; the volume of 

transactions undertaken by forex bureaux increased 
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markedly within a fiscal year, rising from $100m in 

1992 to around $400m in 1993, financing about 20 

per cent of the commodity imports (Nord et al., 2009; 

Edwards, 2012).  

Finally, the auction system was replaced by the 

interbank foreign exchange market in 1994. Exporters 

were allowed to retain most of their proceeds, in order 

to finance their import needs from 1992. All 

restrictive requirements on exporters were abolished 

by 1994 (IMF, 1994b; Nord et al., 2009).  

 

3. Economic Growth Policies and 
Programmes 
 

The Eastern African countries have implemented a 

number of growth policies, strategies, and 

programmes, in order to enhance their economic 

growth, to reduce poverty, and to ensure the more 

equitable distribution of wealth in the past, and in 

recent times. The most common programmes 

implemented in these countries were the ERPs and 

SAPs. Other notable strategies included the Growth 

and Poverty Reduction Strategies, and the Medium-

Term Development Strategies. The country-based 

overview of the strategies, policies, and programmes 

are presented sequentially below.  

Ethiopia 
At the beginning of the 1980s, the Ethiopian 

economy was in a state of severe crisis. The 

protracted civil war, recurring drought, corruption, 

and inflexible institutions, coupled with the heavily 

controlled economy led to widespread economic 

underperformance, poverty, and shortages of essential 

commodities at the turn of the decade in 1990 (see 

World Bank, 1984). The Ethiopian government 

subsequently bought into various World Bank- and 

IMF-sponsored initiatives already popular in other 

sub-Saharan African countries (World Bank, 1984 

and 2013).  

ERPs and SAPs were the dominant programmes 

at the time. The SAP and ERP were aimed at reducing 

poverty and enhancing growth (World Bank, 1984). 

The initiatives were also geared towards reforming 

and restructuring public institutions and enterprises. 

The core of the ERPs and SAPs was to facilitate the 

transformation of the economy from a state-controlled 

system to a market-oriented one, thus, providing the 

enabling environment with the restoration of 

macroeconomic stability and a conducive business 

environment (African Development Bank, 2000). 

In 1993, the Ethiopian government implemented 

the Agricultural Development-Led Industrialization 

Strategy (ADLI) to enhance agricultural sector 

productivity (see Ohno, 2009). The main goals of the 

strategy were to reduce poverty, to enhance industrial 

development, and to ensure a dynamic and self-

sustaining growth, especially, in the countryside. In 

addition, the First and Second Five-Year 

Development Programmes (FFYDP and SFYDP) 

were devised, in order to improve state institutions 

and public affairs (Ohno, 2009). 

Building on the earlier policy initiatives, the 

Interim Poverty-Reduction Strategy Paper (I-PRSP) 

was launched in 2000 (World Bank, 2001). Under the 

Umbrella of the I-PRSP, the Sustainable Development 

and Poverty-Reduction Programme (SDPRP) was 

developed and implemented in 2002. This strategy 

was a three-year strategy lasting from 2002 until 2005 

(see World Bank, 2001).  

As in earlier strategies, the thrust of the SDPRP 

consisted of: overriding and an intentional focus on 

agriculture, as this sector is the source of livelihood 

for 85 per cent of the population, where the bulk of 

the poor live; strengthening private sector growth and 

development, especially in industry – as a means of 

achieving off-farm employment and output growth 

(including investment in the necessary infrastructure); 

rapid export growth through production of high-value 

agricultural products, and increased support for 

export-oriented manufacturing sectors, particularly 

the intensified processing of high-quality skins/leather 

and textile garments; the undertaking of major 

investment in education and strengthening the 

ongoing effort on capacity building (World Bank, 

2001).  

This was done, in order to overcome critical 

constraints to the implementation of development 

programmes; deepening and strengthening the 

decentralization process, in order to shift decision-

making closer to the grass-roots population, and to 

improve responsiveness and service delivery; together 

with improvements in governance – in order to move 

forward in the transformation of society (World Bank, 

2001). Further, this was done in order to improve 

empowerment of the poor, and to set a framework, 

and to provide an enabling environment for private 

sector growth and development, agricultural research, 

water harvesting and small-scale irrigation, and to 

focus on increased water-resource utilization, in order 

to ensure food security (World Bank, 2001). 

The second strategy implemented under I-PRSP 

was the Plan for Accelerated and Sustained 

Development to End Poverty (PASDEP). It gathered 

lessons from the SPRP, and as such it was more 

comprehensive than the SDPRP. The PASDEP was, 

consequently, considered as a national development 

plan, which deepened the fundamentals of the SDRP 

by revolutionising various sectors of the Ethiopian 

economy (World Bank, 2001). 

In an attempt to reinvigorate the economy, as 

well as to reduce the incidence of poverty in the rural 

communities, the government of Ethiopia initiated a 

five-year Growth and Transformation Plan (GTP) 

from 2010 through to 2015 (MOFED, 2010). This 

strategy takes up the gains from the previous Plan for 

Accelerated and Sustained Development to End 

Poverty (PASDEP). The programme emphasized the 

need to promote rapid and broad-based economic 

growth – through seven strategic objectives: 
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sustaining equitable economic growth, maintaining 

growth focused on agriculture and rural areas, 

developing industry, expanding the infrastructure, 

enhancing the expansion and quality of social 

development, building capacity and promoting good 

governance, and ultimately promoting the 

empowerment of women and young people (MOFED, 

2010). 

Kenya 
From independence, in 1963, the government of 

Kenya has implemented a number of growth 

strategies and initiatives aimed at eliminating hunger, 

disease, and illiteracy. The pioneering plan to enhance 

growth and to achieve sustainable development in 

Kenya was the Sessional Paper No. 1 published in 

1965 (Republic of Kenya, 2003). The paper outlined 

major strategies for achieving higher growth in 

Kenya. These strategies included modernising the 

agricultural sector, revolutionising the manufacturing 

sector, and reforming institutions and systems, in 

order to build a conducive investment climate 

(Republic of Kenya, 2003). 

Following the Sessional Paper No. 1, the 

Poverty-Reduction Strategy Paper (PRSP) was soon 

formulated in 1999 (Republic of Kenya, 2003). The 

PRSP was a World Bank- and IMF-supported 

programme, which was designed to aid countries 

suffering from poverty and similar growth-related 

crises. The PRSP was formally launched in Kenya in 

2001. In the Kenyan case, the PRSP was a short-term 

policy initiative for attaining the long-term vision 

presented in the National Poverty Eradication Plan 

(NPEP), which had been designed in 1999 (Republic 

of Kenya, 2003). The NPEP had a 15-year timeline to 

eliminate or reduce poverty in line with the MDG of 

halving poverty by 2015.  

The PRSP and NPEP were, however, ephemeral. 

The government recently initiated the Economic 

Recovery Strategy (ERS). The ERS was launched in 

2003 with the aim of generating economic growth, 

which was more or less stagnant at the time. The core 

of the ERS was to enhance growth, and to create 

wealth and employment, whereby poverty and hunger 

could be eliminated. The ERS identified the 

agricultural sector as the key driver for achieving the 

economic-recovery process. Thus, reformation and 

reconstruction of the agricultural institutions, and 

investment in research into innovative production 

processes were fundamental to the growth strategy. 

The main policy dimensions outlined in ERS were the 

strengthening of institutions, the rehabilitation and 

expansion of communication networks, stabilising the 

economy, and investment in human capital. The 

policy framework of the ERS folded up in 2008 (see 

Republic of Kenya, 2006). 

The most recent strategy implemented is the 

Kenya Vision 2030 development strategy. This policy 

paper was developed in 2007, in order to consolidate 

the gains from the ERS. The strategy was formally 

launched in 2008 (Ndulu et al., 2008). This ambitious 

strategy was implemented to transform Kenya into a 

globally competitive and industrialised country, 

which was capable of providing its people with a 

high-quality life in a clean environment by 2030. The 

Vision 2030 had three main pillars: the economic 

pillar, aiming to sustain growth of 10% yearly to 

2030; a social pillar, aiming to create a just, cohesive, 

and equitable social development; and a political 

pillar with issue-based, people-centred, result-

oriented, and accountable democracy (Government of 

Kenya, 2003 and 2007; Ndulu et al., 2008).  

The Vision 2030 was streamlined into three 

medium-term plans (Government of Kenya, 2003 and 

2007). The first five-year Medium-Term Plan (MTP 

I) spanned 2008-2012; and it consolidated the gains 

from the ERS. The MTP I has since been reviewed – 

with satisfactory results reported. The second five-

year Medium-Term Plan (MTP II) spanning 2013-

2017 was launched in October 2013; and it aimed at 

tightening the linkages between government 

priorities, planning, and budgeting. The next Medium-

Term Plan is yet to be launched (see Ndulu et al., 

2008). 

Tanzania 
Throughout the 1960s and the 1970s, the 

economy of Tanzania was mainly State-controlled. 

The economy was generally not flexible; and it was 

characterised by monopolistic and severely regulated 

institutions and production processes (see Bigsten and 

Danielsson, 1999). These socialist mechanisms, 

coupled with a war against Uganda and external 

shocks around the 1970s led to significant 

macroeconomic instability; GDP per capita fell 

remarkably, agricultural exports crashed, inflation 

climbed to a period high; the economy stagnated; and 

the number of consumer goods dwindled (Bigsten and 

Danielsson, 1999). 

The mounting pressures of economic stagnation 

compelled the government of Tanzania to buy into the 

IMF-sponsored Economic Recovery Programme 

(ERP). The central theme of the ERP was to restore 

the economy, and to initiate structural reforms. The 

implementation of the ERP began to take shape in 

1986. The first step was to realign prices by 

abolishing price ceilings and floors, and by devaluing 

the Tanzanian Shilling (Edwards, 2012).  

In addition, public enterprises were also re-

organised, and in some cases, privatised. Subsidies 

were removed, producer prices were increased, in 

order to boost outputs; and furthermore, import 

restrictions were abolished (Mwase and Ndulu, 2008). 

The beginning of the 1990s saw significant 

liberalisation of the Tanzania economy, with more 

concentration directed towards market-oriented 

reforms. By 1996, Tanzania had begun to implement 

more aggressive liberalisation policies, leading to 

significant improvement in the economic indicators. 

For instance, annual real growth averaged around 5 

per cent from 1996 (2 per cent more than the period 

1990-1995), inflation fell to single digits by 1999, and 
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even below 5 per cent in 2002 (Mwase and Ndulu, 

2008). The moderate macroeconomic stability 

recorded, as a result of the economic reforms 

stimulated the flow of official donor assistance into 

Tanzania, which further helped to cushion the real 

growth. 

Another significant step was the improvement in 

monetary management by the central bank (Bank of 

Tanzania). Cash was effectively managed by the Bank 

of Tanzania, thereby preventing government 

withdrawals, and consolidating the funds from 

donors. This was enough to eliminate the budget’s 

domestic financing requirements, further easing 

inflationary pressures. The tax authority’s decision to 

widen the tax base under a lower tax rate regime led 

to huge fiscal consolidation from the tax revenue 

generated (Mwase and Ndulu, 2008). For instance, 

revenue to GDP increased from 12.1 per cent in 1999 

to 13.6 per cent in 2004. The swift and often 

aggressive macro-economic reforms implemented 

from 1986 enabled Tanzania to reach the decision 

point under the HIPC Initiative in 2000, and the 

completion point in 2001. Thus, the IMF cancelled 

Tanzania’s outstanding debts; other donor countries 

and institutions followed suit, by cancelling their 

debts with Tanzania. This relieved the government 

from the pressure of debt servicing, and instead 

allowed them to concentrate on improving the 

economy. The National Irrigation Master Plan was 

implemented in 2002 to irrigate 29.4 million hectares 

of arable land, in order to boost the agricultural 

productivity (Mwase and Ndulu, 2008). 

 

 

 

4. Real Exchange Rate and Real GDP 
Movements (1970—2010) 
 

The link between the real exchange rate and the real 

GDP has received wide coverage in the literature. 

Slightly undervalued real exchange rates tend to be 

associated with an upward surge in the real GDP, 

while an overvalued exchange rate tends to exert a 

negative impact on the real GDP surge. The country-

based discussion of the real exchange rate and the real 

GDP movements from 1970 to 2010 are presented in 

what follows. 

Ethiopia 
Confirming our earlier discussion, Figure 2 

shows that the exchange-rate regimes in Ethiopia 

were of two phases: a fixed exchange rate 

characterising the pre-1992 period, and a managed-

float regime characterising the post-1992 period. 

Growth stagnated under the fixed-exchange rate 

regime; real GDP was 16436.811 million in 1970, and 

19211.149 million in 1992 (a percentage change of 

14.4 points, and 0.11 percentage on the year-on-year 

basis).  

However, when the managed-float regime was 

introduced post-1992, the real GDP increased 

moderately between 1993 and 2003, reflecting an 

increase in the real exchange rate. Beyond 2003, the 

increase in real GDP was tremendous (increasing 

from 32263.994 million in 2003 to 68669.848 million 

by the end of 2010. Clearly, as the real exchange rate 

was allowed to float, it gradually reflected on the 

fundamentals of the economy. Hence, the exchange 

rate depreciation led to increases in exports and the 

inflow of aids, and the ensuing real GDP growth (see 

Figure 2). 

 

Figure 2. Trends in Exchange Rate and Economic Growth (1970-2010) 

 
Source: Constructed from Feenstra et al. (2013) 

 

Kenya 
Kenya maintained a fixed-exchange regime from 

1963 to 1974, with few devaluations within this 

period. Real gross domestic product increased 

moderately over this period. For instance, real GDP 

increased from 11347.681 million in 1970 to 

14007.97 million in 1974. In 1974, a special drawing 

rate was instituted, replacing the pegged system. 
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Between 1974 and 1981, the nominal exchange rate 

was frequently misaligned, prompting devaluation in 

1981 (McPherson and Rakovski, 2000; Ndung’u, 

2000).  

However, the real GDP continued to increase. 

The real GDP increased from 13955.831 million in 

1975 to 20363.116 million in 1982 (see Figure 3). The 

shift from fixed to crawling, dual, and finally to a 

managed-float system seems not to have had any 

significant impact on the real GDP, as Figure 3 

clearly depicts. 

 

Figure 3. Trends in the Exchange Rate and in Economic Growth (1970-2010) 

 

 
 

Source: Constructed from Feenstra et al. (2013) 

 

Tanzania 
Tanzania operated a fixed-exchange rate regime 

right from independence until well into 1986, when 

the Economic-Recovery Programme (ERP) was 

implemented (see Figure 4). During this period, the 

economy of Tanzania experienced moderate growth. 

Real gross domestic product increased from 9554.445 

million in 1970 to 14721.126 million in 2010. The 

moderate growth was due to a recurrent overvalued 

exchange rate, which led to an export decline, and the 

accompanied, and often irregular devaluations of the 

currency. 

The economy of Tanzania shifted gradually from 

a pegged system to a more unified float, from 1986 to 

1993; and this was often characterised by devaluation. 

Real gross domestic product increased faster during 

this period from 14721.126 million in 1986 to 

19905.344 million in 1993 (see Figure 4). Beyond 

1993, the exchange rate was eventually liberalised, 

thereby allowing the exchange rate to float. It is 

obvious from Figure 4 that the floating regime had a 

tremendous impact on economic growth; real GDP 

increased remarkably from 20509.138 million in 1994 

to roughly 51417.454 million in 2010 (an increment 

of about 60.11 per cent in sixteen years). 

 

Figure 4. Trends in Exchange Rate and Economic Growth (1970-2010) 

 

 
Source: Constructed from Feenstra et al. (2013) 
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5. Conclusions 
 

This paper has provided an overview of the real 

exchange rate and the economic growth dynamics in 

three Eastern African countries, namely: Ethiopia, 

Kenya, and Tanzania. One common conclusion is that 

the three countries pursued a fixed exchange rate 

regime from the 1960s until the late 1980s and early 

1990s. Over this period, these countries undertook a 

series of devaluations, in order to keep their exchange 

rates aligned with major currencies, such as the US 

dollar, and the British pound sterling. The fixed 

exchange rate regimes were usually characterised by, 

at best, slow increments in real GDP. The IMF/World 

Bank sponsored economic recovery and structural 

adjustment programmes, paved the way for exchange 

rate liberalisation later in the 1980s and early 1990s 

within these countries. As the exchange rates were 

liberalised, they rapidly moved upwards, increasing 

real GDP concomitantly. One other conclusion is that 

for those countries surveyed, the real exchange rate 

undervaluation is growth-enhancing. Finally, the 

common growth policies and strategies pursued by 

these countries were geared towards generating 

growth, alleviating poverty, and redistributing 

income. 
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1. Introduction 
 

Earnings Management refers to the actions taken by a 

firm to adjust its earnings to achieve a desired level of 

profits or the dampening of fluctuations in reported 

earnings over time (Roychowdhury, 2006). This can 

be achieved through fraudulent accounting, accruals 

management and real earnings management (Dechow 

& Skinner, 2000). Fraudulent accounting involves 

accounting choices that violate accounting standards. 

However it is important to note that earnings 

management is not necessarily the result of an 

intentional fraud but can also arise from managerial 

discretion over accounting method choice and 

interpretation of accounting rules. For example 

managers might increase earnings upwards when 

earnings are relatively low or decrease earnings when 

earnings are relatively high. Examples include under 

providing for bad debt expenses and delaying asset 

write-offs. Alternatively under “Big Bath” 

accounting, firms recognize unexpectedly large 

provisions in the current year when earnings are low 

to avoid decreasing future earnings and, therefore, 

future bonuses (Strong and Meyer, 1987). In contrast, 

real earnings management is accomplished by 

changing the firm’s underlying operations such as 

increasing sales by reducing prices. 

As of January 1, 2005, companies listed in the 

Malaysia are required to present their consolidated 

financial statements applying International Financial 

Reporting Standards (IFRS). While the IFRS aims to 

improve comparability of companies across countries, 

managers may still exercise considerable discretion 

accorded by the accounting standards. For example, to 

change reported income, managers may choose 

among various accounting policies and methods, 

revise estimates for bad debts or accelerate or defer of 

revenues and expenses. Additionally, the strategic 

timing of investments, sales, expenditure, and 

financing decisions may also be used to smooth 

reported earnings. The smoothing of fluctuations in 

reported earnings is assumed to take place through 

accounting choices and judicious application of 

accounting standards. 

In this paper, we examine the motivation for 

earnings management and its information content. 

First, we identify what factors may influence 

managers to engage in earnings management. Positive 

accounting theory suggests that these motivations are 

a consequence of agency costs, information 

asymmetries and political costs (Watts & 

Zimmerman, 1986). To investigate this issue we 

decompose total accruals into discretionary and non-

discretionary accruals. Expenses such as management 

bonuses and R&D expenditure are discretionary 

expenses that allow managers some leeway in 

deciding when these expenses should recorded within 

the accounting system (Albrecht and Richardson, 

1990). In contrast non-discretionary accruals such as 

utility expenses and employee wages refer to 

mandatory expenses that the business is forced to 

incur but has yet to be paid. Second, we investigate 
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how earnings management should be interpreted by 

financial statement users. For example how does 

earnings management increase the information 

content of financial statements with regard to earnings 

quality and predictive value? Schipper and Vincent 

(2003) define earnings quality as the extent to which 

reported earnings faithfully corresponds to the 

“change in net economic assets other than from 

transactions with owners”. Earnings quality is 

improved when earnings variability decreases and 

which indicates less risk for investors. Lower firm 

risk in turn leads to a lower cost of capital and higher 

share price. Ryan et al. (2002) for example documents 

a positive association between earnings variability 

and firm value. This is further supported by empirical 

evidence that find investors are generally attracted to 

firms that do not report fluctuating earnings 

(Michelson et al., 2000). This is because companies 

that engage in earnings management have 

significantly higher cumulative average abnormal 

returns compared to firms that do not.  

The on-going academic debate is whether 

managerial discretion over the use of discretionary 

accruals improves the quality of disclosure. On one 

hand, these manipulations could enhance the value-

relevance of reported earnings by communicating a 

manager’s private information regarding future 

profitability (Subramanyam, 1996). Other studies 

propose that it decreases reporting quality because 

managers use it to mislead stakeholders about the true 

economic performance of the company. Beaver 

(2002) argues that earnings management becomes 

problematic only if managerial intent is to mislead 

users of financial statements. Conversely if 

managerial intent is to informthen this would improve 

the financial reporting quality in terms of the value 

relevance of information provided. However because 

managerial intent is not directly observable, in this 

study we examine the association between the extent 

of earnings management and future firm performance. 

If earnings management is intended to signal 

management’s insider knowledge to improve 

shareholder value, we should observe a positive 

relationship between the extent of earnings 

management and future firm performance. 

The remainder of this study is organized as 

follows. Section 2 develops the research hypothesis. 

Section 3 describes the sample, research method and 

variables. Section 4 presents the results and Section 5 

concludes. 

 

2. Related Literature and Hypothesis 
Development 

 

Insights into why managers engage in earning 

management can be gained from a number of theories. 

The first deals with agency theory and the second 

with information asymmetry. The occurrence of 

earnings management is indicative of agent-principal 

problems, where directors seek to enhance their 

personal wealth at the expense of shareholder wealth 

(Godfrey, Hodgson, & Holmes, 2003). The agency 

problem exits largely due to the flexibility accorded 

by accounting standards and because of information 

asymmetry between the management and owners. 

Under this setting, managers are motivated to engage 

in earnings management to increase net income 

because their compensation depends on the 

profitability of the company. This is supported by 

Shuto (2007) who documented a positive relationship 

between discretionary accruals and executive 

compensation in Japanese firms. To minimise their 

employment risk, managers may also engage in 

earnings management to reduce the possibility of 

company failure. Specifically for firms that are highly 

geared, managers have more incentive to alter 

earnings to delay debt covenant default and hence 

avoid bankruptcy (DeFond & Jiambalvo, 1994). 

An alternative view is that discretionary 

accounting choices are made to reveal managers’ 

private information about the future prospects of a 

firm to investors (Subramanyam 1996) Under this 

premise, managers utilize the flexibility accorded by 

accounting standards to enhance the relevance and 

reliability of the reported accounting information to 

improve its predictive usefulness and representational 

faithfulness. This branch of the literature suggests that 

managers normally have more information about the 

“true” financial position and performance of a 

company than the absent investors. This creates the 

opportunity for manager to use their reporting 

discretion in choice of accounting method and 

practice discretionary accruals to signal future firm 

performance (Bartov et al. 2002). In summary the 

motives for accrual management are either 

opportunistic or signalling. The former is problematic 

because the managerial intent is tomislead which 

impairs reporting quality while the latter increases the 

informativeness of accounting earnings and predictive 

value of financial statements. In summary managerial 

intent determines how accounting choice is exercised. 

Positive accounting theory provides an 

alternative lens through which to understand why 

managers engage in earnings management (Watts & 

Zimmerman, 1978). The perspectives offered by 

positive accounting theory include the opportunistic 

perspective, efficiency perspective and political cost. 

Given an assumption that ‘self-interest” drives all 

individual actions, positive accounting theory predicts 

that firms will seek to put in place mechanisms that 

aligns the interests of the managers of the firm (agent) 

with the interests of the owners of the firm (principal). 

The first objective of this study is to test if the above 

three factors do indeed influence the use of 

discretionary accruals by Malaysian listed companies. 

The opportunistic behaviour hypothesis which is 

based on agency theory suggests that earnings 

management is consistent with management's desire 

to maximise their compensation. Hence managers are 

more likely to make income increasing accounting 
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decisions if their annual bonus is based on reported 

income (Shuto, 2007). Similarly to reduce 

employment risk, managers of firms with high debt 

levels more likely to make income-increasing 

discretionary accruals to avoid violating constraints 

contained in debt covenants (DeFond & Jiambalvo, 

1994).Thus agency theory predicts managers of firms 

with high agency costs will choose current income-

increasing methods to achieve earnings target. 

Under the efficiency perspective, managers 

possess private information regarding the company’s 

risk and cash flows and which is costly for outside 

suppliers of capital to acquire from alternative 

sources. Hence managers can reveal their insider 

knowledge using discretionary accruals. Trueman and 

Titman (1988) show empirically that the existence of 

information asymmetry between management and 

shareholders is a necessary condition for earnings 

management. Furthermore, management’s 

discretionary ability to manage earnings increases as 

the information gap between management and 

shareholders increases. Under the assumption that 

outsiders rely on financial disclosure, Chanay & 

Lewis (1995) show that investment efficiency is 

improved because high accounting quality in terms of 

smoothed earnings reduces information asymmetry 

between managers and providers of capital. The 

efficiency version of positive accounting theory 

further assumes managers will choosing accounting 

policies that minimize firm cost and this can include 

political costs (Watts and Zimmerman, 1986). Under 

the political cost hypothesis firms will tend to record 

lower profits by using different accounting methods to 

mitigate their political costs. Political costs are costs 

imposed on the firm as a result of external political 

actions. According to Watts and Zimmerman (1986), 

politicians have the power to effect upon firm’s 

wealth re-distributions by way of corporate taxes, 

regulations, subsidies etc. Hence the higher a firms 

political visibility, the stronger the managers' 

incentives to use accounting policies that shift 

reported earnings from current periods to future 

periods. For example firms may adopt income-

decreasing accounting methods to pre-empt higher 

wage demands by trade unions or adopt voluntary 

social and environmental disclosures in their annual 

reports to avoid regulatory attention or political 

intervention (Cahan et al. 1997). Cahan et al (1997) 

also finds that the magnitude of these political costs 

are highly dependent on firm size and the larger the 

firm, the higher a firm's potential political costs. 

Therefore, based on the review of the literature 

above, the model we want to test if earnings 

management is a function of agency costs, 

information asymmetry cost and political costs.  

H1: Earnings management is affected by 

agency costs, political costs or information 

asymmetry cost. 

The second objective of this study is to 

investigate if the use of earnings management 

improves or reduces the value relevance of reported 

earnings of Malaysian listed companies. Can 

managers use earnings management to communicate 

their private information about the firm’s future 

profitability? As Subramanyam (1996) emphasizes, 

the pricing of discretionary accruals is consistent with 

two alternative market conditions: (1) market 

efficiency, if such accruals communicate a manager’s 

private information regarding future profitability; or 

(2) market inefficiency, if discretionary accruals 

create distortions in the earnings information. Under 

the first market condition, earnings management has 

two componentswhich is predicted to increase 

information quality, a  component and an artificial 

component. Real earnings management affects cash 

flows (Imhoff, 1981). For example generating sales or 

increasing production to reduce cost of goods sold by 

reducing per unit fixed costs are real economic 

activities of firms that results in high sales revenue 

and cash. On the other hand, artificial smoothingis 

achieved through the use of accrual accounting and its 

objective is to shift cost or revenue from one period to 

another while leaving cash flow unaffected (Albrecht 

and Richardson, 1990). The results of prior studies 

suggest that both discretionary and non-discretionary 

accrual accounting practices can be used to control 

earnings volatility. For example Michelson, Jordan-

Wager and Wootton (2000) test whether the share 

prices are related to the smoothness of reported 

earnings. They argue that a smooth income stream 

facilitates a stable dividend policy and enhanced 

investor confidence while volatile earnings streams 

typically lead to lower market valuations. They find 

that companies that report smoother incomes have 

significantly higher cumulative average abnormal 

returns than firms that do not. Under the second 

market condition if manager’s exercise their 

accounting discretion opportunistically to distort true 

performance then the current earnings are less 

informative about future earnings. For example Teoh 

et al. (1998) reports that firms that manage their 

earnings upwards through income-increasing accruals 

at the time of IPOs in order to increase offering 

proceeds tend to perform poorly in future periods.This 

leads to the second hypothesis: 

H2:-The level of earnings management does 

have incremental information content relative to 

current profitability when predicting future 

profitability. 

A further research issue investigated in this 

study is how value-relevant is earnings management 

in predicting firm value. Some studies indicate that 

there is a positive and significant association between 

stock price and earnings management (Kothari, 

1992).This is based on the premise that use of 

discretionary accruals to smooth income results in less 

variability in earnings suggesting lower firm risk and 

hence a higher share price. The research of 

Subramanyam, (1996) and Tucker and Zarowin 

(2005) provides evidence that this is indeed the case 
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with income increasing discretionary accruals having 

a favourable effect on share value and cost of capital. 

Barth et.al. (2001), whose model disaggregates 

earnings into cash flow and six major accrual 

components finds that the accrual component of 

earnings has predictive ability over future cash flows 

also implying that managerial accounting discretion 

enhances earnings quality. Alternatively, if 

managerial intent is to mislead or to transfer wealth 

from owners to themselves this could impair the 

predictive quality of financial statements (Beaver 

(2000). In contrast to the above studies, Dechow and 

Skinner (2000) argue that under the efficient market 

hypothesis earnings management does not matter as 

long as it is fully disclosed or the cost of obtaining the 

information and observing the managerial intent is 

low. The implication that can be drawn from the 

above studies is that if earnings management is 

beneficial, it increases the predictive value of current 

earnings and cash flows about future share prices. 

With this in mind, the third hypothesis tests if 

earnings management results in a higher share price.  

H3:-The level of earnings management does 

have incremental information content relative to 

current profitability when predicting future share 

price. 
Hypothesis 2 and 3 is consistent with the 

literature that argues that accruals are predictor of 

future earnings and that accruals are priced in equity 

valuation (Subramanyam, 1996). To the extent that 

discretionary accruals have incremental information 

content beyond that of other income statement 

components, the relationship between these 

manipulations and the changes in firm value will be 

significant and positive. Moreover, we expect the 

relationship between investigated firms’ discretionary 

accruals and the future earnings and share price to be 

significant and positive, if such accruals are used by 

managers to convey their private information about 

firm performance to investors.  

 
3. Data and Research Method 

 
3.1 Sample data 

 

The target population of this study included all the 

listed companies on Bursa Malaysia as at 31 

December 2010. This involved a total of 1256 firms 

obtained from the list of companies published on the 

Bursa Malaysia website 

(http://www.bursamalaysia.com/market/listed-

companies). We excluded61 companies listed under 

financial sector as these firms are highly regulated and 

are less likely to engage in earnings management 

compared to firms listed under the other sectors. A 

further 247 companies were removed due to 

incomplete or missing data. Removing these 

observations yielded a final sample of 947 firms from 

the Construction Consumer, Hotel, Mining, 

Plantations, Infrastructure Project, Industrial, Trading 

and Technology sectors. The data used comprised of 

financial information for 2010 and 2009 obtained 

from Datastream.  

 

3.2 Methodology & Variable 
Measurement 

 

To test the Hypotheses 1, the discretionary portion of 

total accruals is used in this study to capture earnings 

management. Total accruals consist of discretionary 

accruals which are management determined and non-

discretionary accruals which arise from exogenous 

factors. The rationale for this approach is that 

managers have more control over discretionary 

accruals than they have non-discretionary accruals. As 

discretionary accruals depend on managerial intent 

which is unobservable the discretionary portion of 

accruals is calculated using the modified cross-

sectional Jones (1991) model. Dechow et. al. (1995) 

concluded that while the modified Jones model tends 

to overestimate the magnitude of discretionary 

accruals for firms with extreme performance it does 

exhibits the most power in detecting earnings 

management. Therefore following Dechow et al. 

(2002), we have:  

 

  (3.1) 

 

where: 

Total Accruals (TAit) for firm iin year t = 

∆Current Assets – ∆Current Liabilities – ∆Cash + 

∆Current Maturities of Long-Term Debt – 

Depreciation and Amortization Expense. 

Ait-1= Net total assets for firm i in year t–1, 

∆REVit= Change in revenue for firm i from year 

t–1 to year t, 

∆ARit= Change in accounts receivable for firm i 

from year t–1 to year t, 

PPEit= Gross property, plant and equipment for 

firm i in year t, 

εi t = Error term for firm i in year t. 

 

First, we regress total accruals on the change in 

revenues and the gross property, plant, and equipment 

to give an estimate of α, β1, β2. The estimated 

coefficients α and β1, β2 are then used to calculated 

non-discretionary accruals (NDA) using the equation 

below: 

 

 (3.2) 

 

Non-discretionary accruals arise from the 

economic activities of the firm and are expressed as a 

function of revenues, accounts and gross property, 

plant and equipment. Finally the discretionary current 

accruals (DCA) are calculated as the difference 

between totalcurrent accruals and nondiscretionary 

TAit = α + β1 (∆REVit -∆ARit ) + β2 PPEit +εit

Ait-1 Ait-1 Ait-1 Ait-1

NDAit = α + β1 (∆REVit -∆ARit ) + β2 PPEit +εit

Ait-1 Ait-1 Ait-1
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current accruals. In contrast, discretionary accruals are 

not closely related to the economic circumstances of 

the firm and arise from accounting changes, 

extraordinary items and restructuring provisions 

 

      (3.3) 

 

The independent variable of agency cost is 

proxied by directors’ renumeration and we 

hypothesise a positive relationship between income 

increasing accruals and directors’ renumeration 

(Godfrey, Hodgson, & Holmes, 2003). Political costs 

are proxied using firm size (Cahan et al, 1997) and 

leverage (DeFond & Jiambalvo, 1994). Large firms 

are associated with potential exercise of monopoly 

power and are likely targets for regulatory attention 

and public criticism due to the potential abuse of 

monopoly power. Additionally, large firms tend to 

have higher profits that attract increased consumer 

and media attention It is predicted that managers of 

these firms will select income-reducing accounting 

methods if their political costs are high and choose 

income-increasing methods if debt levels are high. 

Information asymmetry costs are proxied using 

current year income tax provision, dividend yield and 

net operating cash flow per share. Under conditions of 

information asymmetry, Schipper (1989) suggest that 

the complexity of tax expense computations and the 

judgement involved in estimating tax accruals 

exacerbate the information asymmetry problem for 

investors. This provides an opportunity for managers 

to use tax expense to achieve earnings targets. Other 

ways in which managers can use discretionary 

accruals to convey their private information include 

dividends and net operating cash flows. For example, 

Bhattacharya (1979) provides evidence that if 

information asymmetry exists, dividends can be used 

as a signal to convey information about future firm 

profitability (Bhattacharya, 1979). One of the most 

obvious warning signs that companies are engaging in 

improper revenue recognition is a lack of correlation 

between cash flow from operations and earnings. This 

is because cash-flow from operations as a measure of 

performance is less prone to distortion than is the net 

income figure. Bernstein (1993) suggest that firms 

with high levels of net income and a low levels of 

operating cash flows may be using discretionary 

accruals that are suspect. Hence current earnings 

performance is less likely to persist if it is attributable 

more to the accrual component of earrings rather than 

to the cash flow component. However naïve investors 

focus more on reported net income and do not 

correctly interpret information on cash flows when 

forecasting future earnings and share price 

performance (Sloan, 1996).  

The combined effects of agency costs, political 

costs, information asymmetry cost on earnings 

management is estimated by the following regression 

model: 

Model 1: DCAit = β1Drit+ β2Szit+ β3Levit+ 

β5ITit+ β6DYit+ β7NCOAit+εit         (3.4) 

where: 

DCA = Discretionary Accruals 

DR = Directors Remuneration 

SZ = Firm size measured by total assets 

Lev = Total borrowings as a percentage of total 

assets 

DY = Dividend Yield 

IT = Income tax provision 

NCOA = Net Cash from Operating Activities 

per share 

 

The second hypothesis is tested by examining 

the association between investigated firms’ 

discretionary accruals and future earnings in Model 2 

below. If such accruals communicate a manager’s 

private information regarding future profitability, 

Subramanyam (1996) predicts that the estimated 

coefficient on the DCA variable will be statistically 

significant and positive 

Model 2: EPSit+1 = β1EPSit+ β1DCAit     (3.5) 

where: 

EPSit+1 = Earnings per share for 2011 

EPSit=Earnings per share for 2010 

DCAit = Discretionary accruals for 2010 

We address the third hypothesis by examining 

the information content of discretionary accruals 

relative to earnings quality to predict future share 

price. Previous research shows that there is a positive 

and significant association between stock prices with 

earnings quality (Kothari, 1992). Earnings quality is 

measured by current and prior year profitability. A 

positive net income and positive cash flows from 

operating activities are indicative of earnings quality 

and this is expected to increase firm value (Sloan, 

1996). This relationship is expressed in Model 3 

below.  

Model 3: SPit+1 = β1EPSit+ = β1EPSit-

1+β7NCOAit+ β1DCAit             (3.6) 

where: 

SPit+1 = Average share price for 2011 

NCOA = Net Cash from Operating Activities 

per share 

DCA = Discretionary accruals  

To the extent that discretionary accruals have 

incremental information content beyond that of cash 

flow and earnings components, the relationship 

between discretionary accruals and firm value is 

expected to be significant and positive. 

 

4. Results and Implications 
 

Table 1 presents the descriptive statistics for the 

variables of interest. 

 

 

 

DCAit = TAit - NDAit

Ait-1
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Table 1. Descriptive Statistics for Sample (N=947)

 

 

In Table 1, the negative value of discretionary 

accruals indicates that on average the sample of 947 

Malaysian public listed exhibited income-decreasing 

earnings management in 2010. Earnings management 

does not always result in an upward revision of 

income.There can be many instances when managers 

intentionally adjust firm earnings downwards.To 

reduce political costs, Zmijewski and Hagerman 

(1981) document that larger firms are more likely to 

use depreciation and investment tax credit policies 

that are in the aggregate income-decreasing. 

Alternatively, Fudenberg and Tirole (1995) suggest 

that income-decreasing accruals are employed by 

recognising more discretionary expenses now to 

reduce current earnings resulting in less expense that 

need be reported in future periods. For example, 

discretionary expenditure on R&D, repairs and 

maintenance, advertising expenditure and employee 

training programs and can accelerated to the current 

year to achieve a specific earnings target (Bartov, 

1993).This is normally done when current earnings 

are high and future earnings are expected to be low. 

Therefore negative discretionary accruals are related 

to both current and future profitability. 

 

Table 2. Discretionary Accruals 

 

For the current data set, Table 2, Panel A 

indicates that companies listed under the Ace board of 

the Malaysian stock exchange tend to have the highest 

discretionary accruals. Companies seeking a listing on 

the Bursa Malaysia Exchange are either listed on the 

Main Board if they are large companies or the Ace 

Board if they are medium-sized companies. Therefore 

the board on which a firm is listed captures the size 

effect. Prior studies have documented that risk tends 

to be higher for companies with a smaller capital 

Table 1: Descritptive Statistics for Sample (N=947)

Variables Abbreviation Mean Minimum Maximum Std Dev

Average share price for 2011 RM SP2011 1.15 0.01 46.87 2.64

Company Size RM'000  SZ 1,145,841 99 49,014,100 4,154,725.05

Earnings per share for 2011 RM EPS2011 0.06 (1.55) 2.52 4.77

Earnings per share for 2010 RM EPS2010 0.08 (1.43) 2.56 2.66

Earnings per share for 2009 RM EPS2009 0.07 (2.62) 3.12 2.18

Discretionary Accruals for 2010 DCA 2010 (0.03) (124.84) 27.49 5.15

Directors Renumetation for 2010 RM'000 DR 2,306 0.00 111,484 5,588.20

Dividend Yield for 2010 % DY 1.49 0.00 39.13 2.80

Income Tax Provision for 2010 RM'000 IT 16,227 (12,209)    1,406,715 76,505.41

Leverage 2010 % LEV 21.105 0.00 2,328.29 90.86

Net Cash from Operating Activies per share  2010 RM NCOA 0.12 (3.64) 6.62 6.46

Table 2: Discretionary Accruals

Panel A: Discretionary Accruals by Board

Board N Mean Median Min Max Std Dev

Main Board 848 0.02 0.03      (124.84)    27.49      5.30      

Ace Board 99 (0.45) (0.01) (35.02) 1.57 3.53

947

Panel B: Discretionary Accruals by Sector

Sector N Mean Median Min Max Std Dev

Construction 60 0.50 0.03 (9.65) 25.05 3.62

Consumer 142 0.12 0.02 (2.62) 2.69 0.52

Hotels 5 (0.03) (0.01) (0.24) 0.26 0.20

Industrial 274 (0.25) 0.05 (124.84) 14.66 7.69

Infrastructure Project Companies 9 (0.04) (0.07) (0.80) 1.26 0.56

Mining 1 (0.002) (0.002) (0.002) (0.002) -

Plantation 43 (0.15) (0.01) (5.82) 1.18 1.02

Properties 97 0.22 0.13 (57.51) 20.30 9.80

Technology 102 (0.35) (0.01) (35.02) 3.05 3.51

Trading Services 214 0.03 0.0004 (24.03) 27.49 3.55

947
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base, as they generally have less resources to compete 

with larger companies or sustain an economic 

downturn (Banz, 1981). Hence Ace board companies 

could be risker due to their smaller size compared to 

Main board companies. When analysed by sector, 

Table 2, Panel B indicates that companies listed under 

the Construction and Technology sector displayed the 

highest discretionary accruals. Companies in the 

construction and technology sectors tend to display 

higher volatility of earnings arising from nature of 

business. Empirical evidence shows that the level of 

systematic risk is higher in companies that have 

greater volatility in earnings (Lev& Kunitzky, 1974). 

Therefore to improve their risk perception to its 

investors, the management of these Malaysian 

companies may try to smooth out fluctuations in 

earnings by engaging in discretionary accruals  

Table 3 reports the regression results of Model 1. 

The OLS regression method was used on a sample of 

947 firms. The results indicate that Model I is 

significant at the 0.05% level (two-tailed) with an F-

statistic of 86.67 (critical value: 2.42) and the 

explanatory power of the model is adequate (adjusted 

R
2
 = 0.35).  

 

Table 3. Regression Results 

 

 

For each independent variable in Model 1, the t 

test indicates that all six variables are significant at 

the 5% level (two-tailed test) resulting in the the null 

hypothesis H1 being rejected. The director’s 

remuneration variable which captures agency costs is 

positively associated with discretionary accruals. This 

is consistent with the notion that firms with high 

agency costs engage in discretionary accruals to 

maximize director’s remuneration (Godfrey, 

Hodgson, & Holmes, 2003). The signs of the 

coefficients for firm size and leverage that proxy for 

political costs are also consistent with their predicted 

direction. Large firms have a greater incentive to 

make income decreasing accruals to reduce the 

likelihood of capital and regulatory market scrutiny 

(Watts & Zimmerman, 1986). The sign of the 

leverage variable is also consistent with DeFond & 

Jiambalvo (1994) who provides evidence that firms 

are more likely to manage their earnings upwards 

when financial leverage is high. The results further 

confirm that discretionary accruals are affected by the 

information asymmetry. The income tax provision for 

the current year and dividend yield variables were 

found to be positively associated with discretionary 

accruals. The information gap that exists for the users 

and creates a situation in which the company can use 

the tax provision to achieve its earnings targets and 

use dividend increases to signal future cash flow. The 

negative correlation between income decreasing 

discretionary accruals and operating cash flows are 

indicative that companies are reducing earnings by 

recording higher expenses in current periods. The 

results are consistent with the study of Dechow, 

Kothari, and Watts, (1998) who documented a strong 

negative correlation between firm accruals and cash 

flows.  

 

 

 

 

 

 

 

Table 3 : Regression Results  for Hypothesis 1(N=947)

DCA2010 = β1DR2010+ β2SZ2010  + β3LEV2010+ β4IT2010 + β5DY2010 + β7NCOA2010  

Independent Variables Predicted 

Sign

Coefficient 

Estimate

Significance 

(p-value)

t-value Variance 

Inflation 

Factor (VIF)

Intercept Term 3.28         0.014       2.46

Directors Renumetation (DR) + 0.06         * 0.032       2.14 1.303

Company Size (SZ) - (0.19)        * 0.000       (5.45)  1.701

Leverage (LEV) + 0.07         * 0.014       2.46 1.034

Income Tax Provision for current year (IT) + 0.14         * 0.000       4.17   1.637

Dividend Yield (DY) + 0.07         * 0.005       2.82 1.027

Net Cash from Operating Activies per share (NCOA) - (0.58)        * 0.000       -20.98 1.101

R
2

0.36

Adjusted R
2

0.35

F value 86.67

Durbin-Watson test 1.98

* Coefficient is significant at the 0.05 level (2-tailed)
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Table 4. Regression Results 

 

  

In Table 4, we report the regression results for 

Model II which the test the ability of current year 

discretionary accruals to predict future earnings. The 

F-statistic is significant with a value of 385.95 (F 

critical value is 3.13 at 5% significance, two-tailed 

test). Model fit is also good with the regression 

equation explaining 55% (R
2
) of the variability in 

initial market returns. An examination of the VIF 

values further confirms that collinearity is not a 

concern, with none of the values exceeding 9. The t 

test indicates that indicate that the current earnings of 

2010 and prior earnings of 2009 can predict future 

earnings of 2011. Additionally the discretionary 

accruals for the current year do have explanatory 

power relative to current and prior year profitability 

when predicting future profitability. For the sample 

firms that were profitable in 2010, the association 

between current periods discretionally accruals and 

future earnings are negative. This could be interpreted 

that firms use income decreasing discretionary 

accruals (e.g. asset write-downs) in the current period 

to strengthen future profitability.  Similar results are 

reported by Atiase, Platt, and Tse (2004) who 

document the revision of current profits downwards to 

increase future profits.  

In Model III we examine the relationship 

between earnings management and firm value to 

investigate whether earnings management is 

opportunistic or beneficial. If managers engage in 

earnings management to signal earnings quality and 

reduce the information differential between insiders 

and outsiders, we should observe a positive 

relationship between discretionary accruals and firm 

value. On the other hand if earnings management is 

for self-serving purposes, and not for the purpose of 

maximizing shareholders’ wealth, we should find an 

inverse relationship between the degree of earnings 

management and firm value. The regression output 

for Model III is presented in Table 5. The model is 

statistically significant (at the 5% level) for the 

investigated firms. All four estimated coefficients are 

significant (at a 5%, two-sided level), indicating that 

each of these four variables has incremental 

information content in predicting share price. 

Additionally, the signs of current and prior year 

earnings coefficients are positive confirming our 

general expectations on the favourable effect of 

earnings on share prices. The sign of the regression 

coefficient for discretionary accruals is also positive 

indicating that income increasing accruals tend to 

increase share prices. The evidence above is 

consistent with the findings of Subramanyam (1996) 

and Bartov et al. (2002) who argued that shareholders 

may benefit from earnings management because it 

signals managerial knowledge of positive future 

performance.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Table 4 : Regression Results  for Hypothesis 2 (N=947)

Model 2: EPS2011 = β1EPS2010 +β1EPS2009 + β2DCA2010

Independent Variables Predicted 

Sign

Coefficient 

Estimate

Significance 

(p-value)

t-value Variance 

Inflation 

Factor (VIF)

Intercept Term 0.02        * 0.002        3.07

Earnings per share for 2010 (EPS2010) + 0.52        * 0.000        13.13 3.31

Earnings per share for 2009 (EPS2009) + 0.25        * 0.000        6.20 3.31

Discrationary Accrauls for 2010 (DCA 2010) - (0.06)       * 0.008        -2.65 1.00

R
2

0.55

Adjusted R
2

0.55

F value 385.95

Durbin-Watson test 1.99

* Coefficient is significant at the 0.05 level (2-tailed)
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Table 5. Regression Results 

 

  

5. Conclusion 
 

This paper contributes to understanding of the factors 

influencing earnings management. In this paper, we 

examine if discretionary accrual measures are 

associated with firm-level characteristics (i.e., 

earnings increasing or earnings decreasing) in a 

specific period. To the extent that discretionary 

accruals serve as a measure of earnings management, 

this study identifies a number of firm specific factors 

that are indicative of earnings management. Firm 

specific characteristics such as director’s 

remuneration, firm size, leverage, current period tax 

accruals, divided yield and net cash flow from 

operating activities are documented in this study as 

indicators of discretionary accruals. This study also 

finds that earnings management has an opportunistic 

as well as a signaling component. We provide 

evidence that the existence of agency cost, political 

cost and information asymmetry provide conflicting 

motivations for managers to engage in earnings 

management. Agency problem exists largely due to 

information asymmetry between the management and 

outsiders. This information asymmetry allows 

management to exercise their accounting discretion 

opportunistically to increase their remuneration and 

safeguard their job security. The high degree of 

association between discretionary accruals with future 

market prices and earnings further suggests that the 

discretionary accruals contains information that the 

market can use to predict firm performance. The 

signaling component of discretionary accruals can 

help companies strengthen their financial reporting 

quality. 

The results of this study also have implications 

for regulatory bodies who are concerned with how 

much discretion they should allow firms to adjust 

reported earnings. For example, should opportunistic 

earnings management be reduced by tightening 

accounting standards? The above findings can have 

implications for users of financial statements. 

Investors may want to use earnings information 

contained in annual report but do not fully understand 

the effect managerial accounting discretion has on 

earnings. In particular, financial statement users 

should be aware of the motivations behind earnings 

management when they rely on financial statements to 

make decisions. Additionally to the extent that 

discretionary accruals are able to predict future 

earnings and market values of shares, it provides new 

and relevant content for investors to base their 

investment decisions. Specifically, users should note 

the influence of agency cost and political cost on the 

distorting effect it has on earnings. Also, excessive 

earnings management may lead to inadequate or 

misleading income disclosure. Therefore the findings 

should be useful to regulators when they decide on the 

extent to which earnings management needs to be 

monitored and controlled. 
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The purpose of this paper is to provide a historical overview of competitive intelligence development in 
South Africa. This paper adopted a historiography approach. Information was gathered from 
published peer-reviewed journal articles on competitive intelligence. These sources of data hold the 
greatest value in the validity and reliability of this paper. Most historical researches are often 
associated with historiography as the primary research method. Historiography goes beyond data 
gathering to analyze and develop theoretical and holistic conclusions about historical events and 
periods. It includes a critical examination of sources, interpretation of data, and analysis that focuses 
on the narrative, interpretation, and use of valid and reliable evidence that supports the study 
conclusions. Although a historian studies history or may teach history, the historiographer writes, 
analyzes, and interprets history. Historical research was of particular relevance to this paper on 
competitive intelligence, a contemporary concept in developing countries, as it enhances an 
understanding of the present. Any contemporary issue is bound intrinsically with the social and 
historical milieu of the past. Findings show that competitive intelligence is in its infancy stages twenty 
years after its introduction in South Africa. This paper will influence policy formulation, locally and 
regionally. 
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1. Introduction 
 

The topic of intelligence is vast and that it is 

impossible to describe the history of the intelligence 

field in one paper as its roots can be traced to military 

engagements, business and government practices 

(Prescott, 1999; Juhari and Stephens, 2006). The Art 

of War by Sun Tzu is one of the earliest sophisticated 

references with a set of essays written around c. 500 

B.C. and is the basis for many of the developments in 

military intelligence (Kelley, 1968; Griffith, 1971; 

and Juhari and Stephens, 2006). Berkowitz and 

Goodman (1989) state that a second stream of 

intelligence activity concerns national security as a 

policy issue. This stream, particularly in the U.S.A, 

has its roots in the World War II era and is linked to 

political science (Prescott, 1999). Ecells and 

Nekemkis (1984) provide a third stream that places 

the focus on business organization. Competitive 

intelligence has evolved over a period of time. 

Therefore, it is important for competitive intelligence 

(CI) scholars and thinkers to look back to historical 

incidences to find answers to today`s challenges in CI 

and business at large (Juhari and Stephens, 2006). 

The field of CI has passed through three stages 

and is currently struggling to define its next stage of 

development (Prescott, 1999). These stages are as 

shown in Table 1 below. According to Prescott (1999) 

the first stage of CI development was “Competitive 

Intelligence Gathering” that occurred through 

the1960s and 1970s. Around 1980 the second stage, 

“Industry and Competitor Analysis,” emerged and 

was most strong during the mid-to-late 1980s. 

Currently, the stage of development can be 

characterized as “Competitive Intelligence for 

Strategic Decision making.” Furthermore, he states 

that the future rests on developing CI as a source of 

competitive advantage (CA) and is labeled 

“Competitive Intelligence as a Core Capability.” How 

did Prescott came up with the choice of the 1960-

1970 period? 
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Table 1. Evolution of competitive intelligence 

 

Time Period Pre- 1980 1980-1987 1988-Present Future 

Stages Competitive data 

gathering 

Industry and competitor 

analysis 

CI CI as a core capability 

Key defining 

event 

Porter`s 1980 book, 

competitive strategy 

The founding of the Strategic 

and Competitive Intelligence 

Professionals 

The establishment 

of the CI review 

CI courses taught in 

business schools across 

the world 

Source: Adopted from CI by Prescott, 1999 

 
The measurement between stages in the 

evolutionary framework is based on key defining 
events. Prescott (1999) admits that the choice of the 
1960-1970 period was judgmental as academic 
writing and practitioner activity was limited before 
1970. He further states that a database search of 
citations on the topic of CI confirms this assertion. 
This period was, however, marked by significant 
researches. 

A survey that was conducted by the Harvard 
Business School in 1959 focused on the state of the 
practice of intelligence. This study illustrated that the 
process was in its infancy and informal (Prescott, 
1999). Pinkerton (1969) in Prescott (1999) produced 
another significant set of research, which detailed the 
steps that were undertaken by a company in the 
Midwest that established a marketing intelligence 
system. This is the most detailed case study in the 
field (Prescott, 1999). 

The field of CI has grown over the past two 
decades to become an integral part of most large 
organizations (Fuld, 1995; Kahaner, 1996; 
McKihnons and Burns, 1992, Goshal and Westney, 
1991 all in Prescott, 1999). Global competition, the 
emphasis on quality management, and the realization 
by managers that actionable intelligence can be a key 
CA have spurred this growth (Prescott and Gibbons, 
1993). Prescott`s 1999 CI definition was adopted for 
the purpose of this paper. 

Prescott (1999) defines CI as the process of 
developing actionable foresight regarding competitive 
dynamics and non-market factors that can be used to 
enhance competitive advantage. Of note in this 
definition is the competitive dynamics which refers to 
the evolution of a firm`s industry and the moves and 
counter moves of competitors, suppliers, customers 
alliance partners, and potential competitors. However, 
a more comprehensive and recent definition was 
proposed by Pellissier and Nenzhelele (2013). CI has 
evolved from many disciplines. 

CI, as it is known today, is actually an amalgam 
of disciplines. Historical records reveal the important 
role that intelligence has played in the history of 
countries (Underwood, 2002). Juhari and Stephens 
(2006) state that CI evolved from developments in 
economics, marketing, military theory, information 
science, and strategic management. Walle (2001) 
states that some authors argue that CI had its genesis 
in religious texts as far back as c. 1000 B.C. with 
some saying that it was derived from warfare. The 
very idea of CI and its terminology, as incidences in 
history throughout the world proves, has been around 
far longer than when the term was first considered a 
must-do practice by American organizations wishing 

to succeed in their chosen commercial arena, or in 
their inter-and intra-government relations (Juhari and 
Stephens, 2006). Primarily, the technology explosion 
of the 1990s probably stimulated the notion of CI as 
being something entirely new or even revolutionary as 
a means to increase the depth and breadth of CI. CI 
can also be traced back to the development of ancient 
emperors and ancient wars. 

Historical records also indicate that the 
Byzantine emperor Justinian 1 (483-565) in the 6

th
 

Century deployed monks to steal silk worms from the 
Chinese in an attempt to understand how to make silk 
(Fraumann, 1997). While no formal system was 
established, CI was practiced but the recognition of 
the need for arranging for systematic (and legal) 
marketing intelligence came slowly in business 
(Kelley, 1968). For a more detailed and 
comprehensive pictorial depiction of CI incidences 
around the World and the subsequent CI evolution, 
see Juhari and Stephens (2006). Below are some of 
the ancient developments in CI. 

In China the incidences of CI can be traced from 
c. 500 B.C. to be 20

th
 century with the famous 

military strategist, General Sun Tzu (c.500 B.C.) and 
master strategist Kong Ming or Zhunge Liang (c. 220 
A.D.) at the center of CI development. The 
intelligence system of the Chinese, in which Eunuchs 
were critical players, played a significant role in their 
liberation from the Mongols. Menzies` (2002) 
historical findings about a Chinese Eunuch, Admiral 
Zhu Di, attest to the ‘intelligence’ role they played. In 
Rome the incidence of CI can be traced back to 204 
B.C. to the famous Scipio a Roman general. His 
modus operandi was, study your enemy until you are 
absolutely certain of his habits and in his habits you 
will find his weakness (O` Leary, 2004). Incidences 
of CI can also be traced to different countries with the 
Middle East from 1100, Mongolia in 1234, Japan 
from the 16

th
 Century, Great Britain from the 1500s, 

North America from the 1800s-1990s (Hillenbrand`s, 
1999; Morgan, 2001; Ikeya and Ishikawa, 2001; 
Nakagawa, 1993; Mioa, 1993; Kahaner, 1996; 
Deacon, 1982; Hannon and Sano, 1995; Breed, 1999; 
Schirokauer, 1988; Britannica, 1971; Fuld, 2002; 
Kelley, 1968; Underwood, 2002; Farago, 1954; 
Hallion,1997; SCIP, 2002; Smith, 1956; Lambert, 
1967; Colby, 1993; Sammon, Kurland, and Spitalnic, 
1984; Wang, 2001; Prescott and Gibbons, 1993 all in 
Juhari and Stephens, 2006). South Africa has its own 
CI history that forms part of the international 
developments in CI. 
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2. Competitive intelligence in developing 
countries 

 

According to Du Toit (2013), CI management is a 

well-established function in organizations in 

developed countries, because managers have realize 

that if they do not monitor the actions and activities of 

their competitors, their strategic plans will fail. Nasri 

(2011) states that the advances in managing 

intelligence are as yet largely unknown in developing 

countries and they are continuously being surprised 

by undesirable changes in the environment. Hawkins 

(2004) and Nasri (2011) emphasise that companises in 

developing countries should use formal processes of 

collecting, analyzing and disseminating intelligence to 

successfully compete in the global economy. 

Pellissier and Kruger (2011) add that by utilizing CI, 

organizations in developing countries will be able to 

gain a greater market share and to compete 

successfully against international competitors. 

Kahaner (1996) states that CI can be used as a way to 

win economic wars, hence the need for companies to 

fully embrace CI as a weapon in these economic wars. 

Ifan et al., (2004) state that after a period of recession 

and inflation, most developing countries have to face 

the necessity of improving their capacities to innovate 

and increase the competitiveness of their industries. 

Du Toit and Sewdass (2014) state that in order to 

compete in the global economy, developing 

economies should apply CI. According to Dou et al., 

(2005), developing economies, create new products 

from their natural resources to contribute to their 

countries` foreign direct investment. 

 

3. Evolution and development of 
competitive intelligence in South Africa 

 

In the period 1994 to 2001, South Africa was 

successful in stabilising the economy, improving the 

confidence of domestic and foreign investors, 

rebuilding its reputation among lenders, bringing 

down inflation and restoring the health of the public 

finances. Improving foreign investor confidence was 

important because by 1994, South Africa had a very 

low savings rate. Tariff liberalisation exposed 

domestic industry to international competition. Some 

industries survived and thrived, but others were 

unable to compete internationally and shed significant 

numbers of jobs. By the early 2000s, South Africa 

was able to raise investment levels with some ease by 

attracting foreign capital. The most binding constraint 

of the apartheid economy – access to capital – had 

been broken. This period was followed by a period of 

economic boom. 

The period 2003 to 2008 saw the longest 

economic boom in South Africa’s history. 

Employment increased faster, unemployment fell, 

investment rose and inflation and real interest rates 

declined rapidly. The global economic downturn 

brought a halt to that progress, with the consequent 

domestic recession reversing many of the country’s 

gains in employment creation and investment levels. 

The South African economy became one of the 

strongest economies in Africa after 1994 and became 

well integrated into the world economy and because 

of this; competitiveness has become a contemporary 

issue (Du Toit and Strauss, 2010). The development 

of CI in South African dates back to the launch of the 

South African SCIP chapter in the mid-90s albeit 

slow take-off. Before 1994, South Africa was isolated 

economically, politically, and socially from the rest of 

the world (Du Toit and Strauss, 2010). Before that 

period, CI was associated with industrial espionage 

due to the prominent role of the security 

establishment in the apartheid era and the connection 

made between intelligence and spying (Viviers and 

Muller, 2004). Calof and Viviers (1995) state that 

sanctions, exchange control regulations and inward-

looking culture inhibited the growth of international 

trade in South Africa in the period prior to 1994. The 

country was hit by a significant number of 

withdrawals by multinational companies after the 

1994 elections as a means of protest or forced by 

pressure (Viviers et al., 2005). During this period 

there were many protectionist measures in place and 

moreso, the economy was highly regulated (Viviers et 

al., 2005). However, soon after the April 1994 

elections, the international market became more 

accessible for South African products. They further 

argue that the full force of internationalization and 

globalization severely hit South African companies 

that were ill prepared for global competition hence, 

their call for CI. In the late 90s, CI consultancies 

started growing in stature and number and this growth 

coincided with the emergence of complementary 

management instruments that include knowledge 

management, total quality management and the 

balanced score card (Viviers et al., 2005). Research 

was very slow during this period. This period also 

saw the establishment of many different professional 

groups. 

CI then got increased attention and various 

professional groups were established such as Strategic 

and Competitive Intelligence Professionals Southern 

Africa (SCIPSA) the South African Strategic and 

Competitive Intelligence Professionals (SAACIP) and 

the Knowledge Management Society of South Africa 

(KMSSA) (Viviers et al., 2005). Du Toit and Strauss 

(2010) state that the membership ratings of these 

groupings were very low, and in 2008 none of these 

CI groups was functioning. Viviers and Muller (2004) 

argue that there was no recognizable list of practicing 

CI professionals available in South Africa. However, 

according to a research that was done by Du Toit and 

Strauss (2010), the University of Johannesburg`s 

database shows that 132 companies were still 

practicing CI, though the number was low. 
Few studies on CI practices in South African 

companies have been conducted yet. Although South 
African companies were included as part of a global 
study on intelligence practices done by SCIP (1997), 
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very few questionnaires were returned (Viviers et al., 
2004). 

Until that time, research in CI in South Africa 
has been so limited and the first comprehensive 
research projects were launched in the beginning of 
the century (Viviers et al., 2005; Viviers and Muller 
(2004). The first in-depth research into CI practices 
was conducted in 2001 when CI was still in its 
infancy stages (Calof and Viviers, 2001). The study 
was carried out to determine CI practices in South 
African companies and to test the generalisability of 
the Calof and Breakspear`s (1999) Canadian CI study 
(Viviers et al., 2005). The research findings of that 
study showed a general lack of appropriate processes 
or structures of CI in South African companies. There 
was also a lack of intelligence tools such as 
knowledge management and the intranet and little 
information sharing took place. The overall 
conclusion of that study was that by 2001, South 
African companies were not yet well equipped to 
conduct good intelligence practices as their 

counterparts in the U.S.A, Japan, Sweden, French, 
Israel and others (Viviers et al., 2005). Another 
comprehensive study was done in 2002 (Viviers and 
Muller, 2004 and Saayman et al., 2004). 

In 2002, a second comprehensive study of CI 
practices in South African companies was carried out 
and it confirmed the following trends (Viviers et al., 
2003). This comparative project researched the CI 
practices of South African and Flemish exporters and 
was conducted in cooperation with two Flemish 
universities. Some interesting new insights were 
discovered as, more than 50 percent respondents 
indicated that they had an organized CI activity in 
their companies and CI was mostly housed in the 
sales and marketing division of their companies. 
Large companies were found to have adopted CI in a 
more comprehensive manner, including designing and 
setting up structures and appointing dedicated CI staff 
(Viviers et al., 2005, Du Toit, 2003 and Viviers and 
Muller, 2004). Table 2 below shows some of the CI 
studies in South Africa. 

 

Table 2. Competitive intelligence studies in South Africa 

 

Author (s) Theme 

Sewdass and Du Toit (2014) Current state of CI in South Africa. 

Du Toit and Sewdass (2014) A comparison of competitive intelligence activities in Brazil, Malaysia, Morocco 

and South Africa. 

Du Toit (2013) Comparative Study of Competitive Intelligence Practices between Two Retail 

Banks in Brazil and South Africa.    

Pellissier and Nenzhelele (2013) Towards a universal CI process model. 

Fatti and Du Toit (2013) Competitive intelligence challenges faced by South African Pharmaceutical 

companies. 

Sewdass (2012) Proposing a CI framework for public service departments to enhance service 

delivery. 

Pellissier & Kruger (2011) Understanding the use of strategic intelligence as a strategic management tool in 

the long-term insurance industry in South Africa. 

Du Toit and Strauss (2010) CI and Africa`s competitiveness: What`s happening in South Africa? 

Strauss and Du Toit (2010) CI skills needed to enhance South Africa`s competitiveness. 

Muller (2009) How and what others are doing in CI: various CI models. 

Heppes and Du Toit (2008) Level of maturity of the CI function: Case study of a retail bank in South Africa. 

Muller (2007) Global CI practice. 

Du Toit (2007) Competitive intelligence as a means to enhance competitiveness in Africa. 

Ku¨hn (2005) Innovation and competitiveness in South Africa: the case for competitive 

intelligence as an instrument to make better use of information. 

Viviers, Saayman, & Muller (2005) Enhancing a competitive intelligence culture in South Africa. 

De Pelsmacker, Muller, Viviers, 

Saayman, Cuyvers, & Jegers, (2005) 

Competitive intelligence practices of South African and Belgian exporters. 

De Pelsmacker, Muller, Viviers, 

Saayman, & Cuyvers, (2005) 

CI practices of South African and Belgian exporters. 

Viviers, Muller and Du Toit (2005) CI: An instrument to enhance South Africa`s competitiveness. 

Du Toit (2004) Organizational structure of CI activities: a South African case study. 

Viviers and Saayman (2004) Testing and refining the constructs of the competitive intelligence process. 

Viviers, Saayman and Muller (2004) CI in South Africa 1999-2002 and beyond. 

Viviers & Muller (2004) The evolution of competitive intelligence in South Africa: Early 1980s–2003. 

Odendaal (2004) Competitive intelligence with specific reference to the challenges facing the 

competitive intelligence professional in South Africa. 

Du Toit (2003) Competitive intelligence in the knowledge economy: what is in it for South 

African manufacturing organizations? 

Vivers, Saayman, Calof, & Muller, 

(2002) 

CI practices: A South African study. 

Calof & Viviers (2001) Creating an intelligence society in South Africa. 

Muller (1999) South Africa: An emerging CI player. 
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4. Demand for competitive intelligence by 
South African firms 

 

The need for CI in South Africa is growing. 

Companies and individuals are realizing the value of 

CI for their institutions and for themselves. Not very 

long ago, CI was relatively unknown and practiced 

only by a select few in South Africa. Medium to large 

companies do practice CI (Viviers et al., 2004). The 

demand for CI is skewed towards medium and large 

companies. According to studies conducted in South 

Africa since 1994, medium to large companies 

showed a higher embracement of CI in comparison to 

small companies (Viviers and Muller, 2004; Du Toit 

and Strauss, 2010; Sewdass and Du Toit, 2014; 

Viviers et al., 2005). Since 2001 many South African 

companies have made efforts to collect, analyse, 

disseminate and utilize information on the external 

environment (Sewdass and Du Toit, 2014). They 

further argue that the number of companies with CI 

units had risen noticeably. According to Viviers et al., 

(2002) many large companies in South Africa have 

adopted CI in a comprehensive manner, which has 

included designing and setting up structures and 

appointing dedicated CI staff. Small firms have not 

yet embraced CI. Research by Du Toit (2003) shows 

that less than half of the manufacturing enterprises 

have CI units in South Africa. 

 

5. Competitive intelligence professional 
services in South Africa 

 

According to research by Viviers and Muller (2004), 

there was no recognized list of practicing South 

African CI professionals in South Africa. Sewdass 

and Du Toit (2014) state that many of the first 

generation CI professionals in South Africa came 

from the National Intelligence Service (NIS) and 

government organizations and that the majority of CI 

consultants in South Africa were employed by the 

NIS before 1994. 

 

6. Competitive intelligence education in 
South Africa 

 

Findings by Du Toit and Strauss (2010) show that 

there was no university in South Africa that offers a 

degree in CI, however, CI modules were included as 

part of various graduate courses. They further state 

that University of Johannesburg and University of 

Pretoria were offering extracurricular courses in CI. 

The department of information science at the 

University of Pretoria offers certificate courses in 

information and knowledge management as well as 

CI. The aim of these courses is to provide 

practitioners involved in these fields with the 

necessary skills to contribute to the intellectual capital 

and thus the competitiveness of their organizations. 

The University of Pretoria was the first academic 

institution in South Africa to recognize the need for 

formal academic training in CI (Viviers, et al., 2002). 

In South Africa the formal training and education 

aspects of CI also remains a challenge with few 

higher education institutions offering dedicated CI 

education programmes (Muller, 2007). 

 

7. Government involvement in 
competitive intelligence 

 

According to Fleisher and Blenkhorn (2003), the 

government of South Africa was looking at requiring 

all of its CI practitioners to register with the 

government since they would supposedly be dealing 

with classified or sensitive official information. The 

government, however, changed its view on this matter 

in 2001 after repeated attempts by South African 

Association of Competitive Intelligence professionals 

(SAACIP) and SCIP`s members in the country to 

convince the government to drop the idea of 

registration of CI practitioners. In a related issue, 

Kelly (1999) states that an increasing number of 

countries, including the USA, UK, Australia, South 

Africa, and Russia, have made public declarations 

stating that they are using their intelligence 

organizations to conduct economic espionage and to 

protect against the economic espionage efforts of 

other nations. Government intelligence is being used 

to provide counterintelligence support and economic 

intelligence to government decision-makers; monitor 

trade agreements; collect information on unfair 

practices; monitor “special activities” designed to 

influence events, behavior, or policy formulation in 

foreign lands; and pursue commercial information and 

technologies for favored commercial groups 

(Porteous, 1995, 1993). 

The issue of competitiveness in South Africa is 

discussed daily and is viewed as a core strategy by 

government, private and public institutions and 

companies. Calof and Skinner (1999) claim that a 

country will underperform without an appropriate CI 

infrastructure. Prescott and Gibbons (1993) state that 

the key question is not whether governments should 

play a role in a company`s CI efforts but what should 

be the purposes and methods used by government. 

The South African government introduced a new 

competition law, the Competition Act, no. 89 of 1998 

which was promulgated and became effective in 

September 1999. The Act provides for the 

establishment of three specific institutions to 

implement the law; a Competition Commission, a 

Competition Tribunal and a Competition Appeal 

Court. The overall purpose of the Competition Act is 

to promote and maintain competition, in order  

(a) to promote the efficiency, adaptability and 

development of the economy;  

(b) to provide consumers with competitive prices and 

product choices;  

(c) to promote employment and advance the social 

and economic welfare of South Africans;  

(d) to expand opportunities for South African 
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participation in world markets and recognise the role 

of foreign competition in the Republic;  

(e) to ensure that small and medium-sized enterprises 

have an equitable opportunity to participate in the 

economy; and  

(f) to promote a greater spread of ownership, in 

particular to increase the ownership stakes of 

historically disadvantaged persons (Government of 

South Africa: Competition Act, no. 89 of 1998). 

     The global competitiveness index (GCI) is one of 

the two indices used by the world economic forum 

(WEF) to measure a country`s national 

competitiveness in terms of macroeconomic 

environment, the equality of public institution, that is, 

institutional capacity and technological progress. 

Table 3 below shows the GCI for South Africa since 

2003. 

 

Table 3. World Economic Forum (WEF), Global Competitiveness Index (GCI) for South Africa 

 

Year Ranking Percentage 

2012-2013 52 out of 144 Countries 36% 

2011-2012 50 out of 142 Countries 35% 

2010-2011 54 out of 139 Countries 39% 

2008-2009 45 out of 134 Countries 34% 

2004-2005 41 out of 102 Countries 40% 

2003-2004 42 out of 102 Countries 41% 

Source: WEF, African competitiveness report 

 

8. Current policy trends in competitive 
intelligence in South Africa 

 

Countries such as France, Sweden, Japan and 

Canadian have recognized the value of government 

and industry working jointly in the development of an 

intelligence culture (Sewdass and Du Toit, 2014). The 

South African government has played a major role 

through supporting exports for further economic 

development and through deregulation and 

privatization of many industries and also through a 

large construction boom prior to the 2010 soccer 

world cup. Du Toit and Strauss (2010) stressed that 

aggressive sponsorship and the commitment of 

government leaders in a CI campaign is very crucial. 

Practitioners, however, feel that nothing much has 

been done in terms of policy in the field of CI in 

South Africa. 

 

9. Conclusion and recommendations 
 

Most of the CI professionals came from NIS as 

compared to those that came from universities. South 

African companies have failed to conduct good 

intelligence practices and showed lack of appropriate 

structures for CI (Saayman et al., 2004). In addition, 

the bias of CI response rate towards larger companies 

makes CI more applicable to large South African 

companies, especially those active in the 

manufacturing sector. The evolution and 

developments of CI in South Africa show that the 

demand for CI is higher though there has not been 

much intervention and support by government. The 

government of South Africa has been criticized for 

failing to create an enabling environment and to 

support CI through policy implementation. Given the 

deeper historical and structural factors, and challenges 

in South Africa, the conduct of policy is not likely to 

be smooth or rapid. The following has been given as 

serious constraints on the growth of CI in South 

Africa; data protection legislation, fear that CI is 

unethical, counter-intelligence, espionage and failure 

to deliver on promises. 

A more important point should be for South 

Africa to design a National Competitive Intelligence 

System which will get together, coordinate, all the 

wills and actions of people in hard technologies (such 

as energy, transports, telecommunication, robotic, 

electronic), soft technologies which will facilitate 

hard technologies to come up to the markets 

embedded in various products or services, and new 

academic models such as cooperative work (platform 

to built up knowledge), distance learning, continuing 

education (from vocational school to university and 

doctorate), innovation. It is important that in this 

process all the three aspects should be worked up 

together. 

Hard Technologies which necessitate a lot of 

research and development will not allow a developing 

country to create rapidly an internal potential to 

increase its Gross National Product (Dou et al., 2005). 

There is a necessity to "push" the development in two 

other directions: soft technologies and new 

educational systems. They further state that, to move 

the country or the region or the enterprises in these 

direction calls for a strong incentive. Competitive 

Intelligence as a National stake is one of the best way 

to create this incentive. This National Competitive 

Intelligence system will allow the various 

administrations, industries, regions, to look at the 

problems the same way, and to consider that 

cooperation and integration of the tacit knowledge of 

people in project development will help to set up the 

best conditions of success. At the same time, this will 

strengthen the energies to the same goal, increase the 

global potential of the country and among it, to create 

the conditions to develop the immaterial capital one 

of the best recognized asset. 
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Abstract 

 
This paper is the first to investigate the effect of firm governance characteristics on takeover premiums 
and returns using an industry-adjusted corporate governance measure. We demonstrate that the 
worse the governance characteristics of the target firm are, relative to the industry average, the more 
its efficiency is improved by the acquisition, and the greater the synergistic gains and target’s return 
are at the announcement of an acquisition. The study also finds a positive relation between the 
acquirer’s governance characteristics and the combined returns, supporting the management 
entrenchment hypothesis. Unlike prior research that does not control for industry average governance 
index, we do not find a relation between acquirer returns and the industry-adjusted governance 
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1. Introduction 
 

Many empirical studies have addressed the influence 

of the quality of a firm’s corporate governance on 

merger premium and abnormal returns in mergers and 

acquisitions using various governance proxies. 

Masulis et al. (2007), using the anti-takeover 

measures reported by Gompers et.al (Hereafter GIM) 

(2003) and Bebchuk et al. (2009), find that acquirers 

with fewer anti-takeover provisions enjoy higher 

returns at the announcement of the acquisition than 

acquirers with more anti-takeover provisions. 

Moreover, Starks and Wei (2005) examine a sample 

of cross-border acquisitions and find that in the 

framework of stock-financed acquisitions, the quality 

of the acquirer’s home country governance regime 

negatively correlates with the premium paid and 

positively correlates with the acquirer’s return at the 

announcement of the acquisition. Furthermore, Wang 

and Xie (2007) demonstrate that improvements to 

corporate governance triggered by change in control 

create synergies in mergers and acquisitions. They 

find that better corporate governance on the acquirer’s 

part, relative to that of the target, leads to higher 

synergy created by the acquisition, which in turn 

produces greater returns for both targets and 

acquirers. Gillan et al., (2006) point out that industry 

characteristics and firm-specific characteristics play 

important roles in determining corporate governance 

of a firm measured by the G-index
20

. Hence, industry 

characteristics may drive the effect of corporate 

governance on shareholders’ returns at the 

announcement of an acquisition just as industry 

growth drives the momentum of individual stocks 

(Safieddine and Sonti, 2007). 

This paper makes a significant contribution to 

the literature by accounting for the importance of 

firm-specific governance characteristics in 

determining the merger premium and the 

announcement returns of both targets and bidders. 

Gillan et al. (2006) argue that industry characteristics 

explain, at least partially, the differences in the 

corporate governance quality between firms. Our 

paper builds on their findings in order to introduce 

new evidence with the aim of examining the deviance 

of a firm’s G-index from its industry’s average G-

index in mergers and acquisitions instead of looking 

at a firm’s G-index itself. By measuring the industry-

adjusted G-index as the difference between the G-

index of the firm and the respective industry average 

G-index, we aim to proxy for firm-specific 

                                                           
20

 The G-index is the governance index constructed by 
Gompers et al. (2003). It is constituted of 24 charter 
provisions categorized into five main groups: those used to 
delay hostile bidders , those used to protect shareholders’ 
voting rights, those used to protect managers’ rights , other 
takeover defenses, and state laws. A higher G-index reflects 
poorer governance structure.  
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governance and to capture how these characteristics 

affect the merger premium, the combined return and 

the returns of both firms involved in the deal.  

The paper samples 367 mergers and acquisitions 

completed between January 1, 1990 and December 

31, 2003, in which both the acquiring and the target 

firms are publicly traded on the US stock market. We 

find that for higher industry-adjusted G-index (more 

anti-takeover provisions) of the target firm, the 

target’s announcement return is higher which is in 

line with previous findings postulating that more anti-

takeover provisions are beneficial for target 

shareholders and allow them to gain more bargaining 

power resulting in a higher share of the merger 

synergy (Harris 1990; Clarkson et al, 2004; 

Kadyrzhanova 2006). Hence, the synergistic gains 

and shareholder return of the target also increase at 

the announcement of an acquisition. On the other 

hand, declining quality of industry-adjusted corporate 

governance of the acquirer (more Anti-Takeover 

Provisions) produces lower synergetic gains for the 

deal which can be explained by the management 

entrenchment theory (Klock et al., 2005) and the role 

of entrenched poor management in empire-building 

actions and value-destroying activities. Our findings, 

however, do not explain the high premiums that 

bidders are willing to pay for the benefits they receive 

in such acquisitions (Starks and Wei, 2005). 

Additionally, the insignificance of the relationship 

between the industry-adjusted G-index and the 

premium prevents us from drawing any definitive 

conclusions about this. Our regressions also do not 

show any relationship between the industry-adjusted 

corporate governance of the target and the acquirer 

return despite the documented positive relationships 

between the target G-index and acquirer return (Wang 

and Xie, 2007). Similarly, no relationship is found 

between the industry-adjusted corporate governance 

of the acquirer and the announcement returns for each 

of the merging parties, acquirer and target; however, 

the literature does support the positive relationship 

between the acquirer G-index and the target return 

(Wang and Xie, 2007) and a negative relationship 

between the acquirer G-index and acquirer return 

(Starks and Wei 2005). Nevertheless, when we use an 

interaction variable between the acquirer industry-

adjusted governance and pure equity offers, we find a 

significant negative relation between this variable and 

acquirer’s return. This result implies that as acquirers 

adopting more ATPs, compared to their industry 

average, make stock-finance acquisitions, the stock 

market reacts negatively as these deals subject 

investors to more constraining governance 

characteristics and to more restrictive shareholders’ 

rights than peer companies. 

All in all, these findings advocate the notion that 

firm-specific governance partially explains the returns 

of a merger as industry-specific characteristics play a 

major role in the determination of corporate 

governance quality (Gillan et al., 2006). 

The remainder of this paper is organized as 

follows: Section 2 presents a review of the most 

pertinent literature; Section 3 describes the sample 

and variables used in this paper; Section 4 discusses 

the empirical results; and Section 5 concludes the 

paper. 

 

2. Literature Review 
 

The association between good corporate governance 

and positive stock returns has motivated researchers 

to inquire into the effect - if any - of corporate 

governance on shareholder returns at the 

announcement of a takeover.  

Using the GIM’s (2003) G-index and the 

Bebchuk et al. (2009) index as a proxy for the quality 

of governance, Masulis et al. (2007) find that 

acquirers with fewer anti-takeover provisions 

considerably exhibit higher announcement-period 

abnormal stock returns than acquirers with more anti-

takeover provisions. These results support the theory 

that managers in firms protected by more anti-

takeover provisions are more likely to conduct 

empire-building acquisitions that diminish 

shareholder value.  

Furthermore, Starks and Wei (2005) demonstrate 

that in stock-financed acquisitions, higher premium is 

needed to compensate the target for exposing itself to 

a lower quality corporate governance regime, leading 

to lower abnormal return for the acquirer, as the target 

firm ends up with the governance structure of the 

acquirer. Cash-financed acquisitions, however, do not 

exhibit these correlations since they do not expose the 

target firms to such different governance regimes.  

Sokolyk (2011) studies the effect of anti-

takeover provisions on acquisition targets and the 

magnitude of takeover premium. The paper concludes 

that some provisions have important but contrasting 

effects on takeover likelihood and premium. In fact, 

the study empirically shows that out of the 24 

governance provisions available in the G-index, the 

board-poison pill combination is the most effective 

combination in measuring a firm’s takeover 

protection.  

Wang and Xie (2007) point out that as the 

difference between the G-index of the target and that 

of the bidder increases, the acquirer’s shareholder 

rights relative to the target’s shareholder rights will 

grow stronger. Accordingly, the acquisition will 

create more synergy, and the acquirer’s and target’s 

returns and takeover premium will increase as well.  

On the other hand, the findings of Gillan et al. 

(2006) suggest that industry characteristics and firm-

specific characteristics determine corporate 

governance of a firm. This paper attempts to identify 

whether governance-related industry characteristics 

impact shareholders’ returns at the announcement of 

an acquisition. Consequently, we use an industry-

adjusted corporate governance index to study the 

effects of the firm’s governance quality relative to the 
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average governance index of its industry on 

shareholder returns at the announcement of an 

acquisition.  

In addition, based on the evidence that greater 

differences in corporate governance quality between 

bidders and targets produce higher synergistic gains 

(Wang and Xie, 2007), we can infer that diminishing 

governance quality of the target at the time of the 

acquisition brings about more potential benefits for 

the bidder. On the other hand, in an earlier study, 

Harris (1990) argues that adopting anti-takeover 

measures could enable the shareholders of a target 

firm to increase their share of any synergistic gains 

since “adopting such measures enhances the 

bargaining power of the target’s management, who 

will be a tougher bargainer than the non-managerial 

shareholders will, owing to his expected loss of his 

job following the target’s acquisition”. A similar 

argument was presented earlier in DeAngelo and Rice 

(1983) who suggest that anti-takeover measures may 

benefit the shareholders of target firms by enabling 

them to act in a unified manner during takeover 

attempts. In a similar vein, Stein (1988) argues that 

ATPs may be beneficial for target firms as they may 

help reducing takeover pressure which may lead to 

short-sighted behavior on the part of target firms. 

Recently, Kadyrzhanova (2006) observed that ATPs 

allow shareholders to commit ex ante to prolonging 

the takeover process by transferring decision-making 

authority to the board of directors. Fearing bidding 

wars that could destroy value, this commitment 

induces acquirers to sweeten their initial bid offers. 

Kadyrzhanova (2006) finds that firms that have ATPs 

generate higher target premiums than those that do 

not have ATPs, but only in concentrated industries. 

Similarly, Clarkson et al., (2004) finds that the 

presence of an independent board, comprised of non-

executive directors who have reputation capital at 

stake, boosts the initial bid premium by, on average, 

20.8%. In recent paper, Straska and Walter (2010) 

find that firms with characteristics indicating low 

bargaining power in a takeover, but also indicating 

high potential agency costs, have more antitakeover 

provisions in place. The authors also find that for 

these firms there is a positive relation between firm 

value and the number of adopted provisions. 

In sum, we argue that because target firms that 

have more ATPs present more barriers to acquirers, 

they are more likely to be paid a higher premium. And 

therefore, based on all the above we can formulate our 

first hypothesis:  

H1: The higher the industry-adjusted G-index of 

the target firm (that is, the more the adopted ATPs by 

target firms compared to its industry average) the 

higher the total synergistic gain, bidder’s return, 

target’s return, and the acquisition premium.  

 

Moreover, Starks and Wei (2005) conclude that 

acquirers must compensate targets with a high 

premium whenever the change in control results in 

worse governance for targets; their argument suggests 

a second hypothesis:  

H2: The industry-adjusted governance quality of 

the acquirer is expected to be negatively correlated 

with the premium paid and with the target’s return at 

the announcement of the acquisition.  

 

Finally, based on the management entrenchment 

theory (Klock et al., 2005), we propose a third 

hypothesis:  

H3: The industry-adjusted governance of the 

acquirer is expected to be positively associated with 

total synergistic gains and with bidder’s returns at the 

announcement of the acquisition.  

 

3. Sample and Methodology 
 
3.1.  Sample Description 
 

The sample used for analysis is taken from The 

Thomson Financial Securities Data Corporation’s 

(SDC) U.S. Mergers and Acquisitions database. The 

final sample consists of 367 acquisitions completed 

between January 1, 1990 and December 31, 2003 

during which both the acquiring and target firms are 

publicly traded on the U.S stock market. In addition, 

all the transactions meet the following criteria: 

• Acquisitions involving financial institutions are 

excluded from the sample. 

• The value of the deal was at least $1 million. 

• Before the acquisition, the bidder owned less 

than 50% of target’s shares. 

• After the acquisition, the bidder held more than 

50% of target’s shares. 

• Annual financial statement information for 

both the bidder and the target is available from 

COMPUSTAT, and daily stock return data are 

available from the Center for Research in Security 

Prices (CRSP) database.  

• Both bidder and target are included in the 

IRRC database of anti-takeover provisions. Since 

there are only seven IRRC publications available 

(1990, 1993, 1995, 1998, 2000, 2002, and 2004), we 

follow GIM’s method and assume that firms maintain 

the anti-takeover provisions of the previous 

publication year during the years between two 

consecutive publications.  

Table 1 presents the distribution of the 

acquisitions in the sample based on the announcement 

year. As is shown, the number of acquisitions begins 

increasing steadily in 1993, reaches its peak in 1999, 

and then gradually drops off. This trend is similar to 

the one documented by Wang and Xie (2007). Table 1 

also presents the mean and median market 

capitalization of targets and bidders, as well as the 

mean and median relative size of the target to 

acquirer. On average, the mean (median) relative size 

is 0.30 (0.16), values that are quite close to those 

reported by Wang and Xie (2007) with a mean 

(median) values of 0.296 (0.202). 
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Table 1. Sample Distribution 

 

This table presents the distribution of the acquisitions 

of the sample over time. The sample is extracted from 

The Thomson Financial SDC U.S. Mergers and 

Acquisitions database. It consists of 367 acquisitions 

completed between 1990 and 2003 in which both the 

acquiring and target firms are publicly listed on the 

U.S stock market and are included in the IRRC 

database of anti-takeover provisions. Both the 

acquirer’s and target’s market capitalizations are 

measured two months prior to the announcement of 

acquisition.  

 

Year 

Number of 

acquisitions 

Percentage 

of sample 

Acquirer market cap 

Mean (median) 

Target market cap 

Mean (median) 

Relative Size Mean 

(median) 

1990 7 1.91% 
6887 1073 0.31 

(1212) (437) (0.20) 

1991 12 3.27% 
5631 192 0.11 

(1709) (110) (0.06) 

1992 5 1.36% 
2023 360 0.20 

(1142) (261) (0.19) 

1993 8 2.18% 
17505 1951 0.41 

(2295) (990) (0.18) 

1994 17 4.63% 
5687 1135 0.33 

(2633) (418) (0.178) 

1995 20 5.45% 
11864 1905 0.26 

(4406) (888) (0.20) 

1996 21 5.72% 
9740 3235 0.35 

(5947) (991) (0.26) 

1997 34 9.26% 
12420 966 0.40 

(2792) (499) (0.18) 

1998 67 18.26% 
19632 4663 0.35 

(7923) (1460) (0.18) 

1999 73 19.89% 
38935 3221 0.25 

(5784) (737) (0.16) 

2000 46 12.53% 
33390 2398 0.30 

(7933) (969) (0.09) 

2001 33 8.99% 
21202 2529 0.26 

(6144) (999) (0.14) 

2002 12 3.27% 
37409 5647 0.26 

(7484) (721) (0.17) 

2003 12 3.27% 
21861 847 0.17 

(4440) (519) (0.08) 

TOTAL 367 100.00% 
22701 2738 0.30 

(5388) (737) (0.16) 

 

3.2. Methodology and Variable 
Construction 
 

The dependent variables consist of the target’s return, 

the bidder’s return, the total combined (synergistic) 

return, and the takeover premium at the 

announcement of the takeover.  

The target’s and the acquirer’s cumulative 

abnormal returns, TCAR and ACAR respectively, are 

calculated using the standard event study 

methodology similar to the one used by Brown and 

Warner (1985). The TCAR and ACAR are calculated 

over a five-day window (-2, +2) using the market 

model whereby, the model’s parameters are estimated 

over the (-210, -21) interval using the CRSP value-

weighted index returns as the benchmark. The 

statistical significance of the returns is tested using an 

approach similar to that of Moeller (2005), namely the 

Patell (1976) test, and corrected for time-series and 

cross-sectional variation of abnormal returns
21

. 

The total synergistic return (PCAR) is the 

weighted-average cumulative abnormal return (CAR) 

of the bidder’s and target’s CARs with weights equal 

to their respective market capitalizations two months 

prior to the announcement of the acquisition. The 

takeover premium (PREM) is the ratio of the offer 

price, disclosed in the SDC, to the target trading price 

two months prior to the original announcement date. 

However, since the calculations of the takeover 

                                                           
21

 The abnormal returns are also estimated using the market 
adjusted return model by subtracting the value-weighted 
market return from the firm’s return using the following model: 
ARi = ri – rm, where ri is the firms’ return and rm is the value-
weighted market return. 
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premium produce disturbing outliers, an alternative 

proxy for the premium, PREMTRUNC, is used 

instead. PREMTRUNC is a truncated premium that 

takes values between zero and two, as in the studies of 

Moeller (2005) and Officer (2003). In addition, all 

deals with a premium beyond these boundaries are 

discarded. Figure 1 shows the scatter plots of PREM 

against the acquirer’s industry-adjusted G-index and 

the target’s industry-adjusted G-index, with 

significant outliers indicated. 

Panel A of Table 2 presents the descriptive 

statistics for the dependent variables. The average 

PCAR for the sample is 1% significant at the 1% 

level, and the mean values of TCAR and ACAR are, 

respectively, 20% significant at the 5% level and -2 % 

significant at the 1% level. These results are 

consistent with prior literature arguing that 

acquisitions do create value, with most of the gains 

accruing to target firms (Andrade et al. 2001; Travlos 

1987). The average PREM is 1.06 with no statistical 

significance, whereas the average PREMTRUNC is 

0.73 and is significant at the 5% level. The 

considerable difference between the mean values of 

PREM and of PREMTRUNC is due to the significant 

outliers in the distribution of PREM. 

The firm’s industry-average corporate 

governance index used in the empirical analysis is 

GIM’s (2003) G-index after subtracting from it the 

average governance index of the corresponding 

industry. The industry-adjusted governance index is 

free from the effect of industry characteristics and is 

entirely determined by firm-specific characteristics. 

Thus, this index measures the quality of the 

governance of the firm relative to the average 

governance across the firm’s industry as a whole. To 

calculate the industries’ G-index averages, firms are 

classified into their corresponding industries using the 

method of Fama and French (1997). Firms with no 

(Standard Industrial Classification) SIC codes, as well 

as all observations corresponding to the year 2004 and 

beyond, are excluded. Firms with no Fama-French 

classification are assigned to the group “Other”. 

The results of panel B in Table 2 show that on 

average, the target’s adjusted G-index (0.17) and the 

acquirer’s adjusted G-index (0.46) are lower than their 

industry benchmark and might indicate that the 

governance of the bidder is in general worse than that 

of the target. The average premium of 1.06 (panel A, 

Table 2) might signal that the governance of the 

bidder is perceived to be slightly worse than that of 

the target which entails offering a moderate premium 

as a compensation for the target (Starks and Wei, 

2005). 

Additionally, the regressions used in this study 

control for a number of bidder, target, and deal 

characteristics that reportedly affect shareholders’ 

returns at the announcement of an acquisition. The 

selection of these variables is based on the merger and 

acquisition literature (e.g. Bruner, 2002; Lang et al., 

1991; Jensen, 1988; Travlos, 1987; Andrade et al., 

2001; Chang, 1998), and mainly the work of Wang 

and Xie (2007).  

The acquirer and target characteristics controlled 

for in the present analysis are firm size, Tobin's Q, 

leverage, and performance. The values used for these 

variables are those reported in the last fiscal year end 

prior to the announcement of the acquisition. 

The empirical analyses also control for some 

deal characteristics, such as the method of payment, 

the industry relatedness of the participants, and 

whether both the bidder and the target belong to high-

tech industries - as defined by Loughran and Ritter 

(2004)
22

. Appendix B provides the definitions of all 

these variables, and Table 2, panel E present their 

summary statistics.  

As shown in Table 2, 28% of the acquisitions are 

financed with cash only and 37% with stock only. 

Moreover, 67% of the deals involve targets and 

bidders belonging to the same industry, and 21% 

involve targets and bidders both belonging to high-

tech industries. 

Based on the findings of previous research 

papers, the target’s size is expected to be positively 

(negatively) related to ACAR for cash offers (stock 

offers), and not significantly related to ACAR in 

mixed offers (Fuller et al., 2002). Furthermore, the 

size of the bidder is expected to be negatively 

correlated to PCAR (Wang and Xie, 2007). Both 

bidder’s leverage - which reduces the agency costs of 

free cash flow by reducing the cash flow available for 

spending at the discretion of managers (Jensen, 1986) 

- and bidder’s performance - which proxies for 

managerial competence - are expected to be positively 

related to ACAR and PCAR (Morck et al. ,1990). 

However, the target’s leverage (potentially viewed as 

a defensive tactic) is expected to be negatively related 

to ACAR but positively related to the premium and 

TCAR (Safieddine and Titman, 1999; Klock et al., 

2005). However, the bidder’s Tobin’s Q is expected 

to be negatively associated with ACAR, TCAR, and 

PCAR (Bruner 2002). Moreover, acquisitions 

involving high-tech targets and bidders are expected 

to generate low synergistic gains since such 

companies are difficult to integrate smoothly. In these 

firms, human resources are particularly important and 

are lost in the restructuring process following the 

acquisition (Masulis et al., 2007).  

Regarding the other variables, previous findings 

elucidate mixed views. For instance, Jensen (1988) 

argues that as certain diversifications destroy value, 

other ones settled in cash may still create a net profit - 

even when the acquisition generates operating 

inefficiencies. 

 

                                                           
22

 See Appendix C for the list of SIC codes classified as ‘high-
tech’ by Loughran and Ritter (2004) 
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Table 2. Summary Statistics 

 

This table presents the summary statistics of the 

variables used in this study. The sample is extracted 

from The Thomson Financial SDC U.S. Mergers and 

Acquisitions database. It consists of 367 acquisitions 

completed between 1990 and 2003, where both the 

acquiring and target firms are publicly listed in the 

U.S market and are included in the IRRC database of 

anti-takeover provisions. PCAR is the weighted 

average of TCAR and ACAR with the weights equal 

to their respective market capitalizations. TCAR is the 

5-day target cumulative abnormal return around the 

announcement date. PREM is the ratio of the offer 

price disclosed in the SDC over the target trading 

price, two months prior to the original announcement 

date. PREMTRUNC is a truncated premium that takes 

values between zero and two. ACAR is the 5-day 

acquirer cumulative abnormal return around the 

announcement date. OCF and MV refer to operating 

cash flow and market value respectively. Definitions 

of the other variables are presented in Appendix B.  

 

Variable Mean Standard Deviation Median Significance Level 

Panel A: Total returns, target returns/premiums, and acquirer returns 

PCAR 0.01 0.07 0.01 *** 

TCAR 0.20 0.19 0.19 ** 

PREM 1.06 2.45 0.64  

PREMTRUNC 0.73 0.45 0.64 ** 

ACAR -0.02 0.07 -0.02 *** 

Panel B:  

Acquirer’s Industry-adjusted G-index 0.46 2.72 0.33  

Target’s Industry-adjusted G-index 0.17 2.68 0.19  

Panel C: Acquirer characteristics 

Ln(Acquirer Market Cap) 8.72 1.57 8.59  

Acquirer's Tobin's Q 2.38 1.82 1.84  

Acquirer's Leverage 0.58 0.18 0.60 ** 

Acquirer's OCF/(MV of Asset) 0.08 0.04 0.08 *** 

Panel D: Target characteristics 

Ln(Target Market Cap) 6.70 1.45 6.60  

Target's Tobin's Q 1.88 1.30 1.48  

Target's Leverage 0.56 0.23 0.60 *** 

Target's OCF/(MV of Asset) 0.08 0.06 0.09 *** 

Panel E: Deal characteristics 

Cash (dummy) 0.28 0.45 0.00 ** 

Shares (dummy) 0.37 0.48 0.00 ** 

Industry (dummy) 0.67 0.47 1.00 ** 

High-tech combination (dummy) 0.21 0.41 0.00 ** 
***, **, * Denotes significance at the 1%, 5% and 10 level respectively. 

  

4. Empirical Results 
 

Table 3 presents the results of the PCAR regression 

and it shows that the Industry-adjusted G-index of the 

target firm is positively related to the PCAR with 

significance at the 10% level, whereas the coefficient 

of the Industry-adjusted G-index of the acquirer is 

negative and also significant at the 10% level. The 

positive association between the target’s G-index and 

PCAR is consistent with hypothesis H1, which 

suggests that as the industry-adjusted corporate 

governance of the target declines, the target’s 

efficiency greatly improves as a result of the change 

in control (Alba et al., 2009), and the synergistic gains 

achieved will increase as well.  

On the other hand, the negative correlation 

between the acquirer’s Industry-adjusted G-index and 

PCAR can be explained by the management 

entrenchment hypothesis (Klock et al., 2005) which 

posits that an inverse relation exists between the 

bidder’s industry-adjusted governance index and 

firm’s performance. Moreover, more entrenched 

management is more likely to engage in empire-

building actions and value-destroying acquisitions. 

This supports hypothesis H3 with respect to PCAR. 

Regarding the control variables, the results 

indicate a positive correlation between the bidder’s 

performance and PCAR with significance at the 1% 

level. Viewing the bidder’s performance as a proxy 

for management’s competence supports the findings 

of Morck et al. (1990) who consider good managers 

good acquirers and bad managers bad acquirers. 

Target leverage, which can be regarded as a defensive 

mechanism, is negatively correlated with synergistic 

gains - with significance at the 10% level (Jensen and 

Ruback, 1983; Farinha ,2003; Shleifer and Vishny 

,1997; Safieddine and Titman ,1999). Additionally, 

the cash payment dummy is positively significant at 
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the 1% level; an outcome that makes abundantly clear 

the significant impact of the method of payment. 

(Myers and Majluf, 1984; Andrade et al., 2001; 

Travlos, 1987). As is expected, high-tech 

combinations generate lower combined returns 

(PCAR), with a significance level of 1% since it is 

difficult to smoothly integrate high-tech firms with 

each other. (Masulis et al., 2007). 

 

Table 3. The Total Synergistic Return (PCAR) Regressions 

 

The sample is extracted from The Thomson Financial 

SDC U.S. Mergers and Acquisitions database. It 

consists of 367 acquisitions completed between 1990 

and 2003 in which both the acquiring and target firms 

are publicly listed on the U.S stock market and are 

included in the IRRC database of anti-takeover 

provisions.  

The dependent variable PCAR is equal to the 

weighted average of TCAR and ACAR with the 

weights equal to the target’s and bidder’s respective 

market capitalization. TCAR is the 5-day target 

cumulative abnormal return around the announcement 

date, and ACAR is the 5-day acquirer cumulative 

abnormal return around the announcement date. 

Definitions of the independent and control variables 

are presented in the Appendix B. The t-values are 

listed between parentheses. OCF and MV refer to 

operating cash flow and market value respectively. 

 

 PCAR 

Variable Parameter t-value 

Adjusted G-index   

Acquirer’s Industry-adjusted G-index -0.002* (-1.61) 

Target’s Industry-adjusted G-index 0.003* (1.8) 

Acquirer characteristics  

Ln(Acquirer Market Cap) -0.000 (-0.08) 

Acquirer's Tobin's Q 0.001 (0.37) 

Acquirer's Leverage 0.038 (1.28) 

Acquirer's OCF/(MV of Asset) 0.243*** (2.56) 

Target characteristics 

Ln(Target Market Cap) -0.001 (-0.28) 

Target's Tobin's Q -0.006 (-1.5) 

Target's Leverage -0.045* (-1.84) 

Target's OCF/(MV of Asset) 0.031 (0.48) 

Deal characteristics 

Cash (dummy) 0.027*** (2.78) 

Shares (dummy) 0.013 (1.4) 

Industry (dummy) 0.002 (0.21) 

High-tech combination (dummy) -0.038*** (-3.81) 

Intercept 0.004 (0.13) 

Number of Obs. 345 

Adjusted R-Sq 0.111 

F Value 4.07*** 
***, **, * Denotes significance at the 1%, 5% and 10 level respectively. 

  

In order to examine the effects of the adjusted G-

indices on the distribution of synergistic gains 

between bidders and targets, we also run regressions 

of TCAR, PREMTRUNC, and ACAR. The results are 

discussed below.  

The results of the TCAR regression appear in 

Table 4. As is shown, the industry-adjusted G-index 

of the target firm is positively associated with TCAR, 

with significance at the 10% level implying that a 

target’s higher industry-adjusted governance index, 

that is, more anti-takeover provisions, leads to higher 

return for the target firm’s shareholders. This result 

supports hypothesis H1 with respect to TCAR and is 

consistent with the contention of previous studies that 

ATPs could benefit shareholders in target firms 

(DeAngelo and Rice 1983; Stein 1988) by enabling 

them to act in a unified manner, and enhances their 

bargaining power which permits them to increase 

their share of any synergy gains or attract a larger 

premium (Harris 1990; Clarkson et al, 2004; 

Kadyrzhanova 2006). Therefore, given that target 

firms with more ATPs present more severe barriers to 

acquirers, they are more likely to extract a larger share 

of the synergy gains, which will lead to shareholders’ 

receiving a higher return on stocks; hence the positive 

relation between the target firm’s industry-adjusted 

G-index and the target return. On the other hand, the 

acquirer’s industry-adjusted G-index is not 

statistically significantly related to the TCAR, an 

outcome that does not support the part of hypothesis 

H2 related to TCAR. 
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 As for the control variables, the results indicate 

that the acquirer’s size (target size) is positively 

(negatively) correlated with TCAR both being 

significant at the 1% level. Furthermore, we find that 

the target’s performance (OCF /MV of assets) is 

positively associated with TCAR with significance at 

the 5% level. This is a consequence of the fact that 

well-managed firms are more likely to receive high 

premiums. Finally, the CASH payment dummy is 

positively correlated with TCAR, with a significance 

level of 1%, an outcome that supports the signaling 

effect of the method of payment (Myers and Majluf, 

1984; Andrade et al., 2001; Travlos, 1987) while the 

SHARES payment dummy is not related to the 

TCAR, as the coefficient is not statistically 

significant. 

 

Table 4. Target’s Cumulative Abnormal Returns (TCAR) Regressions 

 

The sample is extracted from The Thomson Financial 

SDC U.S. Mergers and Acquisitions database. It 

consists of 367 acquisitions completed between 1990 

and 2003, where both the acquiring and target firms 

are publicly listed in the U.S market and are included 

in the IRRC database of anti-takeover provisions.  

The dependent variable TCAR is the 5-day 

target cumulative abnormal return around the 

announcement date. In the regression presented in the 

last column, we use an independent variable 

Acquirer-Adjusted G-index Shares that acts as a 

control for both the Acquirer Governance and the 

Shares payment. It is equal to the Acquirer-Adjusted 

G-index multiplied by Shares. Definitions of the 

independent and control variables are presented in 

Appendix B. The t-values are listed between 

parentheses. OCF and MV refer to operating cash 

flow and market value respectively. 

 

 TCAR TCAR 

Variable Parameter t-value Parameter t-value 

Adjusted G-index     

Acquirer’s Industry-adjusted G-index -0.004 (-1.25)  

Target’s Industry-adjusted G-index 0.006* (1.76) 0.007* (1.86) 

Acquirer’s Industry-adjusted G-index *Shares  -0.003 (-0.61) 

Acquirer characteristics 

Ln(Acquirer Market Cap) 0.036*** (4.43) 0.030*** (3.58) 

Acquirer's Tobin's Q -0.004 (-0.47) -0.010 (-1.23) 

Acquirer's Leverage -0.093 (-1.23) -0.110 (-1.38) 

Acquirer's OCF/(MV of Asset) 0.223 (0.92) 0.215 (0.85) 

Target characteristics 

Ln(Target Market Cap) -0.045*** (-5.34) -0.033*** (-3.78) 

Target's Tobin's Q -0.014 (-1.5) -0.013 (-1.34) 

Target's Leverage -0.063 (-1.01) -0.079 (-1.19) 

Target's OCF/(MV of Asset) 0.356** (2.15) 0.181 (1.04) 

Deal characteristics 

Cash (dummy) 0.091*** (3.72) 0.087*** (3.45) 

Shares (dummy) -0.017 (-0.72) -0.009 (-0.39) 

Industry (dummy) 0.010 (0.48) 0.012 (0.58) 

High-tech combination (dummy) -0.015 (-0.6) 0.010 (0.38) 

Intercept 0.206*** (2.57) 0.216** (2.53) 

Number of Obs. 345 305 

Adjusted R-Sq 0.200 0.167 

F Value 7.14*** 5.34*** 
***, **, * Denotes significance at the 1%, 5% and 10 level respectively. 

 

Table 5 presents the results of the regression of 

PREMTRUNC. We find that the coefficients of the 

industry-adjusted G-index for both the target and the 

acquirer are not statistically significant which implies 

that these indices have no impact on the premium paid 

in acquisitions. These results do not support 

hypothesis H1 and H2 with respect to the premium. 

As for the control variables, we find a positive 

association between acquirer’s size and 

PREMTRUNC which supports the notion that large 

acquirers tend to overpay as overpayment is 

associated with overconfident large acquirers. 

Whereas we find a negative relation between target 

size and PREMTRUNC with significance levels of 

5% which is in line with the size effect literature. 

Moreover, the target’s leverage is positively 

associated with the premium paid with a statistical 

significance of 1%. To explain the result, we may 

consider debt a defensive tactic used by target firms to 

extract higher premiums from bidders (Morck et al. 

1990) or that target firms with higher debt ratios 

suffer less agency problems as they are more subject 
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to discipline by the market which is consistent with 

the free cash flow hypothesis of Jensen (1986) and 

therefore these firms attract a higher premium.  

 

Table 5. Takeover Premium Regressions 

 

The sample is extracted from The Thomson Financial 

SDC U.S. Mergers and Acquisitions database. It 

consists of 367 acquisitions completed between 1990 

and 2003, where both the acquiring and target firms 

are publicly listed in the U.S market and are included 

in the IRRC database of anti-takeover provisions.  

The dependent variable PREMTRUNC is a 

truncated premium which takes values between zero 

and two; the premium is equal to the ratio of the offer 

price disclosed in the SDC over the target’s trading 

price from two months prior to the original 

announcement date. In the regression presented in the 

last column, we use as independent variables: 

Acquirer-Adjusted G-index Shares that act as control 

variables for Acquirer Governance and Shares 

payment. It is equal to the Acquirer Adjusted G-index 

multiplied by Shares. Definitions of the independent 

and control variables are presented in the Appendix B. 

The t-values are listed between parentheses. OCF and 

MV refer to operating cash flow and market value 

respectively. 

 

 PREMTRUNC PREMTRUNC 

Variable Parameter t-value Parameter t-value 

Adjusted G-index     

Acquirer’s Industry-adjusted G-index 0.004 (0.51)   

Target’s Industry-adjusted G-index 0.005 (0.51) 0.005 (0.53) 

Acquirer’s Industry-adjusted G-index *Shares   0.015 (1.15) 

Acquirer characteristics 

Ln(Acquirer’s Market Cap) 0.052** (2.47) 0.050** (2.39) 

Acquirer's Tobin's Q 0.001 (0.06) 0.001 (0.05) 

Acquirer's Leverage 0.026 (0.13) 0.010 (0.05) 

Acquirer's OCF/(MV of Asset) 0.002 (0) 0.020 (0.03) 

Target characteristics 

Ln(Target Market Cap) -0.103*** (-4.7) -0.102*** (-4.63) 

Target's Tobin's Q 0.040 (1.62) 0.039 (1.57) 

Target's Leverage 0.659*** (3.97) 0.662*** (4.03) 

Target's OCF/(MV of Asset) 0.145 (0.33) 0.153 (0.35) 

Deal characteristics 

Cash (dummy) -0.128** (-2.02) -0.128** (-2.02) 

Shares (dummy) -0.284*** (-4.8) -0.290*** (-4.91) 

Industry (dummy) 0.044 (0.85) 0.042 (0.82) 

High-Tech Combination (dummy) -0.005 (-0.08) -0.005 (-0.08) 

Intercept 0.731*** (3.42) 0.743*** (3.5) 

Number of Observations 304 305 

Adjusted R-Sq 0.194 0.200 

F Value 6.23*** 6.42*** 
***, **, * Denotes significance at the 1%, 5% and 10 level respectively. 

 

Table 6 presents the results of the acquirer 

returns (ACAR) regression. The results do not 

document a significant relation between the acquirer’s 

return and either the target’s industry-adjusted G-

index or the acquirer’s industry-adjusted G-index. 

These results do not support the parts of hypothesis 

H1 and H3 related to ACAR. Additionally, these 

results provide new insights contrary to the evidence 

documented in earlier studies that do not control for 

the industry average governance characteristics (e.g. 

Masulis et al, 2007, and Bebchuck et al, 2009)  

 Looking at the control variables, we notice that 

acquiring larger target firms results in lower acquirer 

returns with the coefficient being significant at the 1% 

level and that the acquirer’s return is also higher for 

well performing acquirers (higher OCF/MV of 

Assets). We can explain the latter by resorting to the 

argument stating that good managers are good 

acquirers while bad managers are bad acquirers 

(Morck et al. 1990). As is expected, high-tech 

combinations lead to lower acquirer’s returns, with a 

significance level of 1%, due to the fact that high-tech 

firms are difficult to integrate smoothly (Masulis et al. 

2007). Finally, Table 6 shows that CASH and 

SHARES dummies are positively related to ACAR 

with a significance level of 5%. The coefficients 

indicate that acquisitions in cash tend to be more 

profitable than either acquisition in stock or in mixed 

offers which supports the signaling effect of the 
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method of payment (Myers and Majluf, 1984; 

Andrade et al., 2001; Travlos, 1987). 

Moreover, Starks and Wei (2005) argue that in 

stock-financed acquisitions, bidders from poorer 

governance regimes must compensate target firms by 

offering a higher premium; as in such acquisitions the 

shareholders of target firms will be exposed to the 

governance regime of the acquirer. Building on those 

results, we replace the acquirer’s industry-adjusted G-

index in the regressions with a new variable that 

controls for both the acquirer’s governance and for the 

method of payment. Hence we an interaction variable 

“Acquirer industry-adjusted G-index*SHARES” 

defined as is the acquirer’s industry-adjusted G-index 

multiplied by the SHARES payment dummy. 

Additionally, we add this variable to the regressions 

that we run previously in Tables 4 and 5. In general, 

the results in tables 4 and 5 are unaltered and are still 

similar to those of the original regressions. However, 

the acquirer’s returns (ACAR) regression provides 

more interesting results. Table 6 now shows that there 

is a negative association between the new interaction 

variable (Acquirer industry-adjusted G-

index*SHARES) and the acquirer’s return as the 

coefficient is significant at the 5% level. Hence, for 

stock-financed acquisitions, the poorer the 

governance of the acquirer is, relative to the industry 

average, the lower the acquirer’s return will be at the 

announcement of the acquisition. This result is 

consistent with the management entrenchment 

hypothesis which suggests that anti-takeover 

amendments act against shareholder wealth. This 

shields management from the labor market and allows 

them to engage in self-serving behavior against 

shareholders’ interests (Klock et al., 2005; Masulis et 

al., 2007). Also, cash offerings usually trigger capital 

gains tax liability unlike stock offerings, and this 

might indicate that better governed acquirers end up 

with higher free cash flows in the case of stock 

acquisitions. This results in better returns for the 

acquiring stockholders.  

 

 

Table 6. Acquirer’s Cumulative Abnormal Returns (ACAR) Regressions 

 

The sample was taken from The Thomson Financial 

SDC’s U.S. Mergers and Acquisitions database. It 

consists of 367 acquisitions completed between 1990 

and 2003, where both the acquiring and target firms 

are publicly listed on the U.S stock market and are 

included in the IRRC database of anti-takeover 

provisions.  

The dependent variable ACAR is the 5-day 

acquirer cumulative abnormal return around the 

announcement date. In the regression presented in the 

last column, we use an independent variable 

Acquirer-Adjusted G-index Shares that acts as a 

control variable for both Acquirer Governance and for 

the Shares payment. This index is equal to the 

Acquirer-Adjusted G-index multiplied by Shares. 

Definitions of the independent and control variables 

are presented in Appendix B. The t-values are listed 

between parentheses. OCF and MV refer to operating 

cash flow and market value respectively. 

 
 ACAR ACAR 

Variable Parameter t-value Parameter t-value 

Adjusted G-index     

Acquirer’s Industry-adjusted G-index -0.002 (-1.51)   

Target’s Industry-adjusted G-index 0.001 (0.79) 0.001 (0.57) 

Acquirer’s Industry-adjusted G-index *Shares   -0.005** (-2.03) 

Acquirer characteristics 

Ln(Acquirer’s Market Cap) 0.010*** (3.14) 0.010*** (2.77) 

Acquirer's Tobin's Q -0.000 (-0.08) 0.001 (0.4) 

Acquirer's Leverage 0.033 (1.09) 0.042 (1.24) 

Acquirer's OCF/(MV of Asset) 0.175* (1.79) 0.142 (1.34) 

Target characteristics 

Ln(Target Market Cap) -0.012*** (-3.58) -0.012*** (-3.31) 

Target's Tobin's Q -0.003 (-0.89) -0.004 (-1.08) 

Target's Leverage -0.036 (-1.45) -0.048* (-1.73) 

Target's OCF/(MV of Asset) 0.011 (0.16) 0.030 (0.41) 

Deal characteristics 

Cash (dummy) 0.024** (2.37) 0.023** (2.19) 

Shares (dummy) 0.023** (2.46) 0.023** (2.35) 

Industry (dummy) 0.004 (0.45) 0.005 (0.56) 

High-tech combination (dummy) -0.037*** (-3.61) -0.040*** (-3.72) 

Intercept -0.045 (-1.38) -0.038 (-1.08) 

Number of Observations 345 305 

Adjusted R-Sq 0.086 0.088 

F Value 3.31*** 3.1*** 

***, **, * Denotes significance at the 1%, 5% and 10 level respectively. 

  



Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
652 

Conclusion 
 

Unlike previous studies, this paper identifies whether 

firm-specific governance characteristics have any 

influence on shareholders’ returns at the 

announcement of an acquisition. The paper uses a 

sample of 367 acquisitions completed between 

January 1, 1990 and December 31, 2003 during which 

the acquiring and the target firms are both publicly 

listed on the U.S stock markets. Using an industry-

adjusted corporate governance index as a proxy for 

the firm-specific governance, the paper studies the 

effect of firm-specific governance on shareholders’ 

returns at the announcement of an acquisition.  

Overall, the results indicate that the industry 

characteristics alone do not explain the effects of 

corporate governance on shareholder returns, and that 

bidder’s and target’s industry-adjusted G-indices 

explain, at least partially, the creation and distribution 

of synergistic gains at the announcement of an 

acquisition. Additionally, the results also suggest that 

the more the anti-takeover provisions adopted by the 

target are (the higher its industry-adjusted G-index, 

the greater the total synergistic gains and the target’s 

return at the announcement of an acquisition. These 

results stem from the fact, that ATPs may play a 

different role for target firms as they allow them to 

improve their negotiating and bargaining power in the 

acquisition process (e.g. Harris, 1990 and 

Kadyrzhanova, 2006). However, the insignificant 

results of the premium regression prevent us from 

drawing definitive conclusions.  

Using an interaction variable for both the 

acquirer’s industry-adjusted G-index and stock-

financed acquisitions, the study also find a significant 

negative relation between this variable and acquirer’s 

return which supports the management entrenchment 

hypothesis. In other words, the previous evidence in 

other studies (Masulis et al., 2007) that a higher 

acquirer G-index (more ATPs) is associated with 

lower acquirer return is only documented here for 

stock-financed acquisitions after we control for the 

industry average G-index. This result implies that as 

acquirers adopting more ATPs, compared to their 

industry average, make stock-finance acquisitions, the 

stock market reacts negatively as these deals subject 

investors to more constraining governance 

characteristics and to more restrictive shareholders’ 

rights than peer companies. 
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Appendix A: Fama and French Classifications 

 

Fama and French (1997) use four –digit SIC codes to classify firms into the following 48 industries: 

 

Fama and French Industry Classification SIC codes 

Agriculture 100-799, 2048-2048 

Food Products 2000-2046, 2050-2063, 2070-2079, 2090-2095, 2098-2099 

Candy and Soda 2064-2068, 2086-2087, 2096-2097 

Alcoholic Beverages 2080-2085 

Tobacco Products 2100-2199 

Recreational Products 900-999, 3650-3652, 3732-3732, 3930-3949 

Entertainment 7800-7841, 7900-7999 

Printing and Publishing 2700-2749, 2770-2799 

Consumer Goods 

2047-2047, 2391-2392, 2510-2519, 2590-2599, 2840-2844, 3160-

3199, 3229-3231, 3260-3260, 3262-3263, 3269-3269, 3630-3639, 

3750-3751, 3800-3800, 3860-3879, 3910-3919, 3960-3961, 3991-

3991, 3995-3995 

Apparel 2300-2390, 3020-3021, 3100-3111, 3130-3159, 3965-3965 

Healthcare 8000-8099 

Medical Equipment 3693-3963, 3840-3851 

Pharmaceutical Products 2830-2836 

Chemicals 2800-2829, 2850-2899 

Rubber and Plastic Products 3000-3000, 3050-3099 

Textiles 2200-2295, 2297-2299, 2393-2395, 2397-2399 

Construction Materials 

800-899, 2400-2439, 2450-2459, 2490-2499, 2950-2952, 3200-3219, 

3240-3259, 3261-3261, 3264-3264, 3270-3299, 3420-3442, 3446-

3452, 3490-3499, 3996-3996 

Construction 1500-1549, 1600-1699, 1700-1799 

Steel Works 3300-3369, 3390-3399 

Fabricated Products 3400-3400, 3443-3444, 3460-3479 

Machinery 3510-3536, 3540-3569, 3580-3599 

Electrical Equipment 

3600-3621, 3623-3629, 3640-3646, 3648-3649, 3660-3660, 3691-

3692, 3699-3699 

Miscellaneous 3900-3900, 3990-3990, 3999-3999, 9900-9999 
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Appendix A (Cont.): Fama and French Classifications 

 
Fama and French Industry Classification SIC codes 

Automobiles and Trucks 

2296-2296, 2396-2396, 3010-3011, 3537-3537, 3647-3647, 3694-

3694, 3700-3716, 3790-3792, 3799-3799 

Aircraft 3720-3729 

Shipbuilding, Railroad Equipment 3730-3731, 3740-3743 

Defense 3480-3489, 3760-3769, 3795-3795 

Precious Metals 1040-1049 

Nonmetallic Mining 1000-1039, 1060-1099, 1400-1499 

Coal 1200-1299 

Petroleum and Natural Gas 1310-1389, 2900-2911, 2990-2999 

Utilities 4900-4999 

Telecommunications 4800-4899 

Personal Services 

7020-7021, 7030-7039, 7200-7212, 7215-7299, 7395-7395, 7500-

7500, 7520-7549, 7600-7699, 8100-8199, 8200-8299, 8300-8399, 

8400-8499, 8600-8699, 8800-8899 

Business Services 

2750-2759, 3993-3993, 7300-7372, 7374-7394, 7397-7397, 7399-

7399, 7510-7519, 8700-8748, 8900-8999 

Computers 3570-3579, 3680-3689, 3695-3695, 7373-7373 

Electronic Equipment 3622-3622, 3661-3679, 3810-3810, 3812-3812 

Measuring and Control Equipment 3811-3811, 3820-3830 

Business Supplies 2520-2549, 2600-2639, 2670-2699, 2760-2761, 3950-3955 

Shipping Containers 2440-2449, 2640-2659, 3220-3221, 3410-3412 

Transportation 

4000-4099, 4100-4199, 4200-4299, 4400-4499, 4500-4599, 4600-

4699, 4700-4799 

Wholesale 5000-5099, 5100-5199 

Retail 

5200-5299, 5300-5399, 5400-5499, 5500-5599, 5600-5699, 5700-

5736, 5900-5999 

Restaurants, Hotels, Motels 5800-5813, 5890-5890, 7000-7019, 7040-7049, 7213-7213 

Banking 6000-6099, 6100-6199 

Insurance 6300-6399, 6400-6411 

Real Estate 6500-6553 

Trading 6200-6299, 6700-6799 

 

Appendix B: Definitions of Variables 

 

The following charts present a detailed description of the variables used in this paper: (Note that by OCF, BV, 

and MV we mean operating cash flow, book value, and market value respectively) 

 

Dependent Variables Definition 

ACAR 
5-day acquirer, cumulative, abnormal return, all calculated using the market model. The 

market model parameters are, in turn, estimated using the return data for the period (-210,-21). 

TCAR 
5-day target cumulative, abnormal return calculated using the market model.  

The market model parameters are estimated using the return data for the period (-210,-21). 

PREM 
Offer price disclosed in the Securities Data Corporation (SDC) / target-trading price two 

months prior to the original announcement date 

PREMTRUNC PREM with values between 0 and 2 as in (Moeller, 2005) and (Officer, 2003) 

PCAR 
Weighted average of TCAR and ACAR with the weights equal to their respective market 

capitalizations** 

** Market Capitalizations are measured two months prior to the announcement of acquisition 
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Control Variables Definition 

Acquirer characteristics  

Acquirer's size Ln(Acquirer's Market Capitalization**) 

Acquirer's Tobin's Q (Acquirer's MV Asset) / (Acquirer's BV asset) *** 

Acquirer's Leverage (Acquirer's BV of Debt / Acquirer's BV of Total Asset) *** 

Acquirer's Performance (Acquirer's OCF) / (Acquirer's MV of Asset) *** 

Target characteristics  

Target's size Ln(Target's Market Capitalization**) 

Target's Tobin's Q (Target's MV Asset) / (Target's BV asset) *** 

Target's Leverage (Target's BV of Debt / Target's BV of Total Asset) *** 

Target's Performance  (Target's OCF) / (Target's MV of Asset) *** 

Deal characteristics  

Cash  Dummy Variable: equal to 1 if purely cash financed deal; otherwise, 0 

Shares  Dummy Variable: equal to 1 if purely stock financed deal; otherwise, 0 

Industry  
Dummy Variable: equal to 1 if bidder and target share the same 2-SIC industry code; 

otherwise, 0 

High-tech combination 
Dummy variable: equal to 1 if bidder and target both belong to high-tech industries as 

defined by Loughran and Ritter (2004)*; otherwise, 0 

 

Appendix B (Cont.): Definitions of Variables 

 
* See Appendix C for more details 

** Market Capitalizations are measured two months prior to the announcement of acquisition 

*** The values are those reported in the last fiscal year end preceding the announcement of the acquisition 

 

Independent Variables Definition 

Acquirer’s Industry-adjusted G-index Acquirer's G-index - Acquirer's Industry Average G-index 

Target’s Industry-adjusted G-index Target's G-index - Target's Industry Average G-index 

Acquirer’s Industry-adjusted G-index*Shares 
Acquirer’s Industry-adjusted G-index Multiplied by the Shares 

Dummy 

 

Appendix C: High-Tech Companies 

 

Loughran and Ritter (2004) define high-tech firms as those having the following SIC codes: 

 
Industry Type SIC Codes 

Computer Hardware 3571, 3572, 3575, 3577, 3578 

Communications Equipment 3661, 3663, 3669 

Electronics 3671,3672, 3674, 3675, 3677, 3678, 3679 

Navigation Equipment 3812 

Measuring and Controlling Devices 3823, 3825, 3826, 3827, 3829 

Medical Instruments 3841, 3845 

Telephone Equipment 4812, 4813 

Communication Services 4899 

Software 7371, 7372, 7373, 7374, 7375, 7378, 7379 
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Figure 1. Scatter plots of Takeover Premium (PREM) against the Industry-adjusted G-index of the target and 

acquirer 

 

These scatter plots are based on acquisitions data 

from The Thomson Financial SDC’s U.S. Mergers 

and Acquisitions database. The sample consists of 

367 acquisitions completed between 1990 and 2003 in 

which both the acquiring and target firms are publicly 

listed on the U.S. stock market and are included in the 

IRRC database of anti-takeover provisions. The 

variable plotted along the horizontal axis in the first 

graph is the Acquirer Adjusted G-index which is 

equal to the difference between the Acquirer's G-

index and the Acquirer's Industry-Average G-index. 

In the second graph, the horizontal axis represents the 

Target-Adjusted G-index which is equal to the 

difference between the Target’s G-index and the 

Target's Industry-Average G-index. The PREM 

variable is plotted along the vertical axis. PREM 

represents the ratio of the offer price disclosed in the 

SDC to the target’s trading price two months prior to 

the original announcement date. 

 

 
Figure 1.1. Scatter plots of PREM against the Acquirer Adjusted G-index 

 

 
Figure 1.2. Scatter plots of PREM against the Target Adjusted G-index
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IS COMPULSORY THIRD PARTY MOTOR INSURANCE THE 
PANACEA FOR THE SOUTH AFRICAN INSURANCE 

INDUSTRY? 
 

Elton Zingwevu*, Athenia Bongani Sibindi** 
 

Abstract 
 

Compulsory motor insurance schemes have gained prominence over the years as a policy prescription 
by governments in their quest to provide a safety net for the protection of consumers and insurers 
alike. By making as minimum, motor third party insurance compulsory, central government ensures 
that the burden of providing indemnity is removed from the fiscus and entrusted upon the insurance 
sector. This also proves to be mutually beneficial to the insurance companies as the risk pool is 
widened. Sadly South Africa does not have a fully-fledged motor third party compensation scheme but 
has a variant of such a scheme in the form of the Road Accident Fund. The limitations of this fund are 
that it only caters for motor third party liability for bodily injury or death and its limits of 
compensation are relatively low. In this article we demonstrate the need for policy makers in South 
Africa to reintroduce compulsory motor third party insurance in order to alleviate the burden of 
funding motor liability from the fiscus as well as to widen the risk pool of insurers. 
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1. Introduction 
 

Motor insurance constitutes the bulk of the business 

that is underwritten by short-term insurance 

companies. It also represents a source of many claims 

for the insurance companies. As such this line of 

business thrives where there is risk diversification 

and hence the law of large numbers is observed. Most 

governments in both the developing and developed 

countries have legislated and provided for 

compulsory motor insurance. The basic form of such 

a policy is that it is will at least cover liability for 

third parties in respect of property damage and bodily 

injury or death.  

According to the South Africa Insurance 

Association (SAIA) (2014), only 35% of the vehicles 

in South Africa are insured. While SAIA does not 

give actual numbers, it is evident that the chances that 

when a person is involved in an accident where more 

than one part is involved, there is a 65% chance that 

the other car is uninsured. Uninsured losses are either 

borne by the insurers or the other party that is 

uninsured. Skogh (1982) alludes to the tendency by 

human beings not to buy insurance where the chances 

of a loss are low but the size of the loss will be very 

significant. The 65% uninsured household seems to 

confirm this behaviour. Cohen and Dehejiah (2004) 

found that indeed compulsory insurance does achieve 

its intended goals. These goals are namely; the 

reduction of uninsured losses and provision of 

compensation to victims of motor vehicle accidents. 

Whilst they revealed that a no fault system was 

associated with an increase in road accident fatalities, 

in South Africa the statistics show an increase in road 

fatalities without a compulsory insurance in place. In 

2001 the fatal crashes that were experienced were 

11201 and in 2010 they stood at 13 967 representing 

a 24.69% increase in road fatalities. As early as 1919, 

Carman had shown that the non-existence of 

compulsory motor third party insurance prejudiced 

the road users who could not recover or could not 

afford the legal costs for attorneys.  

Birmingham and Brannan (2012) explain the 

concept of subrogation, which is the basis for insurers 

to claim form third parties who cause losses. 

Subrogation is defined generally as the substitution of 

mailto:Ezingwe@unisa.ac.za
mailto:sibinab@unisa.ac.za
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one thing for another, or of one person into the place 

of another with respect to rights, claims, or securities 

(King 1951). Kimball and Davis (1962) stress on the 

two basis for subrogation namely; the non-extension 

of benefits to third party who is not privy to the 

contract and the concept of indemnity whereby the 

insured must not lose or benefit from insurance. 

Rather the insured must be put back to the same 

financial position that they were prior to the loss. 

Further, subrogation assists the insured and the 

insurer to maintain a good loss ratio and thus will 

improve business performance of the insurers and the 

insurance industry respectively. In addition 

compulsory motor insurance is believed to improve 

the level of care by drivers. With such alarming rates 

of uninsured vehicles, the right of insurers to recover 

is taken away or diminished. It is therefore imperative 

that a solution is sought that would address the issue 

of increasing road fatalities as well as the very high 

levels of uninsured losses. 

South Africa had compulsory motor insurance 

from 1942 to 1997 which covered property damage 

and bodily injury or death. This was replaced by the 

Road Accident Fund (RAF) which covers bodily 

injury or death of third parties only. However the 

cover provided by RAF has proven to be grossly 

inadequate and hence an alternative funding 

arrangement has become a policy imperative now 

more than ever before. In this article we seek to 

reveal the need to move towards compulsory third 

party motor insurance. It is our contention that a 

move towards compulsory motor insurance will not 

only benefit insurers but it will also assist consumers 

as well.  

The remainder of paper is arranged as follows: 

the next section reviews the theoretical framework 

underpinning compulsory third party motor 

insurance. Section 3 reviews the empirical literature. 

Section 4 describes the research methodology and 

presents the empirical results. Section 5 discusses 

economic and policy implications and then Section 6 

concludes. 

 

2. Theoretical Framework 
 

Motor insurance essentially comes in three covers 

namely; comprehensive insurance, third party fire and 

theft and lastly third party insurance. Under 

comprehensive insurance, the insured is covered for 

accidental damage, fire damage as well as third party 

liability. Comprehensive insurance is an all-

encompassing cover, which will cover perils that 

include accidents, theft, fire, and damage to third 

party properties. Third party fire and theft excludes 

own damage (property damage) and covers the rest of 

the perils that may happen to a motor vehicle. Third 

party liability insurance, which is the focus of this 

article, covers legal liability to third parties who are 

injured or whose property is damaged by an insured. 

This type of cover can be voluntary which means that 

there is law that makes it compulsory. Therefore 

those who use voluntary liability insurance do so out 

of a motivation to manage their personal exposure to 

third parties who may claim from them. Where the 

cover is compulsory, the state stipulates in a piece of 

legislation that all road users must have motor 

liability insurance. In some territories it includes 

cover for both property and bodily injury whereas is 

some territories it is only for bodily injury or death. 

The focus of this paper is on the compulsory motor 

third party liability insurance. 

 

2.1 The Theory of Compulsory Motor 
Insurance 
 

In determining whether one is liable or not at law, 

two approaches a used. These are strict liability or 

negligence based liability. Under strict liability, there 

is no need to prove negligence. If an individual 

causes harm to another then they are reliable to the 

other party. Negligence liability requires proof of 

negligence on the part of the individual that caused 

the loss. Under a strict liability system, it is obvious 

that once an individual injures another, they are 

liable. However with negligence, it is possible that 

the negligence may not be proven.  

In their handbook, Polinsky and Shavell (2007) 

illustrate the implications of the responsibility for 

injuries under two main approaches namely; 

unilateral and bi-lateral accidents. Unilateral 

accidents approach assumes that only the injurers can 

reduce the level of risk by taking care. They show 

that both under strict liability and negligence liability, 

the injurer has an incentive to take optimal care since 

they will seek to reduce their expenditure on their 

duty of care. The following variables are used to 

denote the total expected costs.  

 

𝑇𝑜𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝐶𝑜𝑠𝑡𝑠 = 𝑥 + 𝑝(𝑥)ℎ 

 

Where 𝑥 = expenditure on care 

P(𝑥) = probability of an accident that causes 

harm h 

ℎ = harm 

Assume that 𝑥∗ = Optimal 𝑥 

 

If strict liability is assumed, the injurer will seek 

to minimize the level of total expenses. However 𝑥 is 

always equal to ℎ and thus they seek to minimise 𝑥∗.  

In Skogh (1982) an almost similar model is 

presented which states that the injurer is assumed to 

be the one that is in control and expected to reduce 

the possibility of loss. He mentions a concept of 

costless bargaining where both victims and the 

injurers will sign an unenforceable contract to 

compensate each other. While that approach can 

make sense, it is close to impossible for each motorist 

to enter into such contracts with each and every 

motorist. This then justifies the involvement of an 

external regulator.  
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With negligence liability, the injurer is faced 

with a situation where his level of care is denoted by . 

If the level of care is below the optimal level, the 

injurer will be liable. However if the level of care is 

above the optimal, the injurer will not be liable. Thus 

it can be seen that either way the injurer has an 

incentive to be careful. While Polinsky and Shavell 

(2007) present a bilateral approach that shows the 

optimal level when both the injurer and the victim are 

taking care, they do not explain the factors behind the 

level of care. However according to Li, Liu and Peng 

(2012), the income of consumers and their risk 

aversion do have an impact on their level of care. 

Higher income consumers tend to be risk averse and 

therefore exercise more caution in their driving. The 

high income earners tend to purchase more liability 

insurance since it is unrelated to the value of the cars 

while older and female policyholders also bought 

more liability cover.  

In the bi-lateral approach, they also suggest that 

both the victim and the injurer will seek an optimal 

level of care where they will not be held liable for 

damages. Brown (1973) cited in Polinsky and Shavell 

(2007) also concurs that under both the strict liability 

and negligence liability rules, the injurer and the 

victim will exercise optimal care. It is interesting to 

note that while Polinsky and Shavell (2007) revealed 

that it is possible to reach an optimal level under the 

negligence rule, Skogh (1982) brings another fact 

related to that. The injurer may do just enough to 

avoid negligence without being optimal. O’Connel 

(1978) hailed the introduction of the no fault system 

as the answer to the problems associated with the 

fault system which included high costs per vehicle as 

well as compensating fewer victims. O’Connel and 

Joost 1986 upheld the same benefits of no-fault 

insurance. Li, Liu and Peng (2012) found out that 

when a consumer purchases a bundle of insurance 

with higher damage cover and lower liability cover, 

there was a higher possibility of them putting a 

damage claim. They do not however show the impact 

of liability insurance on accident. They however 

found that in Taiwan a higher damage cover and a 

higher liability cover resulted in lower claims making 

these customers eligible for even lower premium 

rates. Thus higher liability cover reduces the loss 

ratio. Li, Liu and Peng (2012) did not however reveal 

the impact of compulsory insurance on the loss ratio 

since they were considering the use of bundled 

insurance where both damage and liability cover are 

purchased. In Taiwan however the insured will only 

claim under voluntary insurance if the loss exceeds 

the compulsory limit. This might result in 

underestimated claims. On the other hand, Bermudez 

and Karlis (2011) found out that urban driving and 

experience above five years decreased the possibility 

of third party claims. Younger drivers and women 

drivers also increased expected claims in Madrid and 

Catalonia.  

While Polinsky and Shavell (2007) state that 

under strict liability, the level of care are optimally 

controlled, they state that there is no liability rule that 

can induce optimal behaviour. The type of legal 

system used does thus not influence the level of 

responsibility. This view is also upheld in Skogh 

(1982) where it is stated that tort liability cannot 

prevent accidents. Tomeski (2012) shows that 

compulsory motor insurance is one of the most 

important and most sought after product in 

developing countries. As of 2008 European Union 

companies participating in compulsory motor 

insurance had significant gross written premium 

increases with the total liability insurance 

contributing 30% of the premium for all classes in 

Europe.  

Whilst the purchase of damage insurance will 

lead to the purchase of liability insurance, the 

purchase of liability insurance does not lead to the 

purchase of damage insurance ( Li, Liu and Peng , 

2012). Further they contend that uninsured drivers are 

more likely to be injured in a crash. They go on to 

observe that liability insurance reduces the financial 

costs associated with accidents. This may however 

lead to an increase in fatalities. Further to this they 

discovered that the loss ratio where there was higher 

damage cover was lower than where there was a 

higher liability cover. Commenting on how to price 

the liability cover, Tomeski (2012) says that the price 

must be determined based on supply and demand. He 

further suggests that a lower limit price must be set to 

safeguard the solvency of the insurers. Kiyak and 

Pranckeviciute (2014) mention compulsory insurance 

as an important factor when pricing motor insurance. 

Keaton and Kwerel (1984) cited in Jost (1996), 

expose the concept of limited liability for negligent 

drivers as a result of compulsory insurance. Whatever 

loss they will cause will be covered despite the 

circumstances. Essentially this discourages optimal 

behaviour on the policyholders.  

Jost (1996) observes that under compulsory 

motor insurance insurers have no ways of monitoring 

the behaviour of the consumers. The same argument 

was raised by Cohen and Dehejia (2004) when they 

indicated that a no-fault system for compulsory 

insurance will lead to more fatalities on the road since 

the financial consequences of the losses are reduced 

by compulsory insurance. Thus moral hazard is 

increased. They however admit that compulsory 

insurance achieves its intended goal of reducing the 

number of uninsured losses and thus victims get 

compensation. Faure (2006) also highlights the moral 

risk issue. He also argues that if it is not managed 

then third party motor insurance will create more 

problems than solutions. 
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2.2 Alternative Approaches to Managing 
the Motor Liability Risk 
 

Polinsky and Shavell (2007) refer to taxation and 

regulation as alternatives to managing the negative 

activities such as motor liability. They strongly 

uphold the non-involvement of the government in 

liability insurance as it may remove some of the 

incentives that come with conventional insurance. 

Skogh (1982) observes that in most countries there 

was a move towards all-inclusive publicly financed 

programmes. The downside to an all-inclusive 

programmed is also echoed by Skogh (1982). He 

further indicates that the public programmes are 

normally accompanied by measures to reduce 

accidents. While Skogh (2007) points to the 

disadvantages of government involvement in 

compulsory insurance, he alludes to the fact that the 

public agencies can ensure smooth, uniform and 

compensation processes. One of the lacking areas in 

literature is that there has been limited work on 

comparing the use of compulsory insurance and other 

punitive measures such as taxes and fines.  

These alternatives are the ones suggested by 

Skogh (1982). Use of punishments and taxes are the 

alternatives that he brings. A typical tax might be a 

tax on cars, petrol or roads which might reduce 

traffic. The weakness of that approach is that it 

ignores driver behaviour and road conditions. Fines 

on the other hand are more deterrent that the tax 

system due to their stochastic nature. They can be 

differentiated according to the level of negligence. 

Skogh (1982) continues to say that the cost of 

differentiating taxes can be exorbitant. Tomeski 

(2012) similarly argues that the regulation of a price 

by the state is aimed at keeping it at a level affordable 

by many so as to reduce the level of the uninsured 

vehicles. Fair prices are however difficult to establish 

due to lack of reliable data. He further advocates for 

liberalization of insurance markets to ensure efficient 

risk assessment, selection and pricing. Liberalized 

markets he argues will lead to more careful and 

responsible users.  

An important formula is also supplied by 

Tomeski (2012). This formula is for determining the 

risk premium and is given below: 

 

𝑹𝒊𝒔𝒌 𝑷𝒓𝒆𝒎𝒊𝒖𝒎 =  
𝐸𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝑐𝑜𝑠𝑡 𝑜𝑓 𝑐𝑙𝑎𝑖𝑚𝑠

𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑐𝑜𝑛𝑡𝑟𝑎𝑐𝑡𝑠
 

 

One can observe that when the pool gets bigger, 

the statistical accuracy of the rates will improve and 

the risk premium will be lower. However if the risk 

increases, the insurers will have no option but to 

increase the premiums. 

 

 

 

 

2.3 The Advantages of Compulsory Third 
Party Motor Insurance 
 

Several benefits have been cited by various authors. 

Polinsky and Shavell (2007) stated that the use of 

compulsory motor insurance is an incentive for 

optimal care under a negligence liability system. With 

strict liability, the picture is different. The victims 

also take care. Thus both the injurer and the victim 

will exercise optimal care. Skogh (1982) argues that 

under the negligence system, the injurer may do just 

enough but not optimal care to avoid liability. 

According to Li et al (2012), bundling higher liability 

and higher damage cover drove down the claims 

experience and resultantly lowered premiums. 

However they also show that while liability insurance 

reduces financial costs associated with accidents, it 

resulted in increased fatalities. Skogh (1982) echoed 

the same benefit of reduced accidents.  

In EU in 2008, 30% of gross premiums came 

from compulsory motor insurance (Tomeski, 2012). 

Further he confirms that in developing countries, 

compulsory motor insurance is the most sought after 

cover. He goes on to suggest that a competitive 

market rather than a state-run facility. The logic being 

that a competitive market will instil discipline among 

drivers through the pricing system. Bao and Gu 

(2014) add to the list of the benefits of compulsory 

insurance when they stated that the compulsory 

insurance system was aimed at offering timely and 

effective medical treatment to victims. This would 

result in eased financial burdens. Compulsory 

insurance helps protect victims against the insolvency 

of the injurer (Faure, 2006). 

 

3. Empirical Literature Review 
 

In this section we review the motor insuring 

arrangements of both the developed countries and the 

developing countries and end by focusing on the 

status quo in South Africa. 

 

3.1 Motor Insurance in the Developed 
Countries 
 

3.1.1 Compulsory Third Party Motor Insurance in 

Turkey 

 

Gonulal (2009) cites several developing countries that 

have compulsory motor insurance and the benefits 

that they have derived. For illustration purposes we 

will discuss Turkey Positive achievements have been 

realized in Turkey as a result of the introduction of 

compulsory motor insurance. “After many years of 

work, Turkey has moved to MTPL insurance in 

which insurance companies, insurance agents, and the 

supervisory authority cooperate. The goal of this new 

order is to reduce the number of fake policies, to 

increase the penetration of insurance, and to enable 
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the agencies to be useful to the system rather than 

harmful”, writes Gonulal (2009).  

The problems cited by Gonulal (2009) which 

Turkey experienced before the introduction of a 

central database are listed as follows: 

 High percentage of uninsured vehicles 

 Incorrect application of the bonus-malus system 

 No uniform claims history 

 Unrecorded policies and fraud (loss of 

premiums) 

 Organized fraud 

 Poor competitive practices including price 

dumping 

 Manual issuance of policies 

 Lack of uniform data 

 Drain on the guarantee fund 

 Loss of tax revenue 

 Bankruptcy of some insurance companies. 

It is confirmed that most of these problems have 

disappeared and the others are on the decline. 

 

3.1.2 Compulsory Third Party Motor Insurance in 

Japan 

 

It is compulsory to have motor insurance in Japan. 

The cover is only for death, bodily injury and medical 

expenses. Thus property damage is excluded. In 

addition to this, the cover under the compulsory 

insurance is not too generous. Thus voluntary 

insurance is necessary in protecting against the huge 

liability that might arise not only due to death or 

bodily injury but also form loss of property by third 

parties.  

Compulsory automobile liability is organised as 

a form of social insurance: premiums are subject to a 

gross rate tariff intended to produce a break-even 

underwriting result; all insurers participate in a 

reinsurance pool and most claims are negotiated on 

behalf of the industry by the General Insurance 

Rating Organisation of Japan. 

Voluntary motor premium volumes fell by 5.6% 

between 2000 and 2009. This decline, which is 

expected to be a long-term feature of the market, was 

mainly the result of population ageing, which has 

reduced the proportion of highly rated young drivers 

and increased the average level of no claim bonus. 

There has been a reversal of this trend since 2010, 

however, partly because of an increase in new car 

purchases and partly because of increasing premium 

rates, particularly for accident-prone elderly drivers. 

Rate increases still tend to lag behind losses, 

however, with the result that the combined operating 

ratio has been above 100% every year since 2007. A 

new no claim bonus system reduced claim frequency 

in 2013, though the effect of this may be negated by 

planned increases in consumption tax in 2014-15 

which will increase repair and distribution costs. The 

mandatory cover is known as compulsory automobile 

liability insurance (CALI) and only applies to third 

party bodily injury. The Automobile Liability Security 

Law specifies the maximum limits of insurers' 

liability in respect of death, each of 14 specified 

grades of permanent disability and other injury. The 

current limits, which apply to each and every accident 

and claimant, were last revised on 1 April 2002 and 

are currently as follows: 

 

Table 1. The insurers’maximum limits of liability for motor accidents 
 

Injury Limit (JPY mn) 

Death 30.00 

First grade permanent disability requiring constant nursing care 40.00 

First grade permanent disability other than the above 30.00 

Second grade permanent disability requiring intermittent nursing care 30.00 

Second grade permanent disability other than the above 25.90 

14th grade permanent disability 0.75 

Other bodily injury 1.20 
 

Source: Axco Global Statistics / Industry Associations and Regulatory Bodies 
 

Voluntary motor policies provide a wide range 

of optional covers including own vehicle damage 

(excluding earthquake), theft, third party bodily 

injury in excess of the CALI limits, third party 

property damage, self-incurred personal accident, 

uninsured motorists, passengers' personal accident, 

personal injury protection, legal expenses etc. 

Victims of uninsured or untraced drivers are entitled 

to receive compensation from a government 

compensation plan which is funded by a levy on 

CALI premiums. 

 

 

3.1.3 Compulsory Third Party Motor Insurance in 

America 

 

All states except New Hampshire have a compulsory 

insurance system. The cover under these systems 

includes death, bodily injury, medical expenses and 

damage to property. The cover appears to vary form one 

state to the other. What stands out in America is that the 

existence of compulsory insurance has not removed the 

problem of uninsured cars. In addition there are 

problems that arise when a vehicle comes from a state 

where the cover is not compulsory and causes harm to a 

car form a regulated state. Despite having compulsory 

insurance, uninsured losses still happen. In a research by 

the National Association of Independent Insurers (now 
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known as PCI), it was found that compulsory insurance 

was not the most effective way of reducing the problem 

of uninsured motor vehicles. States with compulsory 

insurance were found to have higher rates of uninsured 

vehicles when compared to New Hampshire, which has 

no compulsory insurance.  

While affordability has been cited as an important 

determinant of whether one will buy insurance or not, 

there were contradicting facts in some states where the 

premiums were believed to be lowest. While the states 

are not discarding compulsory insurance, they are 

including extra measures to complement the system. 

Among these measures are registration of foreign 

drivers, no-pay no-play approaches, establishment of 

unsatisfied judgments funds, creation of databases and 

electronic checks. All these seek to close the gaps that 

remain unclosed albeit the presence of compulsory 

insurance. 

 

3.2 Motor Insurance in the Developing 
Countries 

 

3.3.1 Compulsory Third Party Motor Insurance in 

Nigeria 

 

In Nigeria Section 65 of the Insurance Act 2003 

regulates compulsory insurance. Under this Act, there is 

provision for compensation to third parties who suffer 

bodily injury. A safety net called Motor Accident 

Victims Insurance Compensation Scheme (MAVICS). 

This facility enables compensation to third parties 

injured by uninsured cars or unidentified vehicles. This 

is unlike the Road Accident Fund in South Africa which 

caters for all bodily injury that is suffered on the roads 

despite the car being identified or not. The World Bank 

(2013) records that the MAVICS has improved the third 

party liability cover in Nigeria. This report highlights the 

importance of consumer protection with regard to the 

cost of intermediation. Further it states that compulsory 

insurance enforcement is suboptimal despite the active 

efforts by government to grow the insurance sector.  

 

3.2.2 Compulsory Third Party Motor Insurance in 

Brazil 

 

Compulsory insurance has been in existence in Brazil 

since 1974. The cover is linked to licensing in that one 

obtains it at the same time when one is renewing their 

motor license. It is a condition for licensing. Thus it is 

unavoidable. The events covered by the compulsory 

insurance in Brazil closely mirrors the ones covered by 

the Road Accident Fund in South Africa. It covers death, 

permanent disability and medical plus supplementary 

expenses. Whereas in South Africa the premiums are 

paid in the form of a fuel tax, in Brazil it is paid for 

together with the licensing fees. Both ways ensure 

minimal evasion by road users. It must be noted that the 

Brazilian system pays whether the driver was at fault or 

not. There is no need to prove fault. Thus all accidents 

are covered. This ensures faster settlement of claims and 

reduces administration work. As discussed earlier on, 

this system in believed to have its advantages such as 

both parties taking care are experienced. However 

according to Gonulal (2009), these advantages are lost 

since either way there will be compensation. On the 

other hand, the downside of a negligence system where 

the driver may do just enough to avoid accidents are 

reduced.  

 

3.2.3 Compulsory Third Party Motor Insurance in 

Zambia 

 

Zambia has a unique type of arrangement where private 

insurance companies provide the compulsory insurance, 

which is a requirement of the Road Traffic Act. Whereas 

in other countries it only provides only for death, 

permanent disability and medical expenses, in Zambia 

property damage is also incorporated. In addition to this 

whereas in the conventional third party insurance, the 

insured’s family and insured are excluded, in the 

Zambian case they are included in the cover. Upon 

entering Zambia foreign vehicles are required to 

purchase compulsory insurance at the border. When this 

cover was introduced in Zambia, it was viewed as a 

form of a tax and drivers viewed it negatively. However 

it must be noted that while that may look like the case, 

motor insurance does not only ease the burden that the 

government has towards victims, it also eases the 

personal liability that individuals would carry.  

 

3.3 Compulsory Motor Insurance in South 
Africa 
 

Prior to 1997 compulsory insurance was governed by 

the following legislation: Motor Vehicle Insurance Act 

1942 (Act No. 29 of 1942, Compulsory Motor Vehicle 

Insurance Act, 1972 (Act No. 56 of 1972), Motor 

Vehicle Accident Act, 1986 (Act No. 84 of 1986); and 

Multilateral Motor Vehicle Accidents Fund Act, 1989 

(Act No. 93 of 1989). While the reasons for 

discontinuing with compulsory motor insurance are not 

publicly available, it appears that affordability by the 

public was one of the issues. On 1 May 1997 South 

Africa introduced the Road Accident Fund (RAF). In the 

following section we summarise the operation and 

limitations of this fund. 

 

3.3.1 The Road Accident Fund 

 

The RAF is responsible for providing compulsory social 

insurance cover to all users of South African roads; to 

rehabilitate and compensate persons injured as a result 

of the negligent driving of motor; and to actively 

promote the safe use of all South African roads. Section 

3 of the RAF Act stipulates that "the object of the Fund 

shall be the payment of compensation in accordance 

with this Act for loss or damage wrongfully caused by 

the driving of a motor vehicle". The fund only caters for 

bodily injury or death to third parties as a result of 

driving the vehicle. Property damage falls outside the 

scope of this fund. Where the offender does not have 

motor insurance, the victim may have no recourse if the 

injurer has no financial capacity to meet the damages. It 

is noteworthy that where the definition of driving is not 

met by the circumstances, the fund will not respond. 

Further, this fund excludes cover where the wrongdoer 

is not legally liable for the injury. If the wrongdoer is 

not legally liable RAF is also not liable. In addition the 
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fund has statutory exclusions. These relate to cover 

under the Compensation for Occupational Injuries and 

Diseases Act (COIDA). Military vehicles are also not 

included.  
 

4. Research Methodology 
 

In this article we make use of descriptive statistics to 

investigate the developments in the motor vehicle 

population and motor vehicle crashes in South Africa. 
 

4.1. An overview of key metrics in Motor 
Insurance in South Africa 
 

The number of registered vehicles in South Africa has 

grown in leaps and bounds over the years from roughly 

three million in 1980 to roughly nine million in 2009. 

The trends are depicted in Table 2 and Figure 1a. The 

highest growth rate in the population of registered 

vehicles coincided with the dawn of independence in 

1994. The number of registered vehicles grew from 490 

million vehicles in 1993 to roughly 530 million vehicles 

in 1994. In percentage terms the growth rate was 

roughly nine per cent (Refer to Figure 1b). This is 

explicable in terms of that the majority of financial 

liberalization and hence more and more blacks became 

eligible for credit to finance the purchases of motor cars. 

The growth rate in registered motor vehicles also took a 

knocking during the period corresponding with the 

financial crises (2007-2009). It declined from a high of 

roughly seven per cent recorded in 2006 to a low of 

roughly three per cent in 2008. 

The number of unroadworthy vehicles that are 

licenced increased from roughly 170 thousand in 2001 

to roughly 410 thousand in 2010. The highest increase in 

the number of unroadworthy vehicles was recorded 

between 2005 and 2009. In 2005 there were nearly 195 

thousand unroadworthy motor vehicles on South African 

roads, yet the number shot up to nearly 430 thousand 

motor vehicles in 2009 (Refer to Table 3 and Figure 2 ) 

The number of fatal crashes increased from 

roughly 12 thousand in 2001 to a highest of roughly 16 

thousand in 2006. The number of fatalities increased 

from around 11 thousand in 2001 to roughly 16 

thousand in 2006 (Refer to Figure 3). The rand cost of 

fatal accidents to the South African economy rose from 

roughly eight billion rands in 2002 to roughly 14 billion 

rands in 2010 (See Figure 4). 

The number of road accidents increased from 

around 320 thousand in 1980 to a highest of roughly 520 

thousand in 1996 (See Table 4 below). The incidence of 

road traffic accidents has tapered off to an average of 

eight per cent from a high of roughly 11 per cent in 

1981. This remains high (Refer to Figure 5). 

 

Table 2. The number of registered motor vehicles in South Africa 
 

YEAR NUMBER OF REGISTERED VEHICLES PERCENTAGE INCREASE % 

1980 3102437 1,1 

1981 3319453 7,0 

1982 3600559 8,5 

1983 3732021 3,7 

1984 3968228 6,3 

1985 4056558 2,2 

1986 4228523 4,2 

1987 4285333 1,3 

1988 4317082 0,7 

1989 4511088 4,5 

1990 4667794 3,5 

1991 4752564 1,8 

1992 4811587 1,2 

1993 4870609 1,2 

1994 5314411 9,1 

1995 5750147 8,2 

1996 5793038 0,7 

1997 5832525 0,7 

1998 5902758 1,2 

1999 5992057 1,5 

2000 6074201 1,4 

2001 6159679 1,4 

2002 6245392 1,4 

2003 6417484 2,8 

2004 6677239 4,0 

2005 7128791 6,8 

2006 7653044 7,4 

2007 8133723 6,3 

2008 8357564 2,8 

2009 8600031 2,9 

 

Source: authors’ own compilation, data from RTMC (various reports) 
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Figure 1a. The number of registered vehicles in South Africa 

 

 
 

Source: authors’ own compilation, data from RTMC (various reports) 

 

Figure 1b. The annual percentage change in the number of registered vehicles in South Africa 

 

 
 
Source: authors’ own compilation, data from RTMC (various reports) 
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Table 3. Key metrics in measuring trends in motor accidents 

 

Year Number Of 

Unroadworthy Vehicles 

Number Of 

Fatal Crashes 

Number Of 

Fatalities 
Estimated Cost Of Fatal Crashes / Zar 

2001 170462 11514 11201 9 581 917 744 

2002 171625 10239 12354 8 020 240 000 

2003 172833 10471 12635 8 893 730 000 

2004 197924 11614 14125 9 985 970 000 

2005 194926 14908 14135 10 032 800 000 

2006 255099 16474 15419 12 950 000 000 

2007 369291 15612 14920 13 112 000 000 

2008 377105 14169 13769 12 687 110 000 

2009 428714 10857 13768 13 385 580 000 

2010 408815 10837 13967 13 579 052 576 

 
Source: authors’ own compilation, data from RTMC (various reports) 

 

Figure 2. The number of unroadworthy but licensed vehicles in South Africa  

 

 
 
Source: authors’ own compilation, data from RTMC (various reports)  
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Figure 3. The number of fatal crashes and fatalities (deaths) recorded in South Africa 

 

 
 
Source: authors’ own compilation, data from RTMC (various reports) 

 

Figure 4. The Rand cost of fatal crashes in South Africa 

 

 
 
Source: authors’ own compilation, data from RTMC (various reports)  
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Table 4. The incidence of motor vehicle crashes in South Africa 

 

Year Number Of Registered Vehicles Number Of Road Traffic Crashes Incidence Of Crashes/ % 

1980 3 102 437 319507 10,3 

1981 3 319 453 379852 11,4 

1982 3 600 560 392971 10,9 

1983 3 732 021 388599 10,4 

1984 3 968 228 412097 10,4 

1985 4 056 558 369185 9,1 

1986 4 228 523 372667 8,8 

1987 4 285 333 387148 9,0 

1988 4 317 082 418483 9,7 

1989 4 511 088 434935 9,6 

1990 4 616 398 433287 9,4 

1991 4 727 007 444541 9,4 

1992 4 786 079 429485 9,0 

1993 4 845 151 434029 9,0 

1994 4 904 223 467997 9,5 

1995 5 733 497 500233 8,7 

1996 5 776 424 520774 9,0 

1997 5 819 351 505988 8,7 

1998 5 850 566 511605 8,7 

1999 5 992 057 452915 7,6 

2000 6 074 201 498222 8,2 

 
Source: authors’ own compilation, data from RTMC (various reports) 

 

Figure 5. The incidence of motor vehicle crashes in South Africa 

 

 
 
Source: authors’ own compilation, data from RTMC (various reports) 
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5. Economic and Policy Implications 
 

The cost of motor vehicle accidents remains very 

high in South Africa. We have shown that the cost of 

fatal motor vehicle crashes averages 14 billion rands 

to the economy. Further the incidence of motor 

vehicle crashes averages eight per cent in recent 

years. From a macroeconomic perspective, the cost of 

motor vehicle accidents could be mutilating economic 

growth. Rather than invest in productive areas of the 

economy, the South African government is brought 

upon to bear the economic costs of motor vehicle 

accidents as it currently subsides the Road Accident 

Fund. 

We have already alluded to the inefficacy of the 

Road Accident Fund in that it is only limited to motor 

third party liability for bodily injury and death and 

excludes property damage of third parties. We thus 

wish to proffer policy advice, namely that, the South 

African government needs to promulgate laws that 

make motor third party policies mandatory. The 

benefits of such an arrangement will be very immense 

to the economy. Firstly such an arrangement will 

drive down the price of motor insurance due to 

economies of scale experienced and hence unlock the 

value of motor insurance to the short-term insurance 

industry. This will ensure that this line of business 

becomes profitable to the short-term insurers as well. 

Secondly such funds (premiums) will be invested in 

the productive sectors of the economy and hence 

stimulate economic activity. This will ensure that the 

short-term insurance industry plays a critical role in 

intermediation, savings and resource mobilisation 

(Sibindi and Godi, 2014). 

There are two policy options that we would like 

to proffer. The first option is that the government 

maintains the Road Accident Fund which in its 

current format only covers third party liability for 

bodily injury and death. It will then have to legislate 

for compulsory third party motor insurance in respect 

of third party property damage, which is the cover for 

the actual damage of third party motor vehicles or 

their property occasioned by motor accidents. The 

alternative policy proposition is that the government 

dissolves the Road Accident Fund and promulgates 

laws that make full motor third party insurance 

mandatory. In this variant of motor third party 

insurance, the insurance policy will respond for both 

property damage as well as liability for bodily injury 

and death of third parties. However we are inclined to 

recommend the first option as it will be easier to 

operationalize and will not result in any job losses. 

 

6. Conclusion 
 

In this article we sought to demonstrate the impelling 

need to reintroduce motor third party insurance in 

South Africa. We have demonstrated that the cost of 

accidents to the fiscus remain relatively high at 

around 14 billion rands in 2010. Moreover the 

number of insured vehicles remains very low, at a 

paltry figure of roughly 35 per cent. This has pushed 

up the price of motor insurance. As such it is 

imperative for the South African government to 

reintroduce mandatory third party insurance to 

alleviate these challenges. Indeed compulsory third 

party insurance is the panacea for the short-term 

insurance industry as it will broaden the premium 

base and hence improve the performance of the motor 

book of business. 
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SHAREHOLDERS PROFIT MAXIMIZATION AND 
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Abstract 

 
Shareholders profit maximization is seen as the traditional role of corporations as directors appointed 
by the shareholders feel obliged to pursue the greatest benefit of their principals even at the expense of 
other stakeholders. But that view is gradually conceding ground to the enlightened shareholder value 
approach to corporate governance arising from over-whelming public pressure on the corporations to 
expand their scope of interests to reflect societal dynamics. The paper argues that this minimal 
concession is inadequate to afford the stakeholders a fair protection in the hazardous operations of 
some multinational corporations in the modern world. A case is made for a shift to the pluralist 
approach that gives equal consideration to the shareholders and other stakeholders interests in 
realization of the fact that the stakeholders contribute immensely to the success of the company and 
suffer enormously from neglect in the course of the company’s operations. 
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Introduction 
 

The corporate bodies whose operations impact 

significantly on the society do not seem to be 

ploughing back significant part of their enormous 

profits for the development of the communities in 

which their operations are centered. Part of the 

reasons for this corporate attitude is founded on the 

old fashioned theory that the primary purpose of the 

corporation is to maximise profits. The profit 

maximization objective is seen as the traditional role 

of the company and its managers.
1
 The strengthening 

of emphasis on this traditional role of corporation is 

justified by its proponents as the only way of 

confining the directors within their duties to the 

company and minimizing the abuse of corporate 

powers.
2
 It is argued by those proponents that the 

responsibility for providing the legal framework that 

would regulate company’s behavior in relation to the 

rest of the community is that of the state and must be 

outside the scope of companies’ legislation.
3
 

This view of the traditional role of the company 

is in modern times increasingly coming under a 

barrage of attack from those who believe that the 

impacts of the company’s operation on the people and 

                                                           
1
 E Merrick Dodd Jr, ‘For Whom are Corporate Managers 

Trustees’ (1932) 45 Harvard Law Review 1145, 1146-1147. 
2
 A A Berle, ‘Corporate Powers as Powers in Trust’ (1931) 44 

Harvard Law Review 1049. 
3
 Bob Tricker, Corporate Governance Principles, Policies and 

Practices (New York: Oxford University Press Inc, 2009) p 
350. 

the environment are of such significant proportion 

that it should be accountable, if not responsible, to the 

societal interests over and above those of the owners 

and beyond the limits of the law.
4
 Motlanthe, recently 

emphasized that the high prevalence rate of 

tuberculosis in South Africa is attributed to the 

mining industries whose mining operations expose 

the mineworkers to silica dust contained in mine 

shafts which gives rise to silicosis. This condition is 

exacerbated by the failure of the corporations to 

provide accessible and suitable health facilities and 

accommodation for the workers who are compelled to 

reside in overcrowded hostels after travelling long 

distances to keep up with the demands of their 

engagements, thus are exposed to occupational 

hazards and high levels of HIV infection.
5 
 

Any argument that emphasizes a preference for 

profit maximization against the genuine societal 

concerns on corporate operations is rather myopic. It 

overlooks the long-term benefit which the recognition 

of other stakeholders’ interests would confer on the 

company. Caring for the stakeholders would in the 

long run build goodwill and create more conducive 

environment for the company’s operations which 

would translate into greater profits for the company. 

Such long-term benefit informed the approval by a 

United States court of corporate donation to a 

                                                           
4
 Ibid.  

5
 See South African Vice President, Kgalema Motlanthe ‘TB 

deaths down: Motlanthe’ available at 
http://www.timeslive.co.za/politics/ 2014/03/24/tb-deaths-
down-motlanthe accessed on 25/03/2014. 

mailto:Anthony.Nwafor@univen.ac.za


Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
671 

University in AP Smith Manufacturing Company v 

Ruth F Barlow
6
 where Stein JSC said:   

Nothing that aids or promotes the growth and 

service of the…university or college…can possibly 

be anything short of direct benefit to every 

corporation in the land. The college-trained men and 

women are a ready reservoir from which industry 

may draw to satisfy its need for scientific or 

executive talent. It is no answer to say that a company 

is not so benefited unless such need is immediate. A 

long-range view must be taken of the matter. A small 

company today might be under no imperative 

requirement to engage the services of a research 

chemist or other scientist, but its growth in a few 

years may be such that it must have available an 

ample pool from which it may obtain the needed 

service. It must also be remembered that industry 

cannot function efficiently or enjoy development and 

expansion unless it have at all times the advantage of 

enlightened leadership and direction. The value of 

that kind of service depends in great measure upon 

the training, ideologies and character of the personnel 

available. 

This judicial recognition of stakeholders 

interests as having long-term positive impact on the 

company and the shareholders invariably throws up 

the question as to whether the director’s traditional 

duty to the company should now be statutorily 

extended to the stakeholders. Seeking answers to this 

question requires the consideration of the relevant 

corporate governance theories and their implications 

on the companies operations and the society. 

 

Shareholder Value Approach to Director’s 
Duty 
 

Shareholder value is a business term, sometimes 

referred to as shareholder value maximization or as 

the shareholder value model, which implies that the 

ultimate measure of a company’s success is the extent 

to which it enriches shareholders.
7
 It is the value 

delivered to shareholders as a result of management’s 

ability to grow earnings, dividends and share price. In 

other words, shareholder value is the sum of all 

strategic decisions that affect the company’s ability to 

efficiently increase the amount of free cash flow over 

time to the benefit of the shareholders.
8
 The concept 

of shareholder value in corporate law stems from the 

traditional view of the company as an association of 

shareholders formed for their private gain and to be 

managed by its board of directors solely with that end 

in view.
9
 The function of the company is thus seen as 

being to make profit for the benefit of the 

                                                           
6
 26 N.J. Super. 106; 97 A.2d 186 (1953) at 112-113 

(Superior Court of New Jersey, Chancery Division). 
7
 See ‘Shareholder Value’ available at http://en.wikipedia.org/ 

wiki/Shareholder_value accessed on 10/12/13. 
8
‘Definition of 'Shareholder Value'’ available at 

http://www.investopedia.com/terms/s/shareholder-
value.asp#ixzz1nlsJg7qR accessed on 10/12/13. 
9
 Dodd op cit note 1 p 1146-1147 

shareholders, and which must be the goal of the 

directors. As the directors are appointed by the 

shareholders who are the owners of the company, the 

function of the directors as agents of the owners, is 

faithfully to advance the financial interests of the 

owners.
10

 There is no distinction in that context 

between the interests of the company and that of the 

shareholders as the company, being a statutory 

creation, cannot have any interests outside those of its 

shareholders.
11

  

The initial judicial pronouncements on the 

duties of directors were construed in such a manner 

that views the company as inseparable from the 

shareholders. In Re Smith and Fawcett Ltd
12

 Lord 

Greene MR stated the fiduciary duty of the company 

directors as being to act ‘bona fide in what they 

consider – not what a court may consider – is in the 

interests of the company, and not for any collateral 

purpose.’ In Greenhalgh v Arderne Cinemas Ltd
13

 

Evershed MR stated that the phrase ‘the company as 

a whole’ does not mean the company as a commercial 

entity as distinct from the corporators, it means the 

corporators as a general body. Similarly, in Gaiman v 

National Association for Mental Health
14

 Megarry J 

observed that the company being an artificial entity, it 

                                                           
10

 Lainie Rutkuow, ‘Should Corporations Serve Shareholders 
or Society?: The Origins of the Debate’ available at 
http://www.corporationsandhealth.org/news/140/15/Should-
Corporations-Serve-Shareholders-or-Society-The-Origins-of-
the-Debate accessed on 10/12/13. See also Paul L Davies 
‘Enlightened Shareholder Value and the New 
Responsibilities of Directors’ (Lecture delivered at the 
University of Melbourne Law School 4 October 2005) at 2 
available at http://cclsr.law.unimelb.edu.au/ 
files/Enlightened_Shareholder_Value_and_the_New_Respo
nsibilities_of_Directors.pdf accessed on 10/12/13 where he 
stated that the underlying theory of English and Australian 
company law is that directors’ managerial powers are the 
result of a delegation from the shareholders, even if such 
delegation now is regarded as having a constitutional and 
not just an agency character to it. Consequently, the role of 
directors’ duties is naturally seen as being focused on the 
promotion of the interests of the shareholders. William 
Lazonick and Mary O’Sullivan, ‘Maximizing Shareholder 
Value: a New Ideology for Corporate Governace’ available at 
http://www.uml.edu/centers/cic/Research/ 
Lazonick_Research/Older_Research/Business_Institutions/
maximizing%20shareholder%20value.pdf accessed on 
10/12/13.  
11

 Compare Derek French, Stephen Mayson, & Christopher 
Ryan Mayson, French & Ryan on Company Law 28th ed 
(New York: Oxford University Press Inc, 2011) p.489 where 
the authors stated that a company has dual aspects; as an 
association of its members and, as a person separate from 
its members. 
12

 [1942] Ch 304 at 306 (CA) [1942] 1 All ER 542 emphasis 
supplied. And more recently in JJ Harrison (Properties) Ltd v 
Harrison [2001] EWCA Civ 1467, [2002] 1 BCLC 162 para 25 
Chadwick LJ stated that the powers to dispose of company’s 
property conferred upon the directors by the articles of 
association, must be exercised by the directors for the 
purposes, and in the interests, of the company.   
13

 [1951] Ch 286 at 291, [1950] 2 All ER 1120 at 1126 (CA). 
14

 [1971] Ch 317 at 330, [1970] 2 All ER 362 (ChD). See also 
Brady v Brady [1988] BCLC 20 at 40 (CA) where Nourse LJ 
held that ‘the interests of a company, as an artificial person, 
cannot be distinguished from the interests of persons who 
are interested in it.’ 

http://www.corporationsandhealth.org/news/140/15/Should-Corporations-Serve-Shareholders-or-Society-The-Origins-of-the-Debate%20accessed%20on%2010/04/12
http://www.corporationsandhealth.org/news/140/15/Should-Corporations-Serve-Shareholders-or-Society-The-Origins-of-the-Debate%20accessed%20on%2010/04/12
http://www.corporationsandhealth.org/news/140/15/Should-Corporations-Serve-Shareholders-or-Society-The-Origins-of-the-Debate%20accessed%20on%2010/04/12
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is not easy to determine what is in its best interests 

without paying due regard to its present and future 

members as a whole. The interests of the company 

would be meaningless unless it is aligned with the 

interests of some identifiable individuals.
15

 The word 

‘company’ in this context is synonymous with the 

shareholders of the company.
16

 

The promotion of shareholder value is seen as a 

way of keeping in check the excesses of the directors 

who could have inherent incentives to optimize 

activities and resources for themselves rather than for 

the shareholders.
17 

Dodd,
18

 in his criticism of Berle,
19

 

articulated the background to this narrowly conceived 

role of the directors as being that the directors and 

managers of modern large corporations are granted 

all sorts of novel powers by present day corporation 

statutes and charters, and are free from any 

supervision by stockholders by reason of the 

difficulty which the modern stockholder has in 

discovering what is going on and taking effective 

measures even if he has discovered it. The fact that 

managers so empowered not infrequently act as 

though maximum stockholder profit was not the sole 

object of managerial activities has led to the emphasis 

on the doctrine that managerial powers are held in 

trust for stockholders as sole beneficiaries of the 

corporate enterprise. Dodd believes that though the 

position adopted by Berle which emphasizes the 

pursuit of shareholder value in corporate management 

could have given the stockholders the much needed 

protection against self-seeking managers, that reason 

is simply inadequate in modern times to justify the 

concept that corporations exist for the sole purpose of 

making profits for the stockholders.
20

   

Some of the earlier judicial decisions have given 

impetus to this misconceived role of directors as 

being to maximize shareholder value. This features 

prominently in those cases where the court seeks to 

ascertain the purpose for which the directors have 

exercised their powers. The court holds the view that 

the directors’ powers must be exercised for the 

                                                           
15

 See Paul L. Davies QC, Sarah Worthington and Eva 
Micheler, Gower and Davies Principles of Modern Company 
Law 8

th
 ed (London: Sweet and Maxwell, 2008) p 507. 

16
 See Farouk HI Cassim ‘The Duties and the Liability of 

Directors’ in Farouk HI Cassim, Maleka Femida Cassim, 
Rehana Cassim, Richard Jooste, Joanne Shev and 
Jacqueline Yeats (eds), Contemporary Company Law (Cape 
Town: JUTA & Co Ltd, 2011) p 468. 
17

 Lazonick and O’Sullivan op cit note 10. 
18

 Dodd op cit note 9 p 1147. 
19

 See Berle op cit note 2 p 1049 where he stated that ‘all 
powers granted to a corporation or to the management of a 
corporation, or to any group within the corporation, whether 
derived from statute or charter or both, are necessarily and 
at all times exercisable only for the ratable benefit of all the 
shareholders as their interest appears.’ And at 1074 he 
stated further that ‘Whenever a corporate power is exercised, 
its existence must be ascertained and the technical 
correctness of its use must be checked; but its use must also 
be judged in relation to the existing facts with a view toward 
discovering whether under all the circumstances the result 
fairly protects the interests of the shareholders.’ 
20

 Dodd op cit note 18 p 1148. 

purpose of promoting the interests of the company 

and not for any collateral purpose. In Re Lee Behrens 

& Co Ltd
21

 the directors had voted an annuity to the 

widow of the company’s former managing director in 

the exercise of power provided in the company’s 

constitution. Eve J struck down the payment as being 

not reasonably incidental to the carrying on of the 

company’s business, and not for the benefit of, or to 

promote the prosperity of the company. Similarly, in 

Re W & M Roith Ltd
22

 the director wished to make 

provision for his widow for which he procured the 

alteration of the company’s constitution and entered 

into a service contract with the company to the effect 

that on his death his widow would be entitled to 

pension for life. Plowman J, following Lee 

Behrens’case, held that the transaction, though made 

in good faith, was not for the benefit of the company 

and as such not binding on the company. In Re 

Cameron’s Coalbrook Steam Coal and Swansea and 

Laugher Railway Co, Bennett’s case
23

 Turner LJ said:  

In the exercise of the powers given to 

them…[directors] must, as I conceive them, keep 

within the proper limits. Powers given to them for 

one purpose cannot, in my opinion, be used by them 

for another and different purpose. To permit such 

proceedings on the part of directors of companies 

would be to sanction not the use but the abuse of their 

powers. It would be to give effect to an illegal 

exercise of legal power.  

In the more recent cases the courts have struck 

down transactions in which the directors conferred 

benefits on themselves or other persons other than the 

shareholders as a whole as not being in the interests 

of the company. One of such is Neptune (Vehicle 

Washing Equipment) Ltd v Fitzgerald (No 2)
24

 where 

the court held that a sole director was not acting in 

the interests of the company, but in his personal 

interests, when he procured an ex gratia payment to 

himself by the company of the sum of £100,000 on 

termination of his service contract with the company. 

Similarly, in Simtel Communications Ltd v Rebak
25

 

Forbes J held that a director who released a 

significant quantity of stock to a customer (who 

already owes the company money in circumstances 

where there is no real prospect of recouping it) 

without prepayment was not acting in the best 

interests of the company. The purpose of the 

director’s action was found by the court to be ‘to 

maintain good relations with Kenny [the debtor] so as 

to pave the way for securing investment in the 

company that was to be set up on the ashes of 

Simtel.’
26

 The courts emphasis in all the above cases 

                                                           
21

 [1932] 2 Ch 46 (ChD). 
22

 [1967] 1 WLR 432, [1967] 1 All ER 427 (ChD).  
23

 (1854) 5 De GM&G 284 at 298 (Ch). 
24

 [1995] BCC 1000, [1995] 3 All ER 811, [1995] 1 BCLC 352 
(ChD). 
25

 [2006] 2 BCLC 571, [2006] EWHC 527 (QB). 
26

 Ibid para 102. At para 104 Forbes J came to the following 
conclusion; ‘Accordingly I am satisfied that in the foregoing 
respects, Mr Rebak acted in breach of his duty to act in bona 
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is that the exercise of the directors powers and the 

performance of their duties must be geared at the 

promotion of the interests of the company, a synonym 

for shareholder value, any exercise of power outside 

the pursuit of this goal is seen as a breach of duty.
27

 

Companies’ legislation in some jurisdictions has 

codified this primary duty of directors as expounded 

by the common law courts. In Nigeria, for instance, 

section 279(1) of the Companies and Allied Matters 

Act of 1990 declares the relationship between the 

company and the director as fiduciary, and as such 

the director shall observe utmost good faith towards 

the company in any transactions with the company or 

on its behalf. Subsection 3 of section 279 expresses 

the duty of the director as being to act at all times in 

what he believes to be in the best interests of the 

company as a whole so as to preserve its assets, 

further its business, and promote the purpose for 

which the company is formed.  

The South African Companies Act of 2008
28

 

embodies a modified version of the common law 

expression of the director’s fiduciary duty. Section 

76(2) of the Act provides that a director of a company 

must not use the position of a director, or any 

information obtained while acting in that capacity; to 

gain an advantage for the director, or for another 

person other than the company or a wholly-owned 

subsidiary of the company. As though this were not 

sufficient to guide the director in the right direction in 

the exercise of his duty, section 76(3) of the Act 

stretched this common law principle beyond 

equivocation by providing that the director of a 

company, when acting in that capacity, must exercise 

the powers and perform the functions of director in 

good faith and for a proper purpose, and in the best 

interests of the company. 

In Lesotho the Companies Act of 2011 

introduced some level of objectivity in the pursuit of 

shareholder value by the director. Section 63(1) of the 

                                                                                        
fide in the interests of Simtel. An intelligent and honest man 
in the position of Mr Rebak could not, in the whole of the 
circumstances, have reasonably believed that these 
transactions were for the benefit of Simtel.’ See also 
Primlake Ltd v Matthews Associates & Others [2007] 1 BCLC 
666, [2006] EWHC 1227 (Ch) where a de facto director was 
held liable as constructive trustee of funds which he procured 
in breach of his fiduciary duty, or by virtue of his dishonest 
assistance and knowing receipt of fund. At para 334 
Lawrence Collins J held: ‘If, as I have found, Mr Matthews 
was a de facto director, it follows that he was in breach of 
duty by enriching himself at its expense in paying large sums 
to himself to which he was not, and knew he was not, 
entitled.’ And see Colin Gwyer & Associates v London Wharf 
(Limehouse) Ltd [2002] EWHC 2748 (Ch), [2003] 2 BCLC 
153 the court held that where the directors had failed to 
separate their own interests from that of the company, their 
assertion that they acted in the interests of the company 
should be examined with care. 
27

 See Brenda Hannigan Company Law 2
nd

 ed (New York: 
Oxford University Press Inc, 2009) p 205 where the author 
stated that at common law, the directors were under a 
fiduciary duty to act bona fide in what they considered to be 
in the interests of the company, interpreted as meaning in 
the interests of the shareholders as a general body. 
28

 Act 71 of 2008. 

Act provides that a director shall, when exercising 

powers or performing duties, act in good faith and on 

‘reasonable grounds’ in the interests of the company. 

The phrase ‘reasonable grounds’ introduced an 

objective standard to the subjective duty of a director. 

It creates room for the court not to rely solely on the 

opinion of the director but to objectively assess the 

entire transaction to ascertain whether it indeed 

satisfies the requirement of the promotion of the 

interests of the company. This accords with the 

statement of Pennycuick J in Charterbridge 

Corporations Ltd v Lloyds Bank Ltd
29

 that ‘the proper 

test, I think, in the absence of any separate 

consideration, must be whether an intelligent and 

honest man in the position of a director of the 

company concerned, could, in the whole of the 

existing circumstances, have reasonably believed that 

the transactions were for the benefit of the company.’ 

That provision will be revisited later to discover the 

extent to which it permits a director to consider other 

interests in the performance of his duty to the 

company.  

The United Kingdom (UK) Companies Act of 

2006, which serves as model to most of the 

Commonwealth jurisdictions, unfortunately follows a 

similar pattern in section 172(1) which provides that a 

director of a company must act in the way he 

considers in good faith would be most likely to 

promote the success of the company for the ‘benefit 

of its members as a whole’. The phrase ‘benefit of its 

members as a whole’ is a vindication of the common 

law courts decisions that the phrase ‘interests of the 

company’ is an expression of the interests of the 

shareholders as a whole, as the company, being a 

juristic person, cannot have any interests outside 

those of its shareholders.
30

 It is evident from this 

analysis that the primary duty of the director as 

reflected in the provision is the pursuit of the 

shareholder value as the mandate which a director has 

is to promote the success of the company for the 

interests of the members as a whole and not for the 

interests of any individual shareholder or indeed the 

majority shareholder or shareholders
31

 or other 

stakeholders.  

                                                           
29

 [1970] Ch 62 at 70. Cf Regentcrest plc v Cohen [2001] 2 
BCLC 80 at 105 (ChD) where Jonathan Parker J said: ‘The 
question is not whether, viewed objectively by the court, the 
particular act or omission which is challenged was in fact in 
the interests of the company; still less is the question 
whether the court, had it been in the position of the director 
at the relevant time, might have acted differently. Rather, the 
question is whether the director honestly believed that his act 
or omission was in the interests of the company. The issue is 
as to the director’s state of mind.’ This principle is certainly 
inapplicable under the present provision of the Lesotho 
Companies Act. 
30

 See Greenhalgh v Arderne Cinemas Ltd [1951] Ch 286 at 
291, [1950] 2 All ER 1120 at 1126 (CA), Gaiman v National 
Association for Mental Health [1971] Ch 317 at 330, [1970] 2 
All ER 362 (ChD). See also Brady v Brady [1988] BCLC 20 
at 40 (CA). 
31

 See Mark Arnold and Marcus Haywood, ‘Duty to Promote 
the Success of the Company’ in Simon Mortimore QC (ed) 



Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
674 

The pursuit of shareholder value by the 

company has come under a barrage of criticisms. 

Martin quoted Jack Welch as referring to the concept 

as the ‘dumbest idea in the world’ stating that 

shareholder value should be seen as a result, not a 

strategy, as the company’s main constituencies are 

the employees, the customers and its products.
32

 The 

concept has also been described in some quarters as a 

short-term approach to company’s business, which 

lays emphasis on immediate profits in preference to 

long-term growth, and which is bad for the 

economy.
33

 Short-term business maximization, it is 

observed, does not necessarily increase shareholder 

value. If a business sells sub-standard products to 

reduce cost and make a quick profit, it damages its 

reputation and therefore destroys competitive 

advantage in the future.
34

 While a focus on 

shareholder value can benefit the owners of a 

corporation financially, it does not provide a clear 

measure of social issues like employment, 

environmental issues or ethical business practices. A 

management decision can maximize shareholder 

value while lowering the welfare of third parties. It 

can also disadvantage other stakeholders such as 

customers, for a company could in the pursuit of 

shareholder value cease to provide support for old, or 

even relatively new products.
35

 Lazonick observed 

that corporations pursuing shareholder value are 

invariably devoting increasing amounts of the 

considerable and growing financial resources to 

redistribution rather than innovation with the effect 

that corporate profits are increasingly going to share 

buybacks and dividend distribution, but very little is 

going into research and development efforts, capital 

reinvestments and employment.
36

 Dodd contends that 

the role of business in the community is not limited to 

profit-making, it also has social function which is 

why it is permitted by law. ‘Accordingly, where it 

appears that unlimited private profit is incompatible 

with adequate service, the claim of those engaged 

therein that the business belongs to them in an 

unqualified sense and can be pursued in such manner 

as they choose need not be accepted by the 

                                                                                        
Company Directors Duties, Liabilities, and Remedies (New 
York: Oxford University Press Inc 2009) p 254-255. 
32

 Roger L. Martin, ‘Fixing the Game: Bubbles, Crashes, and 
What Capitalism Can Learn from the NFL’ Harvard Business 
Review Press 2011 referred to at 
http://www.forbes.com/sites/stevedenning/ 
2011/11/28/maximizing-shareholder-value-the-dumbest-idea-
in-the-world/4/ accessed on 13/12/13. 
33

 See French, Mayson, & Ryan, op cit note 11 p 490 
referring to the observations made by the Commission of 
Public Policy and British Business, ‘Promoting Properity: a 
Business Agenda for Britain’ (London: Vintage, 1997). 
34

 See ‘Shareholder value’ available at 
http://en.wikipedia.org/ wiki/Shareholder_value accessed on 
13/12/13. 
35

 Ibid. 
36

 Marshall Auerback William Lazonick, ‘The Myth of 
Maximizing Shareholder Value’ available at 
http://ineteconomics.org/ institute-blog/myth-maximizing-
shareholder-value accessed on 01/05/2014. 

legislation.’
37

 Booth observed, from an economic 

perspective, that there is no theoretical justification in 

economics to support creating shareholder value, 

when it is simply a transfer of wealth from other 

claimants on the firm to the shareholders.
38 

 

Some earlier judicial pronouncements 

significantly articulated the dynamics of corporate 

practices and societal change which justify a shift 

from the rigid and primordial concept of shareholder 

value as the only corporate purpose. In Steinway v 

Steinway & Sons
39 

the New York Supreme Court 

observed that ‘as industrial conditions change, 

business methods must change with them, and acts 

become permissible which at an earlier period would 

not have been considered to be within corporate 

power.’ In A P Smith Manufacturing Co. v Ruth F. 

Barlow
40

Stein JSC stated that the ‘emancipation from 

earlier constricting attitudes and holdings is part of 

the judicial growth and public service.’ This 

buttresses the court’s positive disposition to imbibing 

new approach in defining corporate purpose. In 

Hutton v West Cork Rly Co
41

 Bowen LJ expressed the 

judicial willingness to accommodate other 

stakeholders interests in the exercise of the directors 

duties so long, but only so long, as it promotes the 

interests of the company. His Lordship conveyed this 

massage in captivating words which have continued 

to serve as reference points in discussions on this 

concept. He said:  

The law does not say that there are to be no 

cakes and ale, but there are to be no cakes and ale 

except such as are required for the benefit of the 

company…. It is not charity sitting at the board of 

directors, because as it seems to me charity has no 

business to sit at boards of directors qua charity. 

There is, however, a kind of charitable dealing which 

is for the interest of those who practice it, and to that 

extent and in that garb (I admit not a philanthropic 

garb) charity may sit at the board, but for no other 

purpose.   

In a more recent decision of the Canadian 

Supreme Court in Peoples Department Stores Inc. 

(Trustee of) v Wise
42

 the court was more direct in 

                                                           
37

 Dodd op cit note 20 p 1149. 
38

 Laurence Booth, ‘What Drives Shareholder Value?’ (A 
paper presented at the Federated Press ‘Creating 
Shareholder Value’ conference, October 28, 1998) available 
at http://www.exinfm.com/pdffiles/value.pdf accessed on 
13/12/13. 
39

 17 Misc. 43, 40 NYS 718, 720 (1896).  
40

 26 NJ Super 106 (1953) 97 A 2d 186 (Superior Court of 
New Jersey, Chancery Division). 
41

 (1883) 23 Ch D 654 at 673 (CA). Bowen LJ cited an 
example of the decision in Hampson v Price’s Patent Candle 
Co (1876) 45 LJ Ch 437 (CA) where it was held that the 
company might lawfully expend a week’s wages as gratuities 
for its servants because that sort of liberal dealings with 
servants eases friction between masters and servants, and 
is, in the end, a benefit to the company. 
42

 [2004] 3 S.C.R. 461, 2004 SCC (Canlii) at para 42. 
Interestingly, the court was interpreting the provisions of 
section 122(1) of the Canadian Business Corporations Act of 
1985 bearing a provision reminiscent of the promotion of 
shareholders value in the strict sense. The provision is as 

http://www.exinfm.com/pdffiles/value.pdf


Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
675 

expressing its willingness to accommodate 

stakeholders interests in the exercise of directors 

duty. Major and Deschamp JJ said: 

We accept as an accurate statement of law that 

in determining whether they are acting with a view to 

the best interests of the corporation it may be 

legitimate, given all the circumstances of a given 

case, for the board of directors to consider, inter alia, 

the interests of shareholders, employees, suppliers, 

creditors, consumers, governments and the 

environment. 

In BCE Inc v 1979 Debentureholders
43

 the court 

emphasized that the fiduciary duty of the directors to 

the corporation is a broad, contextual concept. It is 

not confined to short term profit or share value, and 

as such the corporation as a going concern must look 

to its long term interests. This minimal concession by 

the courts to the consideration of stakeholders 

interests by the directors in the discharge of their 

responsibilities to the company is now encapsulated 

by writers as the concept of enlightened shareholder 

value approach to corporate governance.  

 

Enlightened Shareholder Value Approach 
 

Enlightened shareholder value approach to a 

director’s duty entails an obligation on the director to 

pursue the interests of the company for the benefit of 

the shareholders by taking due cognizance of all 

relevant factors including a proper balanced view of 

the short and long term benefits to the company; the 

need to sustain effective ongoing relationships with 

employees, customers, suppliers and others; the need 

to maintain the company’s reputation, and to consider 

the impacts of its operations in the community and 

the environment.
44

 The concept is propelled by the 

understanding that company’s operations have very 

wide reach and as such all the stakeholders’ interests, 

not just the shareholders, should be considered in the 

discharge of the responsibilities of directors. There is 

a symbiotic relationship between the company and 

the society as the long-term viability of the 

corporation depends upon its responsibility to the 

                                                                                        
follows: ‘122(1) Every director and officer of a corporation in 
exercising their powers and discharging their duties shall (a) 
act honestly and in good faith with a view to the best 
interests of the corporation.’ See also BCE Inc v 1976 
Debentureholders 2008 SCC 69 (CanLII), [2008] 3 SCR 560 
paras 39 and 40. 
43

 2008 SCC 69 (CanLII), [2008] 3 SCR 560. 
44

 Simon Deakin and Ajit ‘Shareholder Value Reconsidered’ 
available at Sing 
hhttp://www.cbr.cam.ac.uk/pdf/Anniv_Conf_Deakin 
_Singh_Presentation.pdf accessed on 13/12/13. Taken from 
UK Company Law Review Steering Group, 2000. This 
understanding of the concept was reiterated by Davies 
where he stated that the directors must take into account 
‘any need of the company’ to have regard to the interests of 
its employees; business relationships with suppliers, 
customers and others; the impact of its operations on the 
community and the environment; and to maintain a 
reputation for high standards of business conduct. As far as 
directors’ duties are concerned, this is the heart of the ESV 
approach. See Davies op cit note 10 p 5.  

society of which it is part, and the well-being of 

society depends upon profitable and responsible 

business enterprise.
45

 This relationship evolves into 

what is described as the triple-bottom line (social, 

economic and environmental concerns) approach to 

corporate governance. The economic aspect concerns 

financial and non-financial demands of the company, 

environmental aspect relates to considerations of the 

impacts of corporate operations on the environment, 

and the social concerns addresses the relationships of 

the corporation and the stakeholders other than 

shareholders.
46

 These other interests, however, 

remain subordinate to the shareholders interests
47

 and 

could be pursued by the directors only to the extent 

that the protection of those other interests promotes 

the over-riding interests of the shareholders.
48

 

Accordingly, the consideration of ethical, charitable 

or environmental concerns are important only in the 

realization that there disregard could, at least in the 

long-term, lead to losses for the shareholders.
49

 It is in 

that regard that enlightened shareholder value has 

been described as involving the requirement of 

paying attention to typical stakeholder interests as a 

means of fostering shareholder long-term wealth.
50 

Such long-term benefit could be inferred from the 

reflections on this concept by Carrillo who observed 

that increasingly consumers prefer to buy products 

from companies they trust, suppliers are interested in 

business partnerships with companies they can rely 

on, large investment funds favour socially responsible 

firms, and that most respected NGOs prefer to 

cooperate with companies conciliating their 

investment interests with community goals.
51 
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 Jia Lynn Yang, ‘Maximizing shareholder value’ available at 
http://www.journalgazette.net/article/20130902/BIZ/3090299
88 accessed on 01/05/2014. 
46

 Irene-Marie Esser, ‘The Protection of Shareholder 
Interests in Terms of the South African King III Report on 
Corporate Governance: An Improvement on King II?’ (2009) 
21 South African Mercantile Law Journal 188 at 192. 
47

 See ‘The code of directors' duties’ available at 
dutieshttp://www.out-law.com/page-8206 accessed on 
13/12/13. It does not necessarily imply the elevation of other 
stakeholders interests above that of the shareholders as 
suggested by Professor Ian Ramsey, ‘Directors duties and 
stakeholder interests Viewpoint’ (Australian Institute of 
Company Directors) available at 
http://www.companydirectors.com.au/Director-Resource-
Centre/Publications/Company-Director-magazine/Back-
editions-2000-2009/2005/May/Directors-duties-and-
stakeholder-interests-Viewpoint accessed on 13/12/13. 
48

 See Davies op cit note 44.  
49

 See ‘What is Corporate Governance? - A definition’ 
available at http://www.worker-participation.eu/Company-
Law-and-CG/Corporate-Governance/What-is-CG accessed 
on 13/12/13. 
50

 Andrew Keay, ‘Moving Towards Stakeholderism? 
Constituency Statutes, Enlightened Shareholder Value and 
All That: Much Ado About Little?’ (Working Paper, 4 January 
2010) p 19 available at 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=153099
0 accessed on 13/12/13. 
51

 Elena F Perez Carrillo, ‘Corporate Governance: 
Shareholders’ and other Stakeholders’ Interests’ (2007) 4(4) 
Corporate Ownership & Control 96 at 99. 
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Proponents of this concept are convinced that 

protecting the long-term interests of the shareholders 

requires the company to properly manage its 

relationships with all of its stakeholders. A company 

cannot maximize the shareholder value through a 

systematic exploitation of its stakeholders. 

Companies that charge too much for their goods and 

services would lose customers to the competitors. 

Companies that charge too little may have happy 

customers but will be unable to meet their other 

financial obligations or offer new and improved 

products and services to the customers.
52 

Thus, 

Martin had observed that ‘if you take care of 

customers, shareholders will be drawn along for a 

very nice ride. The opposite is simply not true: if you 

try to take care of shareholders, customers don’t 

benefit and, ironically, shareholders don’t get very far 

either.’
53

 A company that fails to care for its 

customers could enjoy a short-term benefit, but would 

fizzle out once the customers are provided with 

alternatives by the competitors. A business that sells 

sub-standard products to reduce cost and make quick 

profit would damage its reputation and therefore 

destroy competitive advantage in the future.
54 

 

The same is true of the community and the 

environment in which the company operates. A 

company that takes care of the community and the 

environment builds good will and ensures the 

sustainability of its operations in the long-term. The 

recurrent communal restiveness witnessed in those 

regions whose environment is vastly degraded by 

industrial activities of corporations which consider its 

immediate profit interests more important than long-

term planning and caring for the community and the 

environment presents a good example. The impact of 

the degraded environment such as the destruction of 

farm land, fishing ponds and contaminated water with 

the resultant health hazards to the inhabitants of the 

host community have in some cases given rise to 

armed resistance to the operations of the corporations 

leading to the destruction of company facilities, 

kidnapping of the workers and demanding of ransom 

                                                           
52

 Michael J. Mauboussin, ‘What Shareholder Value is Really 
About’ available at http://blogs.hbr.org/cs/2011/10/ 
ceos_must_understand_what_crea.html accessed on 
14/12/13. 
53

 Martin, op cit note 32. The correct approach is reflected in 
the statement of purpose by Proctor & Gamble as follows: 
‘We will provide branded products and services of superior 
quality and value that improve the lives of the world’s 
consumers, now and for generations to come. As a result, 
consumers will reward us with leadership sales, profit and 
value creation, allowing our people, our shareholders and the 
communities in which we live and work to prosper.’ For P&G, 
consumers come first and shareholder value naturally 
follows. Per the statement of purpose, if P&G gets things 
right for consumers, shareholders will be rewarded as a 
result.’ Available at http://www.forbes.com/ 
sites/stevedenning/2011/11/28/maximizing-shareholder-
value-the-dumbest-idea-in-the-world/4/ accessed on 
14/04/12. 
54

 See ‘Shareholder value’ available at 
http://en.wikipedia.org/ wiki/Shareholder_value accessed on 
13/12/13. 

and sometimes out-right killing of the employees of 

such corporations. Those regions have become 

increasingly dangerous for the operations of the 

corporations which are counting their losses from the 

stoppage of operations, damaged facilities and loss of 

personnel; situations which could have been avoided 

by factoring the stakeholders interests into those 

companies operations. With the greater awareness of 

the people of their rights to decent living in a clean 

and unpolluted environment, the corporations can no 

longer safely continue to neglect the interests of the 

community and the environment where they operate. 

The South African platinum mines present good 

example. The operations of the mining corporations 

are in recent years being undermined by incessant 

strikes by the workers demanding living wage. The 

strike had in some cases turned violent leading to 

destructions of lives and property.
55 

 

The dynamics of business and societal change 

have been accepted by the courts as good reasons for 

the consideration of stakeholders interests in 

corporate operations.
56

 In Teck Corp. v Millar
57

 

Berger J observed: 

A classical theory that once was 

unchallengeable must yield to the facts of modern 

life…. If today the directors of a company were to 

consider the interests of its employees no one would 

argue that in doing so they were not acting bona fide 

in the interests of the company itself. Similarly, if the 

directors were to consider the consequences to the 

community of any policy that the company intended 

to pursue, and were deflected in their commitment to 

that policy as a result, it could not be said that they 

had not considered bona fide the interests of the 

shareholders.  

In A P Smith Manufacturing Co v Ruth F 

Barlow
58

 Stein JSC had, while approving a modest 

donation of the company’s fund by the directors to a 

University for educational purposes, reflected the 
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 The Marikana mine workers’ strike leading to the massacre 
of thirty four mine workers and injuring seventy eight others 
in 2012 by the South Africa police in a bid to quell the violent 
strike by the protesting workers remains fresh in the minds of 
the people. See ‘Marikana massacre: SAPS, Lonmin, 
Ramaphosa & time for blood. Miners' blood’ available at 
http://www.dailymaverick.co.za/article/ 2013-10-24-marikana-
massacre-saps-lonmin-ramaphosa-time-for-blood-miners-
blood/ accessed on 08/03/2014.  
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 See Steinway v Steinway & Sons 17 Misc. 43, 40 NYS 
718, 720 (1896). 
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 (1972), 33 D.L.R. (3d) 288 (B.C.S.C.) at 314. 
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 26 NJ Super 106 (1953) 97 A 2d 186 (Superior Court of 
New Jersey, Chancery Division). See also Theodora Holding 
Corp. v Henderson 257 A.2d 398 (Del.Ch. 1969) where 
Mervel VC reiterated the long-term value of corporate 
donation as follows: ‘It is accordingly obvious, in my opinion, 
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stockholders, had it not been for the gift in question, is far 
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of such gift in channels where it serves to benefit those in 
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justification for large private holdings, thereby benefiting 
plaintiff in the long run.’ 
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long-term value to the corporation of such corporate 

philanthropy as follows: 

It is from the millions of young men and women 

who are the products of higher American education 

that industry has picked, and will have need to pick, 

its scientists and its business executives. It is the 

youth of today which also furnishes tomorrow's 

leaders in economics and in government, thereby 

erecting a strong breastwork against any onslaught 

from hostile forces which would change our way of 

life either in respect of private enterprise or 

democratic self-government…. I cannot conceive of 

any greater benefit to corporations in this country 

than to build, and continue to build, respect for and 

adherence to a system of free enterprise and 

democratic government, the serious impairment of 

either of which may well spell the destruction of all 

corporate enterprise.  

These realisations informed the redefining of 

corporate purpose by Lord Wilberforce who held in 

Howard Smith Ltd v Ampol Petroleum Ltd and 

Others
59

 that where the issue borders on the purpose 

for which power is exercised, the court should begin 

by considering the power whose exercise is in 

question and then, having defined the limits within 

which it may be exercised, ascertain the substantial 

purpose for which it was exercised in the particular 

case to determine whether it was a proper purpose or 

not. In so doing, the court would necessarily give 

credit to the bona fide opinion of the directors and 

respect their business judgment as to matters of 

management. 

The reference to substantial purpose for which 

power is exercised is a reaffirmation of favourable 

judicial disposition to the consideration of 

stakeholders interests by the directors in the exercise 

of their powers, so long as the decision reached 

would, in the bona fide opinion of the directors, 

ultimately advance the interests of the company and 

not informed by some by-motive, possibly of 

personal advantage, or for any other reason.
60 

In BCE 

Inc v 1976 Debentureholders
61

 the Canadian Supreme 

Court reiterated the essence of the business judgment 

rule as deferring to a business decision so long as it 

lies within a range of reasonable alternatives. It 

reflects the reality that directors who manage the 

corporations business and affairs are better suited to 

determine what is in the best interests of the 

corporation, and extends to decisions on 

stakeholders’ interests, as much as other directorial 

decisions.  

The legislature is not left out on this innovative 

path espoused by the judiciary. The Nigerian 

Companies and Allied Matters Act of 1990 provides 

                                                           
59

 [1974] AC 821 at 835 (PC), [1974] UKPC 3 at 7 emphasis 
supplied. 
60

 See Hindle v John Cotton Ltd (1919) 56 SLR 625 (HL) at 
631 per Viscount Finlay. 
61

 2008 SCC 69 (CanLII), [2008] 3 SCR 560. See also Maple 
Leaf Foods Inc v Schneider Corp 1998 CanLII 5121 (ON 
CA), Kerr v Danier Leather Inc 2007 SCC 44 (CanLII). 

in section 279(4) that ‘the matters which the director 

of a company is to have regard in the performance of 

his functions include the interests of the company’s 

employees in general, as well as the interests of its 

members.’
62

 The word ‘include’ as used in that 

provision, suggests the expansive nature of the 

interests that could be considered by the director. The 

interests are not restricted to those specifically 

mentioned, so long as the ultimate end would serve 

the interests of the company. 

The UK Companies Act of 2006 embodies 

provisions illustrating the expansive nature of 

stakeholders interests which the director shall 

consider in the exercise of his duty. Such matters and 

interests as shown in section 172(1) of the Act 

include the following: ‘(a) the likely consequences of 

any decision in the long term, (b) the interests of the 

company’s employees, (c) the need to foster the 

company’s business relationships with suppliers, 

customers and others, (d) the impact of the 

company’s operations on the community and the 

environment, (e) the desirability of the company 

maintaining a reputation for high standards of 

business conduct, and (f) the need to act fairly as 

between members of the company.’ 

The snag here is that the duties are not 

enforceable by any of the stakeholders. This is shown 

by the provision in section 170 that duty is owed by a 

director, not to any of the stakeholders mentioned in 

section 172(1), but to the company.
63

 The real 

essence of the statutory formulation is that the 

director is now under positive duty to consider the 

interests of the stakeholders unlike at common law 

where the consideration of such interests is merely 

permissive,
64

 as such where a director in good faith 

and in pursuit of the company’s interests, makes a 

decision in the wider interests of the community or 

the environment he would be protected from blame.
65 

 

In Lesotho, section 63(1) of the Companies Act 

of 2011 requires a director to act in good faith and on 

‘reasonable grounds’ in the interests of the company. 

The Act does not define what it refers to as 

‘reasonable ground’ under that provision. Section 

63(1) is, however, subject to subsection 2 of that 

section which requires a director to act in the same 

manner as a reasonable director would act in 

comparable circumstances. A reasonable director 

would ordinarily be expected to keep abreast with the 

business and societal dynamics, always feel the pulse 

of the community and the environment where the 

company’s operation is conducted. In pursuing the 

company’s interests, such other stakeholders interests 

must be factored in as ‘reasonable grounds’ for 

corporate decision making. A director that takes such 

decision would not be seen to have breached the 
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 See Mortimore op cit note 31. 
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 See Davies op cit note 48. 
65

 See Mortimore op cit note 63 p 260. 
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provision of section 63, rather caring for the long-

term interests of the company. 

South Africa, like Lesotho, does not have any 

equivalent of the UK Companies Act provision in the 

sense of providing guide to the director on what 

should be considered in the performance of his duty. 

But the law in South Africa has gone a step further in 

ensuring that corporations are socially responsible by 

conferring power on the Minister of Trade and 

Industry to make regulations requiring certain 

companies identified by their annual turnover, the 

size of their workforce or the nature and extent of 

their activities to have a social and ethics committee. 

The Minister has accordingly responded as shown by 

regulation 43(1) of the Companies Regulations, 2011 

which requires all state-owned companies, listed 

public companies or companies that have in any two 

of the previous five years scored 500 points in terms 

of the regulation to appoint a social and ethics 

committee whose responsibilities, as set out in 

regulation 43(5)(a), include the monitoring and 

reporting on the company’s compliance with any 

relevant legislation, other legal requirements or 

prevailing codes of good practice on issues of, among 

others, the environment, health and public safety, 

including the impact of the company’s activities and 

of its products or services.
66 

This regulation which 

implicitly elevates the status of directors’ duties to 

stakeholders, beyond a mere exhibition of 

magnanimity and to a mandatory level, failed short of 

explicitly empowering the directors in that regard.  

It is fairly settled that the laws of the various 

jurisdictions in focus allow the directors limited 

freedom, in the performance of their duties, to 

consider interests of stakeholders, other than the 

shareholders,
67

 and so long as the promotion of the 

interest of the company is the ultimate goal. The next 

question is; how satisfactory is this position of the 

law? In the modern world, where there is so much 

industrial activities resulting in pollution, other 

environmental degradation, health hazards and even 

death of humans and animals, should there not be 

positive and enforceable duty within the realms of 

companies legislation compelling the directors, in the 

performance of their duties, to consider the interests 

of stakeholders at equal length with those of the 

shareholders? These questions invoke the 

consideration of the pluralist approach to directors’ 

duty. 

 

Pluralist Approach 

                                                           
66

 For a more detailed discussion of the functions of the 
committee, see HJ Kloppers, ‘Driving Social Responsibility 
(CSR) Through the Companies Act: An Overview of the Role 
of the Social and Ethics Committee’ 2013(16) 1 
Potchetstroon Electronic Law Journal 166 
67

 Berle conceded that much to Dodd where he stated that 
the argument has been settled (at least for the time being) 
squarely in favour of Professor Dodd’s contention. See AA 
Berle The 20

th
 Century Capitalist Revolution (New York: 

Harcourt, Brace and Co., 1954) p 169.   

 

The pluralist argues for the statutory imposition of 

enforceable obligation on the director to consider the 

interests of all the stakeholders in their own rights in 

the performance of his duty. Shareholders’ interests 

would become merely one of a number of interests 

the director would weigh against each other when 

making decisions.
68

 This is where the difference lies 

with the enlightened shareholder value approach, in 

that the latter concept subordinates the interests of 

other stakeholders to the shareholders interests, and 

the statute
69 

imposes unenforceable obligation on the 

directors as failure to comply does not attract any 

legal reproach.
70

 The pluralist advocates a more 

radical view of a director’s duty as focused on the 

maximization of value for the benefit of all 

stakeholders and not just shareholders.
71

 The point is 

made that the only way the director would accord 

equal and fair consideration to all stakeholders is by 

statutory compulsion attained by broadening the 

range of groups to whom directors owe a duty. This 

would dilute the pressure on companies from 

institutional investors to provide short-term returns 

and would improve the company’s long-term 

economic performance.
72

 The purpose of company 

law, from the pluralist perspective, is not restricted to 

the furthering of the interests of the shareholders, but 

extends to the regulation of the social role of 

companies which imposes responsibilities on the 

company to consider the interests of all stakeholders 
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 See Select Committee on Trade and Industry Sixth Report 
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Over the Asylum?’ (Lecture delivered on 22 April 2008 Ian 
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distinction between enlightened shareholder value and the 
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such as the shareholders, employees, customers, the 

environment and the community.
73

  

The antagonists advocate a restrictive view of 

the purpose of company law as a framework to 

promote the long-term health of companies, taking 

into account both the interests of the shareholders and 

broader corporate social and environmental 

responsibilities as a matter of corporate convenience. 

This non-obligatory responsibility of the company to 

the stakeholders, other than shareholders, is hinged 

on the conviction that the specific duty of care 

required of a company to its employees and the 

society at large are best set out in other legislation 

covering areas of health and safety, environment and 

employment.
74 

 

It is not in dispute that stakeholders have in the 

past relied, and presently still rely, on the general 

principles of common law and legislation, other than 

companies’ legislation, to seek protection of their 

interests against adverse corporate operations. Cases 

of this nature are regularly found in the reports.
75

 The 

recurrence of such cases cannot be divorced from the 

absence of any statutorily enforceable obligation on 

the director to consider the interests of stakeholders in 

the conduct of the company’s business. Carrying 

along all the stakeholders would instill in the 

stakeholders a sense of belonging and not alienation 

which presently is the effect of the exclusion of such 

interests from companies’ legislation. The inclusion 

of the stakeholders interests in the companies’ 
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Company in the UK court filed by Ogoni community in the 
Nigerian Niger Delta claiming compensation for 
environmental degradation arising from many years of oil 
exploration. See ‘Shell in court over Nigeria oil spill 
compensation’ available at http://www.bbc.co.uk/news/world-
africa-17486617 accessed on 13/12/13.  

statutes would increasingly erase antagonism and 

suspicion which have bedeviled the operations of 

some corporations, especially in the developing 

countries where most of the multinational 

corporations are seen as agents of neo-colonialism. It 

would create mutual understanding and conducive 

operating environments bereft of premeditated attacks 

on company facilities and reduce the number of court 

cases relating to the adverse consequences of 

company’s operations. 

The pluralist approach was, regrettably, found 

unacceptable in the UK on, among other grounds, 

that: 

From a practical point of view, to redefine the 

directors’ responsibilities in terms of stakeholders 

would mean identifying all the various stakeholder 

groups; and deciding the nature and extent of the 

directors’ responsibility to each. The result would be 

that the directors were not effectively accountable to 

anyone since there would be no clear yardstick for 

judging their performance. This is a recipe neither for 

good governance nor for corporate success.
76

  

Identifying stakeholders within the company’s 

operating zone is not such an unaccomplishable task 

as suggested; neither are the expectations of such 

stakeholders on the company.
77

 The community 

within the company’s operations zone is certainly a 

stakeholder. Such community would ordinarily 

expect that the company would in the course of its 

operations take necessary measures to avoid all 

incidences of harmful environmental degradation 

arising from industrial pollution, offer jobs to 

members of the community and provide them with 

the essential amenities of life within the company’s 

capacity. Customers would expect that goods which 

are of good standard would be provided for them by 

the company at competitive prices. Similarly, the 

employees would expect to be paid a living wage and 

provided safe and healthy work procedures. 

Interestingly, shareholders expectations on the 

company are equally not expressed in the companies 
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statute, yet the directors consciously pursue the goal 

of profit making in realization that the reasonable 

expectation of every investor is to have some returns 

on his investment.
78 

 

In India, unlike in the UK, parliament has taken 

a bold step by introducing a model provision in 

section 166 of the Indian Companies Act of 2013 

expanding duties of directors to include stakeholders’ 

interests. Section 166(2) provides that ‘[a] director of 

a company shall act in good faith in order to promote 

the objects of the company for the benefit of its 

members as a whole, and in the best interests of the 

company, its employees, the shareholders, the 

community and for the protection of environment.’ 

Section 135(1)(5) of the Act ensures that the 

consideration of the listed stakeholders interests are 

not merely directory by providing that every 

company having net worth of rupees five hundred 

crore or more, or turnover of rupees one thousand 

crore or more or a net profit of rupees five crore or 

more during any financial year shall ensure that the 

company spends, in every financial year, at least two 

per cent of the average net profits of the company 

made during the three immediately preceding 

financial years, in pursuance of its corporate social 

responsibility policy with primary attention given to 

the company’s local area and areas around it where it 

operates. 

An interesting feature of this provision is that it 

does not only require companies to engage part of 

their earning on social welfare but lays emphasis on 

the community or environment in which the 

operations of the company are centered. Although the 

specified percentage of the profits to be applied for 

social goals may seem not too significant, it is at least 

a good starting point for a mandatory corporate 

involvement in the development of its operational 

zones and caring for the environment.  

Ensuring full compliance with such statutory 

provision would obviously require stakeholders 

representation on the board. This may seem 

incongruous with the general view of the 

shareholders status as the owners of the company. 

But such narrow perception of the company is now 

outmoded. It has given way to the modern view of 

corporation as a corporate citizen and, as such, has 

social roles which must be performed within the 

confines of the law.  

The other arm of the objection to pluralist 

approach suggesting that the director’s duty would be 

difficult to enforce is not indefeasible. Under the 

existing law, the director does not owe duty to the 

shareholders individually but to the company which 

is seen as the body of the shareholders and, as such, 

duty owed to the company is a duty owed to the 
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 Jia Lynn Yang attributed the pursuit of shareholders’ 
interests by directors to the works of free-market academics 
in the 1970s which was picked up by business leaders and 
the media until it became an oft-repeated mantra in the 
corporate world. See ‘Maximizing Shareholder value’ op cit 
note 45.  

shareholders as a whole. Inclusion of the stakeholders 

would not alter this settled legal principle as the 

stakeholders, like the shareholders, would be 

subsumed within the connotation of company as a 

whole and protected alike. Enforcement of the duty 

would remain the same as the stakeholders would 

seek reliefs only in those circumstances in which the 

shareholders are empowered by the law, ie to the 

extent that the interest of such stakeholder is 

adversely affected.  

Incorporating stakeholders’ interests in the 

companies’ legislation is made easier by the various 

courts decisions and other legislation providing for 

such duty which the opponents of the pluralist 

approach contend should be the only sources of 

protection for the stakeholders. Those courts 

decisions and legislation could be adapted in the 

companies’ legislation, and by so doing, bring the 

stakeholders into the realms of company’s operations 

as insiders having equal stakes in the success of the 

company with the shareholders. 

 

Conclusion  
 

The concept of shareholders profits maximization 

which is founded on the corporate pursuit of short-

term shareholder value, is increasingly yielding 

ground to a more expansive and inclusive concept of 

enlightened shareholder value. The latter approach is 

forward looking, aimed at protecting the future or 

long-term interests of the company as a body of all 

the shareholders and stakeholders including the 

employees, customers, environment and the 

community where the company operates.  

Enlightened shareholder value is accepted by the 

courts and companies’ legislation in various 

jurisdictions to the extent that the interests of 

stakeholders are subordinated to that of the 

shareholders, and that any consideration of the 

stakeholders’ interests would ultimately result in the 

furthering of the long-term interests of the company. 

What this minimal concession to stakeholders 

amounts to in reality is simply a legal recognition of 

corporate philanthropy. This is obviously inadequate 

to stand as a protection to the interests of the 

stakeholders.  

What is required in modern times is a corporate 

governance policy that would place the stakeholders’ 

interests at the same length as that of the 

shareholders. This is in realization of the fact that the 

stakeholders equally bear the burden of corporate 

operations in the same manner as the shareholders 

bear the burden of corporate failure. The community 

suffers from pollution and other environmental 

degradation. The lives of the employees are 

endangered by the absence of safe and healthy work 

procedures. The customers feel the impacts of 

substandard goods and price exploitation in the quest 

for profits maximization by the corporations. All 

these lead to court actions and sometimes communal 
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revolts and attacks on company’s property and 

personnel. 

The solution lies on the pluralist approach to 

corporate governance bordering on statutorily 

enforceable obligation on the directors to consider the 

interests of the stakeholders at the same length as 

those of the shareholders. India has shown the way, 

albeit modestly, by prescribing the ploughing back of 

two per cent of the corporation’s profits to the service 

of the community and the environment. It is believed 

that the adoption of this approach would instill in the 

stakeholders a sense of belonging, create harmonious 

relationship between the company and the 

stakeholders which would result in an operating 

environment conducive for the company for the 

benefit of all the stakeholders including the 

shareholders.
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Introduction 
 

Organizations worldwide are learning to thrive on 

change and to balance their actions within the 

framework of agility.  They understand the 

importance of learning and innovation and have 

learnt that science and technology alone are not 

enough to generate the manufacturing competitive 

advantage.  In addition, a competent workforce and a 

strategically designed work environment are needed.  

Therefore, a country needs to have world-class 

technology infrastructure, a world-class labour force 

and a world-class business environment.  

Fundamental to achieving these aspects is taking 

cognizance of the actual work environment and, more 

specifically, the job design. 

 

Job design in the workplace 
 

Job design is fundamentally affected by the 

technology of the organization, the rapidly changing 

infrastructure and the business environment in which 

the organization exists (Armstrong, 1996).  

Armstrong (1996) maintains that job design also 

considers the following factors: 

 The purpose of intrinsic motivation 

Intrinsic motivation is essentially task 

motivation, that is, the employee finds the work itself 

satisfying, takes pleasure in doing it and has a feeling 

of accomplishment when the task is successfully 

completed (Beach, 1985). 

 The characteristics of task structure 

Job design requires the assembly of a number of 

tasks into a job.  A completely integrated job includes 

planning, executing and controlling.  The 

responsibility in a job is measured by the amount of 

authority someone has to do the job. 

 The motivating characteristics of jobs 

The aim of job design should be to extend the 

responsibility of workers into functions, which may 

include group activities, planning and control and 

thus, making decisions that affect their job. 

Job design aims to enhance organizational 

productivity, operational efficiency and 

product/service quality as well as fulfill the 

employee’s needs including his/her need for 

challenge, interest and accomplishment.  

Undoubtedly, these aims are interrelated and the 

overall objective of job design is to integrate the 
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needs of the individual with those of the organization 

(Armstrong, 1996). 

According to Carrell, Elbert, Hatfield, Grobler, 

Marx and van der Schyf (1998), the two approaches 

to job design are specialization-intensive jobs and 

motivation-intensive jobs.  Evidence from research 

shows that an increased cost of employee 

absenteeism and turnover as well as the decreased 

productivity and quality may outweigh the 

advantages of highly specialized jobs in favour of 

motivation-intensive jobs, whereby job rotation as a 

job design strategy may be adopted (Carrell et al., 

1998; Coşgel & Miceli, 1999). 

 

Job rotation and its impact 
 

According to Bennett (2003), job rotation is a 

planned replacement of employees among various 

jobs within a period of time in order to enhance skills 

and job independence and results in increasing 

motivation, job performance and productivity.  

Similarly, Gomez, Lorente & Cabrera (2004) define 

job rotation as the working in varying posts or 

situations at time periods which are categorized on a 

range of individual knowledge, skill and capability of 

employees.  Jaturanonda, Nanthavanij and 

Chongphaisal (2006) found that organizations from 

the private and public sectors considered the 

combined ‘knowledge, skills and abilities’ as the 

predominant decision criterion on who to rotate, 

irrespective of the purpose of job rotation.  Job 

rotation or cross training (Ho, Chang, Shih & Liang, 

2009) aims to broaden knowledge, skills and 

experience by moving people from job to job or 

department to department (Delpasand, Raiisi, 

Begdely & Shahabi, 2010; Lindbeck & Snower, 

2000; Olorunsula, 2000).  It can be an inefficient and 

frustrating method of acquiring additional knowledge 

and skills unless it is carefully planned and 

controlled.  Job rotation is a systematic change of 

employees by transferring them between various 

areas of responsibility in attempts to enhance 

employee experience in the job (Dessler & Varkkey, 

2009; Malinski, 2002; Zin, Mohd Shamsudin & 

Subramaniam, 2013).  In this regard, Dubois (2000), 

Williams, Cantillon and Cochrane (2000) and Ebadan 

and Winstanley (1997) concluded that if employees 

value job security, increased lateral moves will be 

imperative to allow organizational renewal and 

growth in the future. 

When job rotation is carefully planned and 

formally developed it has numerous perceived 

benefits and is particularly useful in the 

manufacturing industry (Cheraskin & Campion, 

1996): 

 

The boredom factor 

 

A bored employee can have a substantially negative 

impact on the level of motivation of other employees.  

A demotivated workforce will ultimately result in 

high absenteeism and employee turnover rates usually 

accompanied by poor customer service (Melamed, 

Ben-Avi, Luz & Green, 1995).  Job rotation has been 

found to relieve boredom and monotony (USA Today 

Magazine, 1995).  According to Azizi, Zolfaghari & 

Liang (2009), the most important employee benefit of 

differentiation at work is the prevention of monotony.  

A range of issues including repetitious work causes 

boredom and where boredom exists, unproductive 

behaviours and attitudes such as apathy, disinterest in 

job, unhappiness, frustration and escapism and 

avoidance dominate (Melamed et al., 1995).   

 

Safety on the job 

 

Ellis (1999) argues that although the implementation 

of job rotation poses challenges, successful employee 

rotation can solve persistent injury problems.  Triggs 

and King (2000) suggest that job rotation may be 

considered as an administrative control for workplace 

repetition strain injuries (RSI).  Job rotation programs 

are designed to have employees change workstations 

at set intervals in an attempt to reduce their exposure 

to risk factors associated with RSIs.  Triggs and King 

(2000) found that those companies using this control 

will not only benefit from a reduction in RSIs but also 

from an increase in productivity, a decrease in 

absenteeism, a decrease in turnover rates and a 

reduction in employee work stress.  Similarly, Sanali, 

Bahron and Dousin (2013) found a significant, 

negative relationship between job rotation practices 

and stress.  In addition, job rotation relieves 

exhaustion resulting from repetition of a task by 

changing jobs/tasks and reduces exposure to 

strenuous jobs (Seҫkiner & Kurt, 2007). This is 

confirmed by research undertaken by Kuijer (1999) at 

a refuse collecting department which showed that job 

rotation is a critical factor in reducing physical 

workload on employees in strenuously physical jobs;  

employees at the plant welcomed job rotation not 

only as a safe work practice but also found it to be a 

way to break up the day.  In addition, moving away 

from intrinsically or psychologically negative jobs 

provide relief and decrease stress (Aryanezhad, 

Kheirkhah, Deljoo & Al-e-hashem, 2009; Un, 2007) 

and fatigue (Lindbeck & Snower, 2000). 

 

Promotion 

 

Employees setting their sights on positions are 

finding that the ladder of success actually is a circular 

one in that the more they rotate within an 

organization, the higher they will climb (Fægri, Dybå 

& Dingsøyr, 2010; USA Today Magazine, 1995).  

Potential managers see rotation as a way of acquiring 

skills needed for promotion as it creates breadth in an 

individual, enables him/her to acquire best practices 

from a number of different tasks, is a good way to 

build one’s career (Baro, 2012; Cheraskin & 
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Campion, 1996; Flanagan & Finger, 1998; Goff, 

1999) and leads to intellectual development and 

innovation (Delpasand et al., 2010).  To (2011) 

maintains that job rotation enables employees to 

obtain a broader range of knowledge and a wider 

range of skills.  Goff (1999) believes that rotated 

employees stay challenged, feel fulfilled and develop 

a sense of loyalty to their organization.   

 

Human resource retention and layoffs 

 

In today’s brain based economy, the ability to retain 

talented people and create and fortify a stock of 

expertise is one of the most crucial determinants of 

corporate reputation success.  Therefore, managers 

need to encourage and value employees who think 

constantly and creatively about the organization’s 

needs (Thompson, 2000).  Hence, retention decisions 

should be based on individual performance due to the 

relatively higher costs of replacing high as opposed to 

low performers (Kinnear & Sutherland, 2000). 

Employees that practiced job rotation are better able 

to find alternative work when terminated, as they 

have gained many skills in their jobs that they have 

rotated within the organization (Hutchinson, 1999).   

 

Flexibility 

 

All organizations require committed, motivated and 

productive employees in order to remain competitive 

in the market.  Job rotation enhances business to 

develop flexible work practices to provide an 

opportunity for sensible and practical working 

arrangements and open up a range of career choices 

for all employees (Hutchinson, 1999).  This may 

enable employees to co-ordinate their work and 

family responsibilities, further their education, or to 

change their lifestyles at certain points in their lives.  

Manufacturing flexibility, such as, varying the 

product mix as demand changes and machine 

flexibility, that is, changing from one operation to 

another without prohibitive costs, can be used to 

relieve problems caused by an uncertain and dynamic 

environment (Swamidass & Newell, 1987).  With 

flexible manufacturing and more enlightened 

management-labour attitudes, many large companies, 

including IBM, Hewlett-Packard, John Deere, and 

3M have been able to reduce their total cost by 30-

40% within a few years (Mondy & Premeaux, 1993). 

 

Skill-based flexibility (Multiskilling) 

 

Multiskilling is about developing the capabilities of 

people to undertake a wider range of tasks and to 

exercise greater responsibility.  It is therefore, 

consistent with the human resource management 

philosophy which emphasizes the importance of 

investing in people and therefore, of human resource 

development.  Bennett (2003) emphasized that job 

rotation can lead directly to the accelerated 

development of new staff members as it enhances 

employees’ knowledge of the organization and its 

functions.  Multiskilling, however, makes 

considerable demands on the organization to provide 

the training required and to motivate people to learn.  

Functional flexibility is only possible when 

employees have the range of skills required to 

perform different tasks, for example, machine 

operators having the necessary skills not only to 

operate their machinery but also to carry out basic 

maintenance and deal with minor faults and 

breakdowns.  If the employees rotate to jobs requiring 

slightly new and different skills, they then become 

more valuable to the organization.  Flexibility in 

staffing is gained.  In itself, job rotation simply adds 

variety and added interest to the job. 

 

Workplace training and reform 

 

Knoke and Kalleberg (1994) suggest that workplace 

reform, in particular, changes in work practices is 

necessary for industry and businesses to survive and 

prosper in the future.  As a result, it is becoming 

increasingly crucial for businesses to invest in 

training and workplace learning as a means of 

supporting strategic changes in the workplace.  

Training is used to support the implementation of 

workplace reform, such as, the introduction of team 

work, new technology and quality assurance.  To be 

effective, it is therefore, imperative that training 

needs to be part of the overall human resource 

strategy and linked with the company’s overall 

strategy.  Businesses now realize that when training is 

integrated into corporate strategy, the measure of 

training effectiveness is returns on training 

investment in terms of being able to do more with 

less.  Cheraskin and Champion (1996) confirms that 

job rotation can and should be used as a proactive 

means of enhancing the value of work experience for 

the goals of training and development and Fægri et al. 

(2010) found that job rotation enhances team 

efficiency. 

 

Problem solving 

 

By rotating jobs and sharing responsibilities, 

multiskilled employees being closest to the place of 

activity can define and frame quality problems and 

implement appropriate solutions at the point of 

occurrence and, thus, boost productivity (Babson, 

1993; Mitroff, 1998; Womack, Jones & Roos, 1990).  

This provides the organization with a true 

competitive edge because employees that rotate jobs 

in the organization see the problem not from a single 

viewpoint but from all the aspects of the job as they 

have been exposed to the other jobs in the 

organization.  Several researchers have reiterated the 

positive impact of job rotation on problem-solving 

(Fægri et al., 2010; Taylor & Greve, 2006) except for 
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Allwood and Lee (2004) who found that job rotation 

did not enhance problem-solving nor productivity. 

 

Developing social and individual human capital 

 

Job rotation can contribute to the enhancement of 

social and individual human capital.  Rotating 

through jobs and departments enables employees to 

develop new relationships with other employees 

across the organization which also exposes them to 

gaining on-the-job experience (Bennett, 2003), a lot 

of which they learn from other more experienced 

employees.  As a result of job rotation and 

consequently developing and improving skills, 

employees are able to engage in better human 

relationships with each other and cope better with 

conflicting situations (Saravani & Abbasi, 2013). 

 

Timeous response 

 

Since employees are at the place of operation they are 

optimally situated to most effectively use time as a 

source of competitive advantage.  Therefore, job 

rotation enhances the ability for a firm to use time as 

a strategic weapon, as time is the equivalent of 

money, productivity, quality and even innovation.  

Managing time has enabled top companies to reduce 

their costs, offer wide product lines, address more 

market segments, constantly improve their 

technological sophistication of their products and 

compete based on time and quick responses. 

From the aforementioned it is evident that job 

rotation, properly implemented, has the potential to 

benefit employees, their job security, productivity and 

the organization.  

 

Job rotation and learning in an organization 

 

On solving problems of survival, organizations create 

a culture which becomes the repository for lessons 

learned and core competencies which represent 

collective learning (Prahalad & Hamel, 1990).  The 

simultaneous and continuous adaptive capabilities of 

groups and organizations shape the manner in which 

new experiences are perceived and how new learning 

is affected (Brown & Duguid, 1991).  Mahoney 

(1995) sees resources and capabilities as a driver for 

strategy.  The process of creating, disseminating, and 

then utilizing knowledge about performance to 

improve or increase the efficiency are shared amongst 

employees, which is enhanced when an organization 

creates structures and processes that are designed to 

serve this feedback system (DiBella & Nevis, 1996).  

The access to internal resources proves valuable in 

achieving high levels of performance in other areas of 

the organization thereby enhancing employee know-

how (Hall, 1993) and contributing to business 

success.  Much of the learning is now emerging 

through the involvement of staff in action learning, 

where actual problems form the basis of education 

design as Motorola discovered.  Prahalad and Hamel 

(1990) suggest that by leveraging learning and 

innovation different competencies can be brought 

together and applied to new products and markets.  In 

the new framework of management, the focus is co-

operation and integration (DiBella & Nevis, 1996).  

Learning is, thus, a change process where the 

development and participation of joint ventures is 

made faster and more robust through the sharing of 

diverse resources, which can easily be achieved 

through job rotation.   

 

Aims of the Study 
 

This study assesses employee perceptions of the 

impact of job rotation on employees, production, the 

organization and on job security.  Biographical 

influences (gender, age, marital status, division, 

organizational level, tenure) regarding these impacts 

were also assessed. 

 

Research Design 
 

Respondents 
 

The study was undertaken in an operations 

environment of a textile company in KwaZulu-Natal, 

South Africa.  The population includes 77 full time 

shift employees in the organization and due to the 

small population size consensus sampling was used.  

According to Sekaran’s (2003) population-to-sample 

size table, for a population of 77 the corresponding 

minimum sample of 65 is needed, thereby confirming 

the adequacy of the sample of 77 employees used in 

this study.   

The sample may be differentiated based on 

gender, division, age, marital status, organizational 

level and tenure.  Due to the nature of the work which 

entails wet processing of textile fabrics which 

requires strong physical abilities to work with and 

move large heavy objects and batch sizes, the typical 

composition of the sample is predominantly males 

(96.1%) with only 3.9% being female employees.  

This is expected to change with greater automation of 

processes.  Two divisions where job rotation was 

applied, namely, the ladies’ dress material division 

and the suitings division, are included in the study.  In 

terms of division, 61% of the participants are in the 

ladies’ dress material division and 39% are in the 

suitings division.  Furthermore, 81.8% of the 

employees are single while 18.2% are married. 

Operational staff comprised of 80.5% of the sample 

and the remaining 19.5% were supervisors with a 

span of control being approximately one supervisor to 

four operatives.  The span of control is very important 

when employees are rotating their jobs as close 

supervision in needed during the training period or at 

the inception of the job rotation which changes when 

job rotation reaches a mature stage.  The majority of 

the sample is from 26-29 years (70.1%), followed by 
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30-39 years (14.3%) and then 40-49 years (11.7%) 

and none of the employees are >50 years whilst 3.9% 

are < 20 years old.  Hence, 96.% of the employees are 

young, that is, between 20 to 49 years of age.  In 

terms of tenure, the majority of the employees have 

worked in the organization for 6-12 months (54.5%) 

followed by < 6 months (27.3%), then 1-2 years 

(16.9%), and only 1.3% worked for 2-3 years.   

 

Measuring Instrument 
 

Data was collected using a self-developed, pre-coded, 

self-administered questionnaire consisting of two 

sections. Section A relates to biographical data 

(gender, division, marital status, organizational level, 

age, tenure) and was assessed using the nominal scale 

with precoded option categories. Section B assessed 

employee perceptions of the impact of job rotation on 

employees (4 items), production (4 items), the 

organization (6 items) and on job security (6 items).  

Biographical influences on employee perceptions of 

the impact of job rotation. Section B was measured 

using the Likert Scale ranging from strongly disagree 

(1), disagree (2), neither agree nor disagree (3), agree 

(4) to strongly agree (5). Also, 3 items were 

negatively worded and the scales were noted and 

reversed when engaging in data capturing so that 

these were in line with those of the other questions.  

The questionnaire was formulated on the basis of 

identifying recurring themes that surfaced while 

conducting the literature review. These ensured face 

and content validity.  Furthermore, in-house 

pretesting was adopted to assess the suitability of the 

instruments. Pilot testing was also carried out on 15 

employees using the same protocols that were utilized 

for the larger study to test the process, the 

appropriateness of questions and employees’ 

understanding thereof. No inadequacies were reported 

and the final questionnaire was considered 

appropriate in terms of relevance and construction.  

 

Research procedure 
 

The research was only conducted after ethical 

clearance was obtained for the study and upon 

completion of the pilot study.   

 

Reliability of the questionnaire 
 

The reliability of the questionnaire was assessed 

using Cronbach’s Coefficient Alpha.  The items were 

reflected as having a good level of internal 

consistency and reliability, with the Cronbach’s 

Coefficient Alpha for the items measuring 

employees’ level of satisfaction with the nature of 

work and job dimensions and their perceived 

challenges of job rotation as being 0.7143.   

 

Statistical analysis of the data 
 

Descriptive statistics (mean, standard deviation, 

minimum, maximum) and inferential statistics (t-test, 

ANOVA) were used to evaluate the objectives and 

hypotheses of the study. 

 

Results 
 

Employee perceptions of the impact of job rotation on 

themselves, production, the organization and on their 

job security was assessed using a 1-5 point Likert 

scale (Table 1).  The higher the mean score value, the 

greater is the perceived level of positive impact. 

 

Table 1. Descriptive statistics – Employee perceptions of the impact of job rotation 

 

Variable Mean Std. Deviation Minimum Maximum 

Impact of job rotation on 

employees. 
4.39 0.67 3 5 

Impact of job rotation on 

production. 
4.21 0.64 3 5 

Impact of job rotation on 

the organization. 
4.03 0.65 2 5 

Impact of job rotation on 

job security. 
4.07 0.66 2 5 

 

Table 1 indicates that the employees perceive 

that job rotation has the greatest impact on 

themselves (Mean = 4.39), followed by its impact on 

productivity (Mean = 4.21), on job security (Mean = 

4.07) and finally, on the organization (Mean = 4.03).  

The mean score values against a maximum attainable 

score of 5 indicate that employees perceive that job 

rotation has a high degree of positive impact on 

employees, productivity, job security and on the 

organization respectively.  In order to assess these 

impacts in greater detail, frequency analyses were 

conducted. 

In terms of the impact of job rotation on 

employees, 93.5% of the participants felt that as a 

result of job rotation employees become more 

marketable and their need for challenge is addressed.  

Furthermore, 89.6% of the employees felt that job 

rotations fulfills their need to gain a variety of skills 

as a result of working in different jobs and 75.4% 

confirmed that job rotation increases their self 

confidence. 
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With regards to the impact of job rotation on 

productivity, 96% of the employees indicated that as 

a result of job rotation, productivity increases with 

the new skills learnt and 89.6% felt that they have 

become better at problem solving.  In addition, 66.3% 

of the employees felt that job rotation results in the 

increase in human resource utilization whilst 62.4% 

concluded that job rotation ensures an even workload 

distribution. 

In terms of the impact of job rotation on job 

security, 92.2% of the employees felt that as a result 

of job rotation, job variety increases employees’ 

value to the organization and 85.7% believed that it 

resulted in positive work attitudes which enhanced 

career development.  Furthermore, 74.1% of the 

employees indicated that job variety, as a result of job 

rotation, increases their chances of promotion.  In 

addition, 68.9% of the employees believed that job 

rotation offers greater rewards whilst 62.4% indicated 

that the new skills obtained as a result of job rotation 

improves job safety. 

With regards to the impact of job rotation on the 

organization, 84.5% of the employees reflected that 

job rotation increases employees understanding, 

83.8% felt that it increases co-ordination, 80.6% 

believed that it increases co-operation and 80.5% 

viewed job rotation as a good training strategy.  

Furthermore, 67.6% of the employees felt that, as a 

result of job rotation, they were better able to cope 

with the changing business. 

Evidently, employees have a positive perception 

of the impact of job rotation in, and on, the 

organization. 

Inferential statistics were also undertaken to 

assess whether employee perceptions of the impact of 

job rotation on themselves, production, the 

organization and on job security vary across 

biographical profiles (gender, division, marital status, 

organizational level, age, tenure). 

Hypothesis 1: There is a significant difference in 

the perceptions of employees varying in biographical 

profiles (gender, division, marital status, 

organizational level, age, tenure) regarding the impact 

of job rotation on employees, production, the 

organization and on job security respectively (Table 2 

and Table 3). 

 

Table 2. t-Test: Impact of job rotation and biographical profiles 

 

Variable Gender Division Marital 

Status 

Organizational 

level 

 t p t p T p t p 

Impact of job rotation on 

employees. 
12.897 0.001* 2.083 0.153 0.512 0.476 2.622 0.110 

Impact of job rotation on 

production. 
0.156 0.694 5.574 0.021** 0.008 0.927 0.87 0.769 

Impact of job rotation on the 

organization. 
0.28 0.869 0.002 0.967 0.002 0.964 0.002 0.961 

Impact of job rotation on job 

security. 
3.260 0.75 0.371 0.544 0.914 0.342 0.504 0.480 

 
* p < 0.01 

** p < 0.05 

 

Table 2 indicates that there is a significant 

difference in the perceptions of male and female 

employees regarding the impact of job rotation on 

employees at the 1% level of significance.  This result 

must, however, be considered with caution due to the 

gender skewness in the organization.  Furthermore, 

Table 2 reflects that there is a significant difference in 

the perceptions of employees from the ladies’ dress 

material and suitings divisions regarding the impact 

of job rotation on productivity at the 5% level of 

significance.  No other biographical influences were 

observed.  Hence, hypothesis 1 may be partially 

accepted in terms of gender and division. 

 

Table 3. ANOVA: Impact of job rotation and biographical profiles 

 

Variable Age Tenure 

 F p F p 

Impact of job rotation on employees. 2.524 0.063 0.392 0.759 

Impact of job rotation on production. 1.500 0.222 1.107 0.352 

Impact of job rotation on the organization. 2.181 0.098 2.435 0.72 

Impact of job rotation on job security. 1.487 0.225 1.310 0.278 

 
* p < 0.01 

** p < 0.05 
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Table 3 indicates that there is no significant 

difference in the perceptions of employees varying in 

age and tenure regarding the impact of job rotation on 

employees, productivity, the organization and on job 

security.  Hence, hypothesis 1 may be rejected in 

terms of age and tenure.   

 

Discussion of Results 
 

Employees perceive that job rotation has a high 

degree of positive impact on employees, productivity, 

job security and on the organization respectively.   

In terms of the impact of job rotation on 

employees, a significant percentage of employees 

were convinced that as a result of job rotation 

employees become more marketable and their need 

for challenge is addressed.  Furthermore, employees 

felt that job rotations fulfills their need to gain skills 

variety as a result of working in different jobs and 

increases their self confidence.  Nafei (2014) 

emphasizes the importance of job rotation in 

developing employee horizons and empowerment and 

bringing about increased performance and 

organizational effectiveness as a result of job 

satisfaction and skill diversity. 

With regards to the impact of job rotation on 

productivity, a significant segment of the employees 

were convinced that as a result of job rotation, 

productivity increases with the new skills learnt and 

that they have become better at problem solving.  

Jorgensen, Davis, Kotowski, Aedla and Dunning 

(2005) found that the production linked aspect of 

increased employee skill was viewed as the largest 

benefit from job rotation.  Similarly, Taylor and 

Greve (2006) found that job rotation brings about 

enhanced diversity in employees’ knowledge and can 

improve their problem-solving and creativity in 

performance and Fægri et al. (2010) found that job 

rotation improves problem-solving skills and shared 

understanding of the job.  Likewise, numerous 

researchers view job rotation as an effective 

operational practice to enhance performance and 

productivity (Jorgensen et al., 2005; Origo and 

Pagani, 2008; Zare, 2005).  Similarly, Rashki, 

Hasanqasemi and Mazidi (2014) found that there are 

significant relationships between importance of job 

rotation and staff performance.  However, Allwood 

and Lee (2004) found that job rotation does not 

improve overall problem-solving skill and does not 

improve productivity and recommends specialization 

as being more effective for problem-solving rather 

than broad exposure.  Likewise, Hsieh and Chao 

(2004) concluded that for high-tech industry 

employees, the professionalism and specialization of 

jobs will create greater benefits than job rotation.  In 

addition in this study, employees felt that job rotation 

results in the increase in human resource utilization 

and ensures an even workload distribution.  Relating 

to resource utilization, Fægri et al. (2010) concluded 

that job rotation can contribute to improving 

knowledge redundancy.  Various job assignments can 

result in employees finding their work more 

enjoyable and provide more skills to avoid 

redundancy (UNM Division of Human Resources, 

2010). 

In terms of the impact of job rotation on job 

security, a significant percentage of employees were 

convinced that as a result of job rotation, job variety 

increases employees’ value to the organization and 

resulted in positive work attitudes which enhanced 

career development.  Furthermore, employees 

indicated that job variety, as a result of job rotation, 

increases their chance of promotion.  Likewise, Fægri 

et al. (2010) found that job rotation enables 

employees to achieve promotion opportunities after 

the successful completion of job rotation programs.  

In addition in this study, employees believed that job 

rotation offers greater rewards and that the new skills 

obtained as a result of job rotation improves job 

safety.  With regards to safety, Seҫkiner and Kurt 

(2007) believe that job rotation reduces exposure to 

strenuous jobs and suggest that schedules for certain 

human-machine operations be developed that include 

systematic variations in task exposure hours of the 

involved workers so as to reduce strain. Un (2007) 

maintains that job rotation increases psychological 

safety and hence, creates a better environment for 

exploration and new knowledge.  In addition, 

Jorgensen et al. (2005) found that job rotation was 

used mainly to reduce exposure to risk factors 

causing work-related injuries and to reduce the 

occurrence of work related injuries. 

With regards to the impact of job rotation on the 

organization, a significant percentage of employees 

reflected that job rotation increases employees’ 

understanding, co-ordination, co-operation and 

viewed job rotation as a good training strategy.  

Furthermore, employees felt that, as a result of job 

rotation, they were better able to cope with the 

changing business.  Lundvall and Nielsen (2007) 

found that job rotation contributes to higher 

innovative performance.  Eriksson and Ortega (2006) 

concluded that the occurrence of job rotation 

practices was positively related to organizational 

growth rates.  

In terms of biographical influences, the results 

indicate that only gender (male, female) influences 

perceptions of the impact of job rotation on 

employees whilst division (ladies’ dress material, 

suitings) influences perceptions of its impact on 

productivity.  The other biographical variables 

(marital status, organizational level, age, tenure) 

reflect no significant influences.  

 

Recommendations and Conclusion 
 

Employees perceive that job rotation has a high 

degree of positive impact on employees, productivity, 

job security and on the organization respectively.   
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With regards to the perceived impact of job 

rotation on employees, employees view the personal 

benefits of job rotation in terms of fulfilling their 

need for challenge, enhancing self confidence and 

making them more marketable.  The implication is 

that whilst organizations use job rotation to reduce 

monotony and enhance challenge, they must also 

ensure that the job and rewards continue to attract and 

stimulate employees to remain in the organization; 

otherwise, their increased training and marketability 

could result in increased turnover. 

In terms of the perceived impact of job rotation 

on productivity, it is important to ensure that rotation 

takes place in a planned and systematic way to ensure 

the acquisition of new skills, effective training, and 

the ability to learn from various generations and gain 

a holistic insight of the organization that will enhance 

greater problem-solving capabilities.  It is also 

important to ensure even workload distribution as this 

enhances perceptions of fairness and equity and 

nurtures harmony which is fundamental to the 

success of job rotation. 

With regards to the perceived impact of job 

rotation on job security, it is important to adopt 

practices that reflect potential promotional 

opportunities as a result of the completion of a job 

rotation program; otherwise, employees may 

complete the program and leave the organization.  

The value of employees to the organization must also 

be recognized. 

The results also reflect that employees believe 

that job rotation increases employees’ understanding, 

co-ordination and co-operation and their ability to 

cope with the changing business.  Flexibility of the 

organization can be improved if there is increased co-

operation, co-ordination and effective communication 

between all the levels of employees in the 

organization.  It was also assist an organization from 

moving from being proactive to being interactive.  It 

is, therefore, imperative to nurture these benefits in 

favour of organizational development and 

effectiveness by also making rotating employees 

more flexible and adaptable and use these strengths to 

gain a competitive advantage. 

 

Recommendations for Future Research 
 

This study assesses the impact of job rotation on 

employees, productivity, job security and on the 

organization.  With the pace of change and increasing 

challenges, creative thinking and creativity may be 

prioritized ahead of traditional skills and knowledge.  

It may therefore, be beneficial to assess the impact of 

job rotation on creative problem-solving and assess 

how technology may be used to facilitate knowledge 

management and adaptability across the generations 

in the implementation of the practice of job rotation. 
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Within extremely fluid Greek economic environment phenomena of corruption and squandering of 
public money are growing significantly. Internal audit, through its integrated amalgam of modern and 
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Introduction 
 

Organizations have encountered rapid changes in 

economic complexity, expanded regulatory 

requirements and technological advancements in 

recent years (Hass et al., 2006). However, every 

successful administration aims to its efficient 

financial operation. Unfortunately, facts of 

irregularities, omissions and errors often are 

observed, that negatively affect the image of the 

organization. In this context, internal audit, a 

corporate control process, by assessing internal 

control on a regular basis and safeguarding the assets 

of the organization, helps the unit to improve its 

efficiency and creates added value that enhances the 

image of the organization (Leung et al., 2004; 

Gramling et al., 2004). 

Auditing as a service is not something new 

(Lasser, 1953). Its roots are found in the distant past 

in Greek, Egyptian and ancient civilizations (Meigs et 

al., 1977; Basu, 2007). However, internal audit is 

recognized as an important process (Moeller, 2009), 

mainly due to the creation of the US Securities and 

Exchange Commission (SEC) in 1934. A turning 

point was in 1941 the establishment of the Institute of 

Internal Auditors (IIA), a global professional 

association, whose mission is to serve its members, 

providing guidance in the areas of certification, 

education, research, and modern control techniques.  

In Greece, nowadays, internal audit’ role 

increases remarkably as an indispensable control 

mechanism in both public and private organizations 

(Papastathis, 2014). In this light, in Greek Police, 

through Economic Supervisor as an internal auditor, 

special emphasis is given on safeguarding the assets 

of the Greek government aiming to efficient 

management of public money. However, the growing 

importance of internal auditing as an economic factor, 

in Greece there is no such a study assessing internal 

audit’s performance in Greek Police Department. In 

this context, the purpose of the present paper is to 

highlight the importance of internal audit and to 

investigate the degree of its implementation to the 

Financial Services of Hellenic Police. 

 

Literature Review 
 

Auditing, as a branch of economic and administrative 

sciences, deals with the assessment of internal 

financial situation and the efficient financial 

management of an organization (Hayes et al., 2005; 

Rittenberg et al., 2008; Singleton and Singleton, 

2010).  For this reason auditing is defined as “the 

process by which competent independent individuals 

collect and evaluate evidence to form an opinion and 

communicate their opinion to the person interested 

through their audit report (Basu, 2007; Arens et al., 

2012).  

Auditing includes both internal and external 

audit (Pickett, 2005; 2010).  Committee on Basic 

Auditing Concepts (1973) defined internal audit as "a 

systematic process of objectively assessing the data to 
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verify the degree of correlation between established 

criteria with the actual results of the company" 

(Karagiorgos et al., 2011). More specifically, the 

Institute of Internal Auditors, defined internal 

auditing as “an independent, objective, secure and 

consulting activity designed in such a way as to add 

value and improve the organization's operations. It 

helps the organization to accomplish its objectives by 

offering a systematic scientific approach evaluating 

and improving the effectiveness of risk management, 

internal controls and management procedures”. 

Staff’s experience, competitor interface, alignment 

with the organizational structure, real-time risk 

assessment and audit procedures, are the five 

common elements that best characterized an efficient 

control system (Roth, 2003; Koutoupis and Tsamis, 

2008). 

The evolution and transformation of internal 

audit, from traditional aspects that consider internal 

audit as control of financial statements (Adams, 

1994), to modern perspectives that consider internal 

audit as an essential tool to add organization’s value, 

has increasingly attracted the attention of researchers 

(Petrascu and Tamas 2013). Thus, there are many 

studies regarding the value-added approach of 

internal audit, the results of which highlight the value 

that it adds to an organization (Kramer et al., 2008). 

Also, a lot of studies examines the relationship 

between internal audit and added value (Nagy and 

Cenker, 2002; Barac et al., 2009; Wang and Guo, 

2009), evaluate the new definition of internal audit 

(Bou-Raad, 2000; Mihret and Woldeyohannis, 2008) 

and approach the value-added internal audit function 

(Bota-Avram, 2008; Ray, 2009). Recent studies also 

assessed the ability of internal audit to fulfill its role 

in corporate governance (Sarens, and Christopher, 

2010; Turlea et al., 2011; Ebaid, 2011; Bekiaris et al., 

2013).  

 

Results 
 

To achieve paper’ scope, questionnaires were sent to 

30 of the 34 Hellenic Police Services, where operates 

“Revenue Service” with the “Level of General 

Management”. Questions, based on five point Likert 

scale (Jamieson, 2004; Brown, 2011), were used, in 

order to indicate the respondent’ degree of agreement 

or disagreement (from "Not at all" to "Very much"). 

From the 30 questionnaires, 24 were returned 

completed. Firstly, data are checked in order to 

identify any errors and to address any missing values. 

Then the results are separated concerning the issues 

of “internal control” and “added value”.  

Table 1 presents sample data and in particular 

the details of the employees, who took part in the 

survey.  

 

Table 1. Description of sample 

 

 Frequency Percent % 

Sex Female 5 20,8 

Male 19 79,2 

Age 20 – 30 6 25,0 

31 – 40 7 29,2 

41 – 50 7 29,2 

> 50 4 16,7 

Level of education Graduate of high school 5 20,8 

Graduate of Higher Education 

Institutions / Colleges 
18 75,0 

Holder of Postgraduate Diploma 1 4,2 

Work Experience in 

Position Responsibility 

(in years) 

0 – 5 16 66,7 

5 – 10 6 25,0 

10 – 20 2 8,3 

Total 24 100 

 

As shown in the above table, out of the 24 

people who completed the questionnaire, 19 are 

males and 5 are females, while ages are shared about 

the same between two categories, “up to 40 years” 

and “over 40 years”. Particular emphasis should be 

given to the fact that 75% of employees who 

responded, “graduates universities or colleges”, 20% 

graduates “high school” and only one person holds a 

“Master's degree”. Finally, the majority of 

respondents, 66.7% seem to have work experience in 

positions of responsibility “up to 5 years” and only 

33.3% “over five years”. It should be noted that the 

sample consists of employees who holds the position 

of “Financial Administrator”, at the level of General 

Management. 

The implementation of internal control is 

examined by assessing the procedures that safeguard 

organization's activities, ensure the assets, prevent 

fraud, identify any errors and ensure the accuracy of 

the financial statements (five questions). Alpha value 

(Cronbach's alpha) as the indicator of internal 

consistency is 0.949, representing strong internal 

consistency among the elements of the individual 

questions (Pallant, 2011). 



Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
694 

Table 2. Frequency of “Internal Control” (percentages) 

 

 
Not 

at all 

On a 

small 

scale 

In 

moderate 

scale 

On a 

large 

scale 

Very 

much 

To what degree control is performed for the existence 

and agreement of cash and other values in the vault, 

with the balance shown in the Cash journal 

4,2 4,2 8,3 20,8 62,5 

To what degree control is performed for the agreement 

of account books with the legal receipts.. 
4,2 4,2 8,3 16,7 66,7 

To what degree control is performed the existence of 

the necessary documents to support expenditure. 
4,2 4,2 8,3 12,5 70,8 

To what degree control is performed the existence of 

the necessary documents supporting receipts. 
4,2 4,2 12,5 20,8 58,3 

To what degree control is performed for the timely 

dispatch of the final costs of current and past financial 

year. 

0 4,2 12,5 45,8 37,5 

 

As shown in Table 2, the vast majority of the 

respondents (80%) argue that internal control takes 

place “on a large scale” up to “very much”. In 

particular about 80% of respondents agree that 

“check is made between cash and accounting data” 

and only 4% disagree. In addition, the results are the 

same regarding “the check over of account books and 

legal documents”. Approximately 71% of employees 

said that “a check takes place for the existence of 

legal documents regarding expenditure” and about 

80% respond that “a check regarding control of legal 

documents in relation with the proceeds” is made “on 

a large scale” up to “very much”. Finally, fewer seem 

to be those who completed the columns “not at all” 

up to “in moderate scale” with a percentage that 

reaches 16.7% concerning “the control for timely 

dispatch of final expenses”. 

The “added value” of internal control is 

examined by assessing “the sufficiency of 

regulations, directives and orders”, “the financial 

supervisor’s contribution” and “the internal audit’s 

contribution”. Alpha value (Cronbach's alpha) as the 

indicator of internal consistency is 0.696. However, 

the low amount of Cronbach alpha, it is worth to 

mention that values are quite sensitive to the number 

of items on the scale, so in this scale of three 

questions, it is quite common phenomenon of fairly 

low Cronbach values. 

 

Table 3. Frequency of “Added Value” (percentages) 

 

 
Not at 

all 

On a small 

scale 

In 

moderate 

scale 

On a 

large 

scale 

Very 

much 

To what degree do you consider that regulations - 

orders - guidance regarding monitoring are 

sufficient. 

0 20,8 45,8 20,8 12,5 

To what degree do you consider that Supervisor of 

Financial Services contributes to the effectiveness 

of internal control 

8,3 12,5 29,2 20,8 29,2 

To what degree do you consider that internal 

control adds value and improves the operation of 

the Financial Services 

4,2 4,2 8,3 50,0 33,3 

 

From the above results, it appears that only 

33.3% of respondents believe that “regulations, 

directives and orders are sufficient”, whereas 66,7% 

believe that there is obvious weakness in this issue. 

Then, there is no agreement on Financial Supervisor’s 

contribution because only 50.0% of employees claim 

that “”Financial Supervisor contributes to the 

effectiveness of internal control”. Finally, it seems 

clear that 83.3% of the respondents consider that 

internal control indeed adds value and improves the 

operation of Financial Services.  

 

The effect of age and work experience in 
position responsibility  
 

At this point it should be noted that for further 

analysis were created two nominal variables which 

further categorize the "subjects" of the sample, based 

on specific grouping criteria: 

 “Age_DownUp” consists of respondents 

who are classified by age “below 40” or “above 40”, 

since the age-factor may play an important role on 

shaping the results and   
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 “Work experience_DownUp” consists of 

respondents who are classified by years of Work 

Experience “below” or “above five years”, as a "new" 

employee may tend to respond in a certain way. 

Also in this study additional quantitative 

variables were created, (take numerical values from 1 

to 5) as the average of the objects: 

 “To what degree work effectively control 

procedures of internal control” – Scale_MEAN4_8 

(The variable Scale_MEAN4_8 transformed to 

RInvScale_MEAN4_8 in order to satisfy, as have 

been shown above the conditions of normality using 

the formula 1 / (K - old variable) where K = 

maximum value +1.) and  

 “To what degree internal audit adds value to 

the organization” – Scale_MEAN20_22).  

To test the normality of the data, Kolmogorov-

Smirnov (K-S) test was selected (Sheskin, 2000). At a 

significance level equal to 0.05 ή 5%, the distribution 

of the population from which comes our sample is 

approximately normal. 

 

Table 4. Normality test 

 

One-Sample Kolmogorov-Smirnov Test 

 RinvScale_Mean4_8 Scale_MEAN20_22 

N 24 24 

Normal Parameters
a,b

 
Mean ,7171 3,5972 

Std. Deviation ,25644 ,85680 

Kolmogorov-Smirnov Z ,857 ,658 

Asymp. Sig. (2-tailed) ,455 ,779 

Exact Sig. (2-tailed) ,408 ,730 

Point Probability ,000 ,000 

 

a. Test distribution is Normal. b. Calculated from data. 

 

The above mentioned groupings are made in 

order to explore possible differences between groups. 

Firstly, criterion “t” is used in order to check the 

averages of independent samples. In conjunction with 

the above, statistical test is conducted for the “effect 

size”, which provides an indication of the size of the 

differences between the test groups, representing the 

percentage of variance in the dependent variable 

explained by the independent (group) variable 

(Tabachnick and Fidell, 2007). The results of tests are 

presented as follow. 

 

Table 5. T-test (Age below or above 40) 

 

Independent Samples Test 

  

Levene's Test for 

Equality of 

Variances 

t-test for Equality of Means 

Eta squared 

F Sig. t df 
Sig. (2-

tailed) 

Mean 

Difference 

Std. Error 

Difference 

RInvScale_MEAN4_8 1,496 ,234 -2,27 22 ,033 -,21966 ,09667 19,01% 

 

More specifically, the criterion of “Levene” is 

used in order to test the dispersions (Landau and 

Everitt, 2004). The value of “p = 0.234 > 0.05” for 

the variable «To what degree work effectively control 

procedures of internal control» 

(RInvScale_MEAN4_8) means that there is no 

statistically significant difference in the dispersions of 

the two samples. Comparing the values of the feature 

«To what degree work effectively control procedures 

of internal control» (RInvScale_MEAN4_8) with 

“personnel age”, a statistically significant difference 

in the average number of persons “Up to 40 years” 

(Μ = .62, std = .26) and personnel “Over 40 years” 

(Μ = .84, std = .21), {t = -2.27, p = .033, two-tailed} 

is presented. The effect on the difference of averages 

(mean difference = -.22, 95% CI: -.42 to -.02) was 

great (eta squared = 0.19). 
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Table 6. T-test (Years of Work Experience below or above five years) 

 

Independent Samples Test 

  

Levene's Test for 

Equality of 

Variances 

t-test for Equality of Means 

Eta squared 

F Sig. T df 
Sig. (2-

tailed) 

Mean 

Difference 

Std. Error 

Difference 

RInvScale_ 

MEAN4_8 
5,037 ,035 -2,814 21,556 ,010 -,23803 ,08459 26,47% 

 

The criterion of “Levene” is used in order to test 

the dispersions. The value of “p = 0.35 < 0.05” for the 

variable «To what degree work effectively control 

procedures of internal control» 

(RInvScale_MEAN4_8), means that there is a 

statistically significant difference in the dispersions of 

the two samples.  Comparing the values of the feature 

“To what degree work effectively control procedures 

of internal control” (RInvScale_MEAN4_8) with 

“Years of Work Experience”, a statistically 

significant difference in the average number of 

personnel with work experience “less than 5 years” 

(Μ = .64, std = .27) and personnel with work 

experience “more than 5 years” (Μ = .88, std = .15), 

{t = -2.81, p = .01, two-tailed} is presented. The 

effect on the difference of averages (mean difference 

= -.24, 95% CI: -.41 to -.06) was great (eta squared = 

0.26). 

Finally, variance analysis is conducted to 

explore the variation of scores to the degree that 

internal audit adds value (in regard with employee 

age). The respondents were divided into four groups 

according to their age (1
st
 group 20 – 30 years, 2

nd
 

group 31 – 40 years, 3
rd

 group 41 – 50 years, 4
th

 

group > 50 years). 

 

 

Table 7. One-way ANOVA Analysis (Value-Added role of internal audit * Age) 

 

Multiple Comparisons 

Tukey HSD 

Dependent Variable Mean Difference (I-J) Std. Error Sig. 

To what degree 

internal audit adds 

value to the 

organization 

20 - 30 

31 - 40 -0,310 0,426 0,886 

41 - 50 -0,357 0,426 0,836 

> 50 -1,41667
*
 0,495 0,044 

> 50 

20 - 30 1,41667
*
 0,495 0,044 

31 - 40 1,107 0,480 0,130 

41 - 50 1,060 0,480 0,156 

*. The mean difference is significant at the 0.05 level. 

 

From the Table, significant statistically 

difference was observed for the variable 

Scale_MEAN20_22 (F (3,20) = 2.92, p = .059). 

However, the actual difference in mean scores 

between the groups was relatively small. The effect 

size is calculated using the Eta squared, was 0.3. 

Meta-analytical comparison with the criterion of 

Tukey HSD showed that the average of the first 

group (Ages 20 - 30) (Μ = 3.17, std = , 41) differed 

significantly from the average of the fourth group 

(Age >50) (Μ = 4.58, std. = .83). This variation is 

illustrated in the following diagram. 
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Figure 1. One-way ANOVA Analysis (Value-Added role of internal audit * Age) 

 

 
 

Conclusions  
 

As mentioned above, public organizations play a 

central role in the economic vitality of the state. On 

the one hand public organizations are in constant 

confrontation with improving their performance in an 

environment that provides them with all the 

guarantees (Botez, 2012). On the other hand, internal 

auditing has undergone dramatic changes that have 

expanded its scope in a way that allows it to make 

greater contributions to the organization it serves 

(Alzeban and Gwilliam, 2014). In this context, there 

are many researchers who consider internal audit as 

an urgent need for the effective management in Greek 

economic environment, where phenomena of 

corruption, wasting public money and 

mismanagement are increasing. Unfortunately, there 

is no such a study for the case of Greece and in 

particular for Hellenic Police Department, which is of 

great importance in Greece 

Particular interesting are the results referred to 

the internal control, showing that the internal audit’s 

procedures actually safeguard organization's 

activities, ensure the assets, prevent fraud, detect 

errors and ensure the accuracy of the financial 

statements. Regarding the section that examined the 

adequacy of internal audit’s regulations, the 

respondents claim that there is enough room for 

improvement. At this point, it should be noted that it 

is rather recommended the updating of current orders 

– instructions, because the existing regulatory 

framework covers a fairly widened scope. 

Concerning to the financial supervisor’s contribution, 

opinions are divided. In conclusion, it is worth noting 

that overwhelmingly, 83.3% of respondents consider 

that internal control adds value to the organization. 

Further research with the participation of 

Financial Supervisors would be an excellent 

opportunity in order to compare the individual results 

and conclusions. Finally, a study that will compare 

the results before and after the internal audit’s 

implementation would be a crucial point for the 

recognition of effective management, targeting at a 

modern internal audit function that can add value. 
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Abstract 

 
In the current work we investigation depend of Ukrainian financial markets segments from influences 
of the external financial market. In the article we propose the methodology of the investigation which 
includes three main units. The main ideas of these units are recognition of the most influential 
external financial market by indicators set, forecasting of the tendencies and influences of the foreign 
financial markets segments, construction of adaptation decision for the regulation of the Ukrainian 
financial market. We used the VAR models and variance analysis for the determination of the 
influences foreign financial market. The investigation of MosPrime Index and DAX Index as most 
influential indicators of external market allowed to define the adaptation type of the stock and credit 
segments of the Ukrainian financial market. 
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1. Introduction 
 

Last two decades, the globalization process onto the 

financial market has unstoppable trend. Cross border 

capital flow, increase labor flow,  open new market 

and its integration into the world economy are the 

description of the globalization process. 

Otmar Issing (2000) recognizes globalization 

and internationalization of world economy. Global 

markets are markets in which the law of one price 

applies, in the sense that it would be possible to buy 

or sell products for the same price irrespective of 

geographical location and local circumstances. When 

products are purchased and sold outside national 

boundaries, price differentials may remain as long as 

there are costs specifically associated with cross-

border exchange as opposed to exchange within 

national boundaries. Hence, the process of 

internationalization of financial markets is only a step 

towards global financial markets. This distinction 

between globalization and internationalization seems 

to apply to financial markets as well as to markets for 

goods and non- financial services. Over recent 

decades, financial markets have gained a clear cross-

border orientation but, overall, it can be argued that 

they are still not truly global. [1] 

Camilleri (2003) Global financial market 

activity refers to the transactions and financial flows 

that occur within bond, equity, derivatives, banking, 

and exchange rate markets around the world. The 

importance of the globalization of financial markets 

lies in the fact that the financing process is an integral 

part of both commercial and non-profit making 

activities. The surge in financial market activity 

during the last years may be attributed to deregulation 

and technological improvements, which now allow 

access to worldwide markets at reasonable transaction 

and information costs [2].  

Knight (2006) discusses the consequences of the 

liberalization of international transactions in financial 

instruments by many countries. Collectively, these 

actions have come to be referred to as “financial 

globalization”. The financial crises of the 1990s were 

often associated with periods of rapid liberalization of 

financial systems. The episodes highlight the 

importance of the quality of a country’s institutions in 

achieving a successful liberalization. Governance 

issues need to be at the centre of public discourse on 

the role of national institutions and legal systems in 

the process of globalization. Today we have a better 

understanding of how factors relating to the 

organisation of an economy – its legal system, 

accounting rules, disclosure principles and market 

practices – influence its long-term economic growth 

[3]. 

Thus, the globalization and integration influence 

leads to the rapid spread of the crisis on the open 

market. The fluctuations of the external financial 

markets can destabilize situation onto the national 

financial market and lead to the local financial crisis. 

Therefore, the important task of the regulation of 

Ukrainian financial market is adaptation its segments 

(stock market, credit market, currency market and 

insurance market) to the changes of external financial 

markets. 
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In this paper, we investigation of the possibility 

of adaptation of Ukrainian financial market segments 

to the foreign financial market by following tasks: 

i) recognition of the most influential external 

financial market by indicators set. 

ii) forecasting of the tendencies and influences 

of the foreign financial markets segments 

iii) construction of adaptation decision for the 

regulation of the Ukrainian financial market 

 

2. Methodology 
 

In this paper we use following algorithm which 

includes three units (fig. 1). 

 

2.1. Monitoring unit of external financial 
market. 
 

The purpose of this unit is to investigate the external 

financial markets and determination of the most 

influential markets and segments. In this paper we 

understand complex procedures for monitoring, 

evaluating current transformations managed object 

and purpose of those changes to achieve the specified 

parameters of its development. Monitoring of 

external financial markets can be used for the 

investigation of the fluctuation onto the influential 

financial markets and segments.  

On the first stage of this unit, we investigate the 

most influential financial market. The results of this 

stage are the hypothesis of the influential markets. 

We propose three indicators for the constructing of 

this hypothesis: 

i) of the total amount turnover, which reflects 

the amount of import and export between countries 

and, consequently, the onset of currency relations 

between countries 

ii) the part of public debt external Greyhounds. 

Those countries which Ukraine has a large external 

debt have forced the impact on the economy of 

Ukraine and according to its financial market 

iii) the share of foreign currency, which carry 

trade operations and Ukrainian national debt. As a 

specific currency belonging to the country, according 

domestic policy change can lead to changes in the 

exchange rate and foreign exchange reference 

Ukraine, which is reflected in the dynamics of 

financial markets. 

 

Figure 1. Algorithm of investigation of adaptation of Ukrainian financial marker 

 

 

Unit 1. Monitoring unit of external financial market

Unit 2. Determination unit of level external financial market 

fluctuation

Unit 3. Adaptation unit

External financial market

Ukrainian Financial Market

Adapter

1
2

3

1.1. Determination of  of the most influential 

financial markets (MFM) and segments

1.2. Investigation of the interrelations between 

Ukrainian financial market and external 

financial market

2.1. Interrelation models between national and 

external financial market segments 

2.2. Investigation of influence external financial 

markets

3.1. Forecasting of MFM

3.2. Determination of the adaptation type
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To determine the financial markets that are 

influencing the financial market of Ukraine to hold 

the ranking for three indicators selected countries. It 

is necessary to determine the rating on a separate 

index for the rule: the worst rating is "1", each 

improvement leads to increased rating to "1" 

3
R

3

1all


 i

iR

, 

where iR
- ranking countries by i-th index. 

For the three countries that have the highest 

ratings will be hypothesized on the impact of 

financial markets on the Ukrainian financial market. 

To prove this hypothesis must using Granger 

causality test to determine the causes and 

consequences of interaction. The hypothesis about the 

impact of foreign markets on financial market of the 

country by a separate individual country market will 

be confirmed if the Granger causality test for will 

cause foreign financial markets onto the Ukrainian 

financial market. 

 

2.2. Determination unit of level external 
financial market fluctuation 
 

The purpose of the determination unit is the 

constructing models of the interaction through the use 

of VAR-models [4]. In this block cancers solved a 

following problems: 

1) construction of VAR-models of interaction 

between national and foreign markets segments (stage 

2.1); 

2) conducting variance analysis to determine the 

impact of the share of foreign markets at Ukrainian 

financial market (stage 2.2). 

 

2.3. Adaptation unit  
 

The main idea of the adaptation unit is investigation 

of the type of adaptation depends from the external 

market development. To solve this problem, we will 

use fourth type of adaptations [5, 6]. 

i) 1st level adaptation. Adaptation due to the 

high gain contour - this method allows adaptation to 

strengthen protective circuit system that will reduce 

the impact of the external influences. From the 

standpoint of the financial market is seen as closing 

the market to foreign investors and foreign capital. 

ii) 2nd level adaptation. This adaptation calls 

parametric adaptation. This type is possible 

adaptations in general certainty of the future state of 

the external market that allows to develop a number 

of effective action to eliminate external fluctuations 

in the financial market of the country. 

iii) 3rd level adaptation. Adaptation is in change 

the parameters of the required quality criterion. This 

adaptation occurs when you provide the necessary 

level of functioning as a dynamic system. Thus, 

violation of stability due to the influence of external 

fluctuations requires the formation of a new indicator 

of stability and then develop effective action to 

achieve it. 

iv) 4th level adaptation - structural adaptation is 

change the structure of the system depending on the 

required quality criterion. This adaptation is more 

complex, as aimed at changing the structure of the 

financial market. However, it can be used in case of 

significant destructive fluctuations in the financial 

market. Thus, the recent financial crisis has led to the 

need to change the whole structure of regulation of 

the financial market in the world. 

Specify how to adapt to changes in financial 

market depends on two parameters: 

i) level of influence of the external financial 

market segments; 

ii) level of changing of the external financial 

market segments. 

To determine the changing of these levels we 

use triangular verbal space: high, average, low. Since 

regulation of the financial market includes both short 

and long-term aspects and the process of adaptation 

takes time, it is advisable to consider changing the 

exponent of changes in annual terms. As an indicator 

of the work proposed to use the average growth rate 

over the period. Analysis of the literature [7] allowed 

to form the critical values for the exponent changes in 

the external financial market: a high change - the 

value of the average rate of growth greater than 70%, 

the average change - from 30% to 70%, low change - 

up to 30%. The level of influence of the external 

financial market is characterized by index particle 

dispersion changes in global change, which is 

calculated using analysis of variance based on the use 

of VAR-models. In dispersion analysis [7], the 

following critical values to determine the effect: a 

high impact - from 50% to 100%, average impact - 

from 20% to 50% and low impact of 20% dispersion 

study. 

Combining these two parameters allows us to 

construct a adaptation matrix (Fig. 2), described in 

Table. 1. 

 

 

 

 

 

 

 

 

Figure 2. Adaptation matrix of the Ukrainian financial market to external fluctuations 
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Table 1. Table of adaptive decisions on financial market 

 

 level of changing of the external financial market segments 

High Average Low 
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High modification of the 

parameters of the system to 

a known value projected 

external financial market 

change the parameters of 

the required quality 

criterion 

changes in the structure the 

system depending on the 

required quality criterion 

Average adaptation due to the high 

strengthen contour 

modification of the 

parameters of the system to 

a known value projected 

external financial market 

change the parameters of 

the required quality 

criterion 

Low without adaptation without adaptation adaptation due to the high 

strengthen contour 

 

 
 
 
 
 
 
 
 
 
 

3. RESULTS 
 

3.1. Monitoring unit of external financial 
market. 
 

According to the proposed algorithm of adaptation of 

the financial market (Fig.) are the three main 

indicators of openness and cooperation of the national 

economy with the world economy (Table 2-4). 

Table 2. Export and import in Ukrainian economy in 2013 
 

Countries Trade turnover, % to total  turnover 

European Union 26,1 

Russia 24,6 

China 7,7 

Turkey 3,9 

Belarus  3,9 

USA 2,6 

Kazakhstan 2,1 

Others 29,1 
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According table 1, more than half of turnover 

for Ukraine observed between the EU and Russia. A 

large proportion is also in China - 7.7%, but more 

than 80% is imports of goods and services. 

 

Table 3. Geographic structure of state debt in 2013 

 

Countries % state debt to total state debt 

USA 57,5 

Russia 33,7 

China 3,1 

European Union 3,0 

Others 2,7 

 

Analysis of the geographical structure of the 

state debt indicates the high dependence of Ukraine 

from the political relations with USA and Russia. The 

changes of these financial markets could make 

destabilizing effect onto the Ukrainian financial 

markets. 

 

Table 4. Foreign currencies in the Ukrainian economy in 2013 

 

Countries % of currency into the trade turnover % of currency into the state debt 

USD 75,5 74,7 

EUR  11,2 10,7 

Special Drawing Rights - 9,3 

RUB 12,5 2,6 

UAH - 1,9 

CHF - 0,2 

Others 0,3 0,4 

 

The results of the total rating are show in the table 5. 

 

Table 5. Total rating of most influential economies onto the Ukrainian economy 

 

Countries Rating 

Trade turnover, % 

to total  turnover 

% state debt to 

total state debt 

% of currency into 

the trade turnover 

% of currency into 

the state debt 

Total 

USA 1 5 5 6 4,25 

Russia 3 4 4 3 3,5 

China 2 3 1,5 1,5 2 

European 

Union 

4 2 3 4 

3,25 

Others 5 1 1,5 1,5 2,25 

 

Thus, analysis of the data in Table 6.23 allows 

to propose the following hypothesis: 

i) Hypothesis 1 (H1). Financial US market has a 

significant impact on the dynamics Ukrainian 

financial market. 

ii) Hypothesis 2 (H2). Financial EU market has 

a significant impact on the dynamics Ukrainian 

financial market. 

ii) Hypothesis 3 (H3). The Russian financial 

market in a significant impact on the dynamics 

Ukrainian financial market. 

The analysis of the sets of business activity 

indicators of the financial markets allowes to identify 

following indexes (table 6). 

 

Table 6. Indicators of the business activity of significant financial markets 
 

 Stock 

market 

Credit 

market 

Currency market Insurance market 

USA Dow Jones 

index 

Libor USD Interaction in the foreign 

exchange market by using the 

exchange rate. These couples 

exchange is traditional 

Ukrainian financial market 

The insurance market is 

underdeveloped and there are no 

preferences for foreign companies, 

so consider this segment interaction 

with foreign markets makes no sense 

Russia RTS index MosPrime 

European 

Union 

DAX index Libor EUR 
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In this paper, we used Granger causality test for 

the analysis of interaction in stock and credit 

segments of the financial market. The results of the 

analysis are show in the table 7. 

 

Table 7. Interrelation between Ukrainian financial market and foreign financial markets 

 

 Foreign markets 

Lag 1, 2 months Lag 6 months Lag 12 months 

USA EU Russia USA EU Russia USA EU Russia 

Stock 

market 

+ + + + - - - - - 

Credit 

market 

+ - - - + + - - + 

 
Note: "+" is interrelation, "-" - cannot be concluded about interrelation 

 

According the dates of the table 7 we could 

make following conclusions: 

i) for the Ukrainian stock market confirmed all 

three hypotheses (H1, H2, H3) in the short term; 

ii) there is a strong integration of the Ukrainian 

market to global stock space, and marked during the 

global financial crisis. Thus, the beginning of the 

crisis in June 2007 led to the crisis on the Ukrainian 

stock market in December 2007, and then to the crisis 

in the financial market as a whole. It should also be 

noted that on 27 February 2008 the US stock market 

held a "Black Tuesday." On this day, the US stock 

market reacted to the decline in the market in China 

and Europe and disappointing forecasts for the 

economy in the United States. On Tuesday, the Dow 

Jones industrial index fell by the end of trading on the 

New York Stock Exchange (NYSE) to 416.02 points. 

During the auctions the index lost 500 points or more 

[21, 41]. It was the largest drop Dow Jones industrial 

index from the time of September 11, 2001, and after 

six months there was a strong fall of the PFTS index. 

iii) for the credit market also confirmed three 

hypotheses, but to influence credit markets US and 

EU only in the short term, and for the Russian credit 

market - both in the short and in the long term. 

 

3.2. Determination unit of level external 
financial market fluctuation 
 

We used VAR-models for the determination of the 

influence external market onto the Ukrainian 

financial market segments. The variances of effect of 

foreign markets to changes in the Ukrainian financial 

market show in fig.3. 

 

Figure 3. Graphically impact on the development of foreign credit and stock markets onto the Ukrainian 

financial market segments 

 

 
a) KP3M index    b) PFTS index 

 

According the Fig. 3 we can make following 

conclusions: 

i) the development of the credit market in 

Ukraine primarily affects the credit market in Russia; 

so its influence is growing, and after 4 months lag in 

the impact of the Russian market more than that of 

their own trends. In the long term impact of the share 

is 58%; influence of other markets is at 8%; 

ii) development of the stock market to a greater 

extent based on its own trends, but 2-3 periods 

influence the European market increased to 38%. In 

the long term, this effect is reduced, while increasing 

the impact of the US stock market to 10%, due to the 
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larger share of long-term debt in the United States. 

The influence of the Russian market is minimal. 

Therefore, we found two main world indicators 

which influence onto the tendencies of Ukrainian 

financial market. There are MosPrime Index 

influences onto the credit segment of Ukrainian 

financial market and Dax Index influences onto the 

stock segment/ 

 

 

 

 

3.3. Adaptation unit  
 

Because not all indicators of foreign markets are 

interrelated with Ukrainian financial market, it is 

reasonable forecasting the markets that significantly 

affect the national, there are Russian credit market 

and the European stock market in Europe. We used 

ARIMA models and exponential smoothing model 

for forecasting of these dynamics. As a criterion for 

model selection was chosen indicator MAPE, 

calculations are presented in Table 8. 

Table 8. MAPE criterion 

 

 MAPE criterion, % 

ARIMA model MA model 

MosPrime Index 12,5 5,89 

DAX Index Non significant 4,18 

 

Thus, it is reasonable to use MA model. The 

results of the calculation of parameters show in the 

Table 9. 

 

Table 9. Calculation of smoothing 

 

 Start date of the 

time series S0 

Start date of the 

trend of time series 

T0 

Smoothing 

parameters  

Smoothing 

parameters for trends 

 

MosPrime Index 27,78 -0,347 0,9 0,5 

DAX Index 4294 88,37 0,9 0,1 

 

On the Fig. 4 we can see originally date and 

smoothing time series. 

 

Figure 4. Forecasting indexes of foreign markets segmets 

 

 
a) MosPrime index    b) DAX index 

 

These predicted values suggest growing trends 

on the Russian credit market and stock market of 

Europe. 

To select of adaption type we must calculate the 

degree of changes into the foreign financial markets. 

Thus, the calculation of the average growth rate 

showed that the tendency of Russian credit market 

has 17.3% increase per year, and the tendency of 

European stock market has 16.6% per year. This 

indicates low change in foreign financial markets. 

Thus, the matrix will adapt as follows. (Fig.5). 
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Figure 5. Adaptation matrix of the Ukrainian financial market to external fluctuations 

 

 
 

Using the proposed adaptation matrix can be 

concluded on the necessary adaptive solutions: 

i) for the stock market due to the average 

influence of the environment and its minor changes 

not need adaptation.  

ii) adaptation of the first level is appropriate to 

implement the credit market, that is, the formation of 

a protective circuit to close the market, which will 

create the conditions for its effective functioning.. 

 

CONCLUSION 
 

Thus, we have following main results in this article: 

1) We offered approach for the investigation of 

the adaptation of Ukrainian financial market to the 

foreign financial market which bases onto the two 

indicators: influence of the external financial market 

segments and changing of the external financial 

market segments. 

2) The investigation of the external financial 

market shows that most influential foreign financial 

segments are Russian credit market (MosPrime index 

influences with 58%) and European stock market 

(DAX Index influence with 38%) 

3) The analysis of the average growths of 

MosPrime and DAX shows that the tendency of 

Russian credit market has 17.3% increase per year, 

and the tendency of European stock market has 

16.6% per year. This indicates low change in foreign 

financial markets. 

4) The determination of the levels of changes 

and influences of the foreign markets tendencies 

indicate two types of adaptation for the stock and 

credit market. Thus, the Ukrainian stock market does 

not need to be adapted for the fluctuations of the 

European stock market. Ukrainian credit market has 

first level adaptation which consist of protective 

circuit to close the national credit market. 
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Abstract 
 

In 2002, developments in the global markets during the past decades have highlighted the need for 
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medium capitalization, which are companies that are included in the FTSE 20 and FTSE 40 indexes of 
the Athens Stock Exchange-ASE, respectively. Also, for those firms we examined the effect of the size 
of the audit firm. The research was conducted based on the analysis of thirteen ratios. According to our 
analysis only few of the ratios have changed significantly. Finally, regarding the impact of the size of 
the audit firm the results reveal controversy with the present bibliography concerning “Big 4” in 
comparison with “non-Big 4” firms in Greece. 
 
JEL classifications: G18, G30, M41 
 
Keywords: IFRS, IAS, Greek GAAP, financial statements. 
 
* Department of Business Administration, Technological Educational Institute of Central Macedonia 
** Department of Shipping Services, University of the Aegean 
*** Department of Business Administration, Technological Educational Institute of Central Macedonia 
**** Department of Business Administration, Technological Educational Institute of Central Macedonia 
 
 
 
 
 

Introduction 
 

Globalization has fostered the need for world-wide 

comparable accounting standards and regulations in 

all financial markets (Meek and Saudagaran, 1990; 

Zarzeski, 1996; d’Arcy, 2001; Baker & Barbu, 2007; 

Iatridis & Rouvolis, 2010). Within this process, 

starting from 2005 all publicly listed firms in the 

European Union (EU) member states were required to 

prepare their financial statements according to the 

International Financial Reporting Standards – IFRS
1
 

(see, EU Regulation 1606/2002 for the mandatory 

adoption of IFRS from 2005 onwards).  

Compliance with IFRS is compulsory for the 

publicly listed firms in Greece since January 2005, 

while other firms that are not obliged to apply IFRS 

still use Greek GAAP (Karagiorgos & Petridis, 

2010). This transition from Greek GAAP to IFRS 

may have an effect on firms’ financial results (Iatridis 

& Rouvolis, 2010). Several studies worldwide 

                                                           
1
 In this study, there no distinction between International 

Financial Reporting Standards-IFRS and International 
Accounting Standards-IAS, which were published until 2002 
and after this date all future (new) standards are called IFRS. 

document anticipated as well as actual economic 

consequences of IFRS adoption (Armstrong et al., 

2007; Daske et al., 2008; Prather-Kinsey et al., 2008). 

In Greece there are many past studies that 

examined the impact of adoption of IFRS at the 

Greek firms from many aspects (Schleicher et al., 

2010; Prather-Kinsey, 2010; Floropoulos & 

Moschidis, 2004; Ballas et al., 2010; and others); 

also, some of them have examined several business 

sectors of Athens Exchange (Georgakopoulou et al., 

2008; 2010; Dimitras et al., 2010). However, none of 

them have evaluated the implementation of IFRS on 

the financial statements of Greek listed companies of 

high and medium capitalization (enterprises which 

are included in the FTSE 20 and FTSE 40 indexes of 

the Athens Stock Exchange-ASE, respectively) in 

accordance to the size of the Audit firm. Therefore, 

the  objective of the present study could be interesting 

and useful on actual literature on IFRS and the impact 

of the size of the auditor. 

The structure of this paper is as follows: the next 

section presents the literature review of IFRS studies 

for Greece. The following section presents the 

research design of this study (sample and data; 
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selected accounting ratios; methodology and 

hypothesis). The next one analysed the results. The 

next section provides further evidence from the 

results regarding the size of the audit firm. Finally, 

the last section concludes our work.   

 

Literature review 
 

Several past studies examined the impact of adoption 

of IFRS at the Greek firms from many aspects, such 

as: shareholder value and performance (Floros, 2007), 

cash flow analysis (Schleicher et al., 2010; Prather-

Kinsey, 2010), impact on tangible assets (Ginoglou et 

al., 2008), managers’ opinions and considerations 

(Floropoulos, 2006), SME firms and their possible 

IFRS adoption (Floropoulos & Moschidis, 2004), etc. 

The most important studies that examined the impact 

of IFRS at Greek publicly listed firms on the financial 

statements and performance (in comparison with the 

Greek GAAP period) are the following:  

Iatridis & Dalla (2011) studied the impact of the 

transition of the IFRS in Greek publicly listed firms 

concluded a positive correlation to the profitability of 

the companies adopted IFRS in the majority of the 

industries/Sectors, especially lower capitalization 

companies.  

Tsalavoutas & Evans (2010) state that the 

implementation and the adoption of IFRS had 

significant impact on the Financial Statements and 

the relevant liquidity rations. On average, the impact 

ιn the shareholders equity and the P&L was positive 

in contrast with the liquidity which was negative. 

Only companies that use non big 4 External Auditors 

present significant impact in the profitability and 

liquidity. Moreover, they faced significant problems 

in preparation if the IFRS Trasition compared with 

those companies that use Big 4 External Audit firms. 

To conclude the quality of Financial Reporting was 

improved especially for the companies that use non 

non-Big 4 Audit firms. 

Daske et al. (2008) examined the economic 

consequences of mandatory IFRS reporting around 

the world, and more specifically they analyzed the 

effects on market liquidity, cost of capital and Tobin's 

q in 26 countires and 3100 companies that were 

obliged to adopt the IFRS. They concluded that, on 

average, market liquidity increases around the time of 

the introduction of IFRS
2
. 

Athianos et al. (2005), based on the 

methodology of Hung & Subramanyam (2004), 

which have conducted research for German 

companies adoption of IFRS performed similar 

research in Greece. They selected a sample of 40 

companies which have adopted IFRS initially in 2003 

and after relevant analysis came up to similar results 

with Hung & Subramanyam (2004), so that the 

                                                           
2
 Even this study is concentrated on Greek companies, this 

research is stated for its large sample and worldwide spread 
in 26 countries. 

adoption of IFRS may result to indirect economic 

impact such as high liquidity or low cost of capital. 

More specifically, their research resulted that the 

adoption of IFRS converts the main company 

financial ratios and the value of the Financial 

Statements data, therefore the Balance Sheet value 

and the Net Income which are significantly  higher 

under the IFRS.  

Grant Thornton (June 2006 & July 2007) 

published a research related to the impact of IFRS 

initial implementation in the publicly listed firms 

with significant findings related to the impact of IFRS 

in the Balance Sheet & P&L of the Greek publicly 

listed firms.  

Diakomichalis and Toudas (2007) examined a 

sample of Greek firms from the media, technology 

and financial services sector. They concluded that the 

value of shareholders’ equity decreased, after the 

implementation of IFRS, due to various causes such 

as: the valuation of holdings at fair value, bad debt 

write off, inventories’ policy, redefinition of value 

investments, the impact from the valuation of tangible 

assets and the recognition of deferred tax. 

Iatridis and Rouvolis (2010) investigated the 

effects of the transition from Greek GAAP to IFRS 

on the financial results of all non-financial Greek 

firms, listed on the Athens Exchange. Also, they 

examined the factors associated with the provision of 

voluntary IFRS disclosures before the official period 

of adoption and the degree of earnings management 

under IFRS. They concluded that the implementation 

of IFRS has introduced volatility in key income 

statement and balance sheet measures of Greek firms. 

Although the effects of IFRS adoption in the first 

year of adoption appear to be unfavourable, perhaps 

due to the IFRS transition costs, firms’ financial 

measures improved significantly in the subsequent 

period. Furthermore, this result explains why in the 

official adoption period there is some evidence of 

earnings management, which is reduced in the 

subsequent period.  

Ballas et al. (2010) examined the relevance of 

IFRS in Greece. Their study adopted a mixed 

methodology relying on secondary sources (such as 

the relevant legislation, published annual reports and 

reports on the effects of the application of IFRS by 

Greek firms) and primary data (a postal survey 

answered by the finance managers of twenty four 

Greek firms). They claimed that, participants in the 

survey believed that the IFRS adoption improved the 

quality of financial reporting, even though the Greek 

environment was not appropriate for IFRS 

application. Ballas et al. (2010) concluded that the 

introduction of IFRS increased the reliability, 

transparency and comparability of the financial 

statements. 

Vazakidis and Athianos (2010) explored the 

main differences between IFRS and Greek GAAP, in 

order to reveal the differences in financial figures 

which have been appeared due to the adoption of 
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IFRS. They examined a sample of ninety randomly 

selected Greek firms, listed on the Athens Exchange, 

with the use of capital asset pricing model (CAPM). 

Vazakidis and Athianos (2010) concluded that when 

investors take into consideration the risk profile of 

each company, the differences in the valuation, 

current assets, current liabilities and sales can predict 

the share prices within a period of six months. 

Furthermore, in comparison with another past study 

of these authors (Athianos et al., 2005), which 

examined a sample of forty Greek companies that 

adopted voluntary the IFRS, they have found same 

results for earnings and sales, as in both studies the 

arithmetic mean of the above was statistically the 

same. 

Doukakis (2010) examined the persistence of 

earnings and earnings components after the adoption 

of IFRS in Greece. In his study analysed accounting 

data for two years before and two years after the 

adoption of IFRS for all non-financial firms listed on 

the Athens Exchange, in order to examine whether 

the adoption of IFRS materially affects the 

persistence, as well as the explanatory power of 

earnings and earnings components. Doukakis (2010) 

argued that its research results suggested that IFRS 

measurement and reporting guidelines do not seem to 

improve the persistence of earnings and earnings 

components. 

Pazarskis et al. (2011) examined the possible 

impact of adoption of IFRS at Greek firms of the 

Information Technology (IT) sector, listed on the 

Athens Exchange. They analyze the financial 

statements of the sample firms for three years before 

and after the IFRS adoption in Greece with some 

ratios. The received results revealed that two (EBIT 

margin; gearing) out of twenty accounting ratios had 

a statistically significant change and a positive impact 

due to the IFRS adoption. 

Moreover, in a similar research (Pazarski et al., 

2011), including chemical corporations, research 

included the impact of IFRS in their Financial 

Statements for the periods of 2002-2004 and 2005-

2007, as well as in 2002 compare to 2005. They came 

up to almost similar conclusions as above. None of 

the examined financial ratios changed significantly.  

There are many other research efforts (published 

and non- published) with respect to IFRS adoption 

both in Greece and abroad. We only referred to a 

representative sample of them based on the Athens 

Stock Exchange listed companies which from 2005 

onwards compulsory adopted them.  

Research design 
 

Sample and data 
 

The study proceeds to an analysis of Greek listed 

companies of high and medium capitalization, which 

are companies that are included in the FTSE 20 and 

FTSE 40 indexes of the Athens Stock Exchange-

ASE, respectively, in order to examine their financial 

statements and performance in relation to the IFRS 

adoption in Greece. These companies are with the 

highest stock market capitalization on the continuous 

market and, therefore, they are representative of the 

behaviour and evolution of the Greek stock market 

over a specific period (Callao et al., 2007). 

Furthermore, from those sixty companies, 

financial institutions and companies from insurance 

sector are excluded as they represent special 

peculiarities in their accounting evaluation, and some 

firms have been de-listed from the ASE for various 

reasons (bankruptcy, not meeting the standards of the 

market, etc.) (Callao et al., 2007). Thus, the final 

sample consists from 47 firms that are selected and 

examined, which are 13 firms that are included in the 

FTSE 20 index of the ASE and 34 firms included in 

the FTSE 40 index of the ASE. 

For those forty seven Greek listed firms their 

financial statements are evaluated and compared 

based on several ratios for three years before and after 

the IFRS adoption in Greece: the pre-IFRS period 

(2002-2004) and the post-IFRS period (2005-2007). 

The study proceeds to an analysis only of listed 

firms as their financial statements are published and it 

is easy to find them and evaluate them. Financial 

statements of the listed Greek firms were downloaded 

by the web site of the Athens Exchange. The data of 

this study (accounting ratios) is computed from the 

financial statements of the sample firms and the 

databank of the University of Macedonia library 

(Thessaloniki, Greece). 

 

Selected accounting ratios 
 

The IFRS effects on financial statements at the 

sample firms are evaluated based on specific 

accounting ratios performance. For the purpose of 

this study, twelve ratios are utilized, classified at four 

categories (a) profitability ratios, (b) operational 

ratios, (c) structure ratios, (d) cash flow ratios, which 

are tabulated at the following table (see, Table 1): 
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Table 1. Analysis of financial ratios 

 

Code Variable Name Description 

Profitability ratios 

M01 EBITDA Margin 
(earnings before interest, taxes, depreciation and amortization-EBITDA 

/ sales)*100)*100 

M02 EBIT Margin (earnings before interest and taxes-EBIT / sales)*100 

M03 ROE 
(net income / shareholders  

funds)*100 

M04 ROA 
(net income / total  

assets)*100 

Operational ratios 

M05 Net assets turnover 
sales /(shareholders funds +  

long term debt) 

M06 Interest cover (earnings before interest and taxes-ΕΒΙΤ / interest expense) 

M07 Collection period  
(debtors /  

sales)*360 

M08 Credit period 
(creditors /  

sales)*360 

Structure ratios 

M09 Current ratio 
current assets / current  

liabilities 

M10 Liquidity ratio 
(current assets - stocks) /  

current liabilities 

M11 Solvency ratio 
(shareholders funds / total  

assets)*100 

M12 Gearing 
(non current liabilities + loans) /  

shareholders funds 

Cash flow ratios 

M13 Cash flow Cash flow 

 

Methodology and main hypothesis 
 

In order to evaluate the IFRS effects on financial 

statements and performance of the sample firms, the 

study proceeds to an analysis of several ratios from 

their financial statements. 

The study analyses the IFRS effects on financial 

statements for three years before and after the IFRS 

adoption in Greece (Schleicher et al., 2010): the pre-

IFRS period (2002-2004), which were applied the 

Greek GAAP, and the post-IFRS period (2004-2006). 

Also, these selected years provide a regular weighting 

of data observations for the pre-IFRS and post-IFRS 

years (Prather-Kinsey, 2010). 

The crucial research question that is investigated 

by examining the above mentioned ratios is the 

following: “Is IFRS adoption provide a different and 

better accounting-based information and performance 

from financial statements than the earliest one with 

the Greek GAAP?”. 

In order to evaluate the relative change with 

ratio analysis of the sample of the Greek firms after 

the IFRS adoption, the following form of the 

hypothesis is examined: 

H1: It is expected no relative change at the 

accounting information (ratios) from the IFRS 

adoption. 

The selected accounting ratios for each company 

of the sample over a three-year-period before (year T-

3, T-2, T-1) or after (year T+1, T+2, T+3) the 

adoption of IFRS in Greece are calculated, and the 

mean from the sum of each accounting ratio for the 

years T-3, T-2 and T-1 is compared with the 

equivalent mean from the years T+1, T+2 and T+3 

respectively
1
. 

To test these hypothesis two independent sample 

mean t-tests for unequal variances are applied, which 

are calculated as follows: 
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where, 
n  = number of examined ratios 

1X  = mean of Pre-IFRS ratios 

2X = mean of Post-IFRS ratios 

s   = standard deviation 

1   = group of Pre-IFRS ratios 

2   =  group of Post-IFRS ratios 

                                                           
1
 In this study, the mean from the sum of each accounting 

ratio is computed than the median, as this could lead to more 
accurate research results. This argument is consistent with 
other researchers (Iatridis & Rouvolis, 2010; and others). 
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Finally, the research results are presented in the 

next section. 

 

Research Results 
 

The results revealed that over a three-year-period 

before and after the IFRS adoption only two (Μ07: 

collection period and Μ08: credit period) out of the 

thirteen accounting ratios had a statistically 

significant change due to the IFRS adoption event; 

the first increased and the second decreased. The rest 

eleven accounting ratios (EBITDA margin; EBIT 

margin; ROE; ROA; net assets turnover; interest 

cover; current ratio; liquidity ratio; solvency ratio; 

gearing; cash flow) did not change significantly and 

they did not have any particular impact (positive or 

negative) on accounting-based information and 

performance from financial statements due to IFRS 

(see, Table 2). Thus, the above stated proposition of 

the hypothesis H1 is rejected, as the research 

signalizes that the IFRS adoption effects on 

accounting-based information and performance from 

financial statements have lead the sample firms, in 

general, to a partial better accounting performance. 

 

Table 2. Mean pre-IFRS and post-IFRS ratios three years before/after the IFRS adoption in Greece for firms at 

FTSE 20 and FTSE 40 

 

Table values are the mean computed for each ratio (as shown above) for the research sample of twenty listed 

firms from the IT sector at the Athens Exchange between 2002 and 2007. The ratio mean computed in the pre-

IFRS period of three years (3 years avg.) represents the mean ratio of the third (T-3), second (T-2) and first year 

(T-1) before the IFRS adoption event in Greece. The ratio mean computed in the post-IFRS period of three years 

(3 years avg.) represents the mean ratio of the third (T+3), second (T+2) and first year (T+1) after the IFRS 

adoption. 

 

Variable 
Mean Pre-IFRS 

(3 years avg.) 

Mean Post-IFRS 

(3 years avg.) 

T-statistic 

(Two-tail) 
P-Value 

Confidence Interval 

95% 

M01 20,5 18,9 -0,70 0,486 (-6,23; 2,97) 

M02 11,5 13,5 0,88 0,381 (-2,48; 6,47) 

M03 10,3 11,1 0,31 0,760 (-4,66; 6,37) 

M04 5,59 6,00 0,39 0,698 (-1,65; 2,46) 

M05 1,29 1,33 0,17 0,867 (-0,491; 0,583) 

M06 24,4 13,0 -1,63 0,105 (-25,14; 2,39) 

M07 168 127 -2,53 0,012** (-72,5; -9,1) 

M08 71,8 57,6 -1,66 0,098* (-31,01; 2,63) 

M09 2,30 2,66 0,73 0,464 (-0,607; 1,329) 

M10 1,82 2,15 0,71 0,479 (-0,581; 1,235) 

M11 58,0 57,4 -0,25 0,803 (-5,10; 3,95) 

M12 62,7 61,1 -0,19 0,849 (-18,81; 15,49) 

 
Note: 
***, **, * indicate that the mean change is significantly different from zero at the 0.01, 0.05, and 0.10 probability level, 

respectively, as measured by two independent sample mean t-tests.  

More analytically, the P-value interpretation levels for the above referred three cases are described below: 

p<0.01 strong evidence against Ho (see, ***) 

0.01 p<0.05 moderate evidence against Ho (see, **) 

0.05 p<0.10 little evidence against Ho (see, *) 

0.10 p no real evidence against Ho 

 

Interpretation of results and further 
evidence 

 

According to several past studies, companies 

belonging to FTSE 20 and 40 could exhibit higher 

equity or reveal several financial differences in terms 

of IFRS adoption effects between firms that belong to 

different stock market indices (Iatridis & Dalla, 2011; 

Grant Thornton, 2007).  

To test the above referred proposition, the study 

compares the pre-official and official IFRS adoption 

periods among the ASE indices that are used in this 

study:  FTSE 20 and FTSE 40. 

Thus, the hypothesis H2 of this research is that: 

“IFRS adoption effects are not likely to be different 

for large firms compared to medium firms”.  

In order to examine the impact of the 

categorization in the FTSE 20 and FTSE 40 indexes 

of the ASE for the companies of high and medium 

capitalization, regarding to the above referred 

argument, the study analyses this data of the sample 

firms and categorize them in two groups from this 

respect:  

72% (34 firms) are companies of medium 

capitalization and are included in the FTSE 40 index 

of the ASE and  
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28% (13 firms) are companies of high 

capitalization and are included in the FTSE 20 index 

of the ASE. 

Next, the differences between the means of post-

IFRS and pre-IFRS ratios (ratios M01 to M13) are 

computed as below: 

 

iii XXX 12 
 

 

where, 

X  = difference between the means of post- 

and pre-merger ratios  

i  = examined ratios {M1, M2, ..., M13} 

1X   = mean of pre-IFRS examined ratios 

2X  = mean of post-IFRS examined ratios 

Then, for these data (see, iX ), after the 

rejection of the null hypothesis that the data sample 

has the normal distribution, a non-parametric test is 

applied, as non-parametric tests imply that there is no 

assumption of a specific distribution for the data 

population: the Kruskall-Wallis test.  

The Kruskall-Wallis test is a nonparametric test 

alternative to a one-way ANOVA. The test does not 

require the data to be normal, but instead uses the 

rank of the data values rather than the actual data 

values for the analysis. The general calculation form 

of the Kruskall-Wallis test statistic is for H: 

)1(

][12 2







NN

RRn
H

jj
 

where,  

jn = the number of observations in group j 

N = the total sample size 

jR = the average of the ranks in group j,  

R = the average of all the ranks.  

 

The received results are presented in the Table 3 

(see, below). 

The results reveal that three variables 

(ΔM04/ROA, ΔM11/solvency ratio, ΔM13 /cash 

flow) present a significant change due to the IFRS 

adoption event. And thus, it signalizes a higher 

impact on their financial statements, with a similar 

reduction at the size of examined data of the ratios, of 

firms that are in the FTSE 40 than these of FTSE 20. 

So, the above stated proposition of the hypothesis H2 

is rejected. 

Thus, this result of the study is not consistent 

with these of past studies concerning firms that are 

included in FTSE 20 and 40 in Greek stock market 

(as already have been referred above). 

 

 

Table 3. Kruskal-Wallis test for FTSE 20 and FTSE 40 firms 

 

Table values are the median computed for each ratio (as shown above) for the research sample of 47 Greek listed 

firms. The median of each ratio that computed for firms of FTSE 20 represents the median of each ratio from the 

mean differences of the average of 3 years before the IFRS adoption event (the third, T-3; the second, T-2; and 

the first year, T-1) and after the completion of the IFRS adoption event (the third, T+3; the second, T+2; and the 

first year, T+1). The other (FTSE 40) is computed in similar way for the sample firms that are included in this 

index. 

 

Code 
Variable name of examined ratio 

Median 
P-Value 

 FTSE 20 FTSE 40 

ΔM01 EBITDA Margin -2,625 -2,151 0,935 

ΔM02 EBIT Margin -0,7159 -0,3944 0,862 

ΔM03 ROE -0,2827 -1,2198 0,410 

ΔM04 ROA 1,3472 -0,9277 0,047** 

ΔM05 Net assets turnover -0,004329 -0,041753 0,129 

ΔM06 Interest cover -1,6271 -0,7288 0,383 

ΔM07 Collection period -14,17 -28,63 0,174 

ΔM08 Credit period -9,473 -6,839 0,928 

ΔM09 Current ratio 0,06437 0,08174 0,982 

ΔM10 Liquidity ratio -0,04971 0,01248 0,964 

ΔM11 Solvency ratio 2,601 -3,505 0,060* 

ΔM12 Gearing -2,315 6,464 0,167 

ΔM13 Cash flow 26435,8 640,2 0,002*** 

 
Note: 
***, **, * indicate that the median change is significantly different from zero at the 0.01, 0.05, and 0.10 probability level, 

respectively.  
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Several past studies referred to the audit firm 

size as a proxy for accounting quality (DeAngelo, 

1981; Watts & Zimmerman, 1986) and thus, the 

sample firms could be divided according to their 

preference to choose for their auditor a Big 4 (which 

are: KPMG, PriceWaterHouseCoopers, Deloitte, 

Ernst & Young) or a non-Big 4 company and further 

examine any differences of the impact of the IFRS 

adoption event, in accordance to the above arguments 

(Tsalavoutas & Evans, 2010). 

The hypothesis H3 of this research is that: “IFRS 

adoption effects are not likely to be different for 

companies with non-Big 4 audit firms than for 

companies with Big 4 auditors”.  

With similar process than the above a non-

parametric test is applied in order to examine if the 

group of the sample firms that preferred a non-Big 4 

firm as their auditor company than a Big 4 firm 

present difference impact from the IFRS adoption 

event at their financial statements.  

The data of the sample firms within this respect 

are in two groups:  

30% (14 firms) of the sample firms that 

preferred a Big 4 firm as their auditor company and  

70% (33 firms) of the sample firms that 

preferred a non-Big 4 firm as their auditor company. 

From the above received results, it is clear that 

there is no statistical significant change from the 

choice of the auditor firm (Big 4 or non-Big 4) for the 

examined firms of the research sample at any 

accounting ratio, which is not consistent with those of 

past studies (Tsalavoutas & Evans, 2010). Finally, the 

hypothesis H3 is accepted. 

 

Table 4. Kruskal-Wallis test for Big 4 and non-Big 4 auditor companies 

 

Table values are the median computed for each ratio (as shown above) for the research sample of 47 Greek listed 

firms. The median of each ratio that computed for the firms that preferred a Big 4 firm as their auditor company 

represents the median of each ratio from the mean differences of the average of 3 years before the IFRS adoption 

event (the third, T-3; the second, T-2; and the first year, T-1) and after the IFRS adoption event (the third, T+3; 

the second, T+2; and the first year, T+1). The other (firms that preferred a non-Big 4 firm as their auditor 

company) is computed in similar way for the sample firms. 

 

Code Variable name of examined ratio 
Median 

P-Value 
Big 4 non-Big 4 

ΔM01 EBITDA Margin -3,121 -1,919 0,646 

ΔM02 EBIT Margin -0,3725 -0,6727 0,759 

ΔM03 ROE 0,1487 -0,6946 0,406 

ΔM04 ROA 0,3766 -0,4050 0,470 

ΔM05 Net assets turnover -0,01788 -0,02506 0,594 

ΔM06 Interest cover -2,0046 -0,8714 0,709 

ΔM07 Collection period -20,36 -26,76 0,536 

ΔM08 Credit period -10,211 -7,306 0,765 

ΔM09 Current ratio 0,21948 0,05956 0,733 

ΔM10 Liquidity ratio -0,008290 -0,08621 0,765 

ΔM11 Solvency ratio -0,6762 -1,6604 0,443 

ΔM12 Gearing 2,533 6,591 0,456 

ΔM13 Cash flow 4984,3 793,0 0,670 

 
Note: 
***, **, * indicate that the median change is significantly different from zero at the 0.01, 0.05, and 0.10 probability level, 

respectively.  

 

Related to the above referred to the audit firm is 

the statement that several past studies claimed that the 

choice of the SOL SA as an auditor firm could lead to 

lower tax evasion and thus, higher accounting 

transparency (Kourdoumpalou & Karagiorgos, 2012) 

and thus, the sample firms could be further divided 

according to their preference to choose for their 

auditor a Big 4 or the SOL SA or a non-Big 4 

company and further examine any differences of the 

impact of the IFRS adoption event, in accordance to 

the above arguments. 

The hypothesis H4 of this research is that: “IFRS 

adoption effects are not likely to be different for 

companies with Big 4 auditors, SOL SA and non-Big 

4 audit firms”.  

With similar process than the above a non-

parametric test is applied in order to examine if the 

group of the sample firms that chose a Big 4 firm, the 

SOL SA and a non-Big 4 firm as their auditor 

company present difference impact from the IFRS 

adoption event at their financial statements.  

The data of the sample firms within this respect 

are in three groups:  

30% (14 firms) of the sample firms that 

preferred a Big 4 firm as their auditor company,  
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28% (13 firms) of the sample firms that 

preferred the SOL SA as their auditor company and  

42% (20 firms) of the sample firms that 

preferred a non-Big 4 firm as their auditor company 

(except the SOL SA). 

From the above received results, it is clear that 

there is no statistical significant change from the 

choice of the auditor firm (Big 4 or SOL SA or non-

Big 4) for the examined firms of the research sample 

at any accounting ratio (apart from a more 

conservative evaluation of the tangible and intangible 

assets, etc. at firms that have chosen the SOL SA), 

which is not consistent with these of past studies 

(Tsalavoutas & Evans, 2010; Kourdoumpalou & 

Karagiorgos, 2012). Finally, the hypothesis H4 is 

accepted.

 

Table 5. Kruskal-Wallis test for Big 4, SOL SA and non-Big 4 auditor companies 

 

Table values are the median computed for each ratio (as shown above) for the research sample of 47 Greek listed 

firms. The median of each ratio that computed for firms that preferred a Big 4 firm as their auditor company 

represents the median of each ratio from the mean differences of the average of 3 years before the IFRS adoption 

event (the third, T-3; the second, T-2; and the first year, T-1) and after the completion of IFRS adoption event 

(the third, T+3; the second, T+2; and the first year, T+1). The other (firms that preferred SOL SA or another non-

Big 4 firm as their auditor company) is computed in similar way for the sample firms. 

 

Code 
Variable name of examined 

ratio 

Median P-Value 

Big 4 SOL SA non-Big 4  

ΔM01 EBITDA Margin -3,1211 -2,7271 -0,6785 0,433 

ΔM02 EBIT Margin -0,3725 -0,7089 -0,6365 0,752 

ΔM03 ROE 0,1487 -2,0802 -0,3662 0,669 

ΔM04 ROA 0,37663 -1,14557 0,05077 0,441 

ΔM05 Net assets turnover -0,01787 -0,0832 -0,00951 0,447 

ΔM06 Interest cover -2,0046 -1,4157 -0,4288 0,597 

ΔM07 Collection period -20,36 -37,39 -16,26 0,183 

ΔM08 Credit period -10,211 -9,745 -7,261 0,850 

ΔM09 Current ratio 0,21948 -0,09509 0,08174 0,696 

ΔM10 Liquidity ratio -0,00829 -0,08621 0,00589 0,850 

ΔM11 Solvency ratio -0,6762 -4,4395 -1,2738 0,210 

ΔM12 Gearing 2,533 18,879 2,125 0,219 

ΔM13 Cash flow 4984,3 623,2 1202,4 0,471 

 
Note: 
***, **, * indicate that the median change is significantly different from zero at the 0.01, 0.05, and 0.10 probability level, 

respectively.  

 

Summary and conclusions 
 

The process of globalization has increased the need 

for world-wide comparable accounting standards and 

regulations in all the financial markets. Within this 

globalization process, starting from January 2005 

onwards all publicly listed firms in the European 

Union (EU) member states were required to prepare 

their financial statements according to the 

International Financial Reporting Standards – IFRS. 

This transition from Greek GAAP to IFRS may have 

an effect on firms’ financial results.  

Several studies worldwide document 

anticipated, as well as actual economic consequences 

of IFRS adoption. In Greece there are many past 

studies that examined the impact of adoption of IFRS 

at the Greek firms from many aspects and in several 

sectors of Athens Exchange.  

This study analyzes the IFRS effects on 

financial statements for three years before and after 

the IFRS adoption in Greece: the ratios for the pre-

IFRS period (2002-2004), when were applied the 

Greek GAAP, are compared with these ones of the 

post-IFRS period (2005-2007). Also, a further 

analysis is applied in order to estimate the exact 

influence of IFRS adoption effects regarding the 

event if the companies are of high and medium 

capitalization (which are companies that are included 

in the FTSE 20 and FTSE 40 indexes of the ASE), 

and the impact of the auditor size at the relative 

change after the IFRS official adoption on firms’ 

financial statements). 

Concerning the IFRS adoption impact in 

examining the data for the sample firms over a three-

year-period before and after the IFRS adoption, the 

results revealed that only two (collection period and 

Μ08: credit period) out of the thirteen accounting 

ratios had a statistically significant effect due to the 

IFRS adoption event; the first increased and the 

second decreased. Thus, it signalize that the IFRS 

adoption effects on accounting-based information and 

performance from financial statements have leaded 

the sample firms, in general, to a partial better 

accounting performance. 
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Furthermore, the research results revealed a 

higher impact on their financial statements, with a 

similar reduction at the size of examined data of the 

ratios, of firms that are in the FTSE 40 than those of 

FTSE 20.  

Also, from the above results, it is clear that there 

is no statistical significant change from the choice of 

the audit firm (Big 4 or SOL SA or non-Big 4) for the 

examined firms of the research sample at any 

accounting ratio, which is not consistent with those 

past studies. 

Last, future research of this study could examine 

a larger sample that could include not only Greek 

firms listed in the FTSE 20 and 40 of the Athens 

Stock Exchange, but also other listed firms possibly 

within other time frame periods. 
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CORPORATE GOVERNANCE LISTING REQUIREMENTS:  

PROTECTING INVESTORS FROM FRAUDULENT FINANCIAL 

REPORTING 
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Abstract 
 

This paper analyzes the corporate governance listing requirements of major global stock exchanges to 
assess the level of investor protection from investment disasters, such as corporate fraudulent financial 
reporting (e.g. Enron, Lehman Brothers, Satyam, and Parmalat) and the 2008 financial crisis which 
destroyed over $1 trillion in market capitalization of U.S. companies. This investor protection issue is 
especially critical for emerging stock exchanges that are trying to attract foreign investors, such as in 
the United Arab Emirates (UAE) and Russia. This issue is assessed by comparing the corporate 
governance listing requirements of the well-established stock exchanges in the United States (both the 
New York Stock Exchange or NYSE and the over-the-counter-stock-exchange or NASDAQ), United 
Kingdom (London), and Singapore to the listing requirements of the emerging stock exchanges in the 
UAE and Russia. The effectiveness of these corporate governance listing requirements in protecting 
investors is assessed by determining how they address ten common corporate governance factors 
which represent lessons learned from recent fraudulent financial reporting scandals. These ten factors 
have been divided into two groups of five.  The first five common factors were the same ones found in a 
2010 Commission on Corporate Governance report, sponsored by the New York Stock Exchange, to 
investigate the 2008 financial crisis.  This paper has called them “structural” factors and labelled the 
other five common factors as “behavioral” factors. The global listing requirement comparisons reveal 
that investors seem to be quite well protected from the five “structural” factors but not the five 
“behavioral” factors. The paper concludes with listing requirement suggestions to protect investors 
from these five “behavioral” factors.  Investor protection from all ten factors is still needed as recent 
U.S. and global surveys have indicated that financial reporting manipulations are ongoing. 
 
Keywords: Corporate Governance Listing Requirements, Fraudulent Financial Reporting, 2008 
Financial Crisis 
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1. Introduction 
 

A major lesson from recent spectacular financial 

reporting frauds and the 2008 financial crisis is that 

effective reform of corporate governance is needed 

now more than ever. This paper analyzes the 

corporate governance listing requirements of major 

stock exchanges to assess the level of investor 

protection from such investment disasters. This issue 

is especially critical to emerging stock exchanges, 

like in the United Arab Emirates (UAE) and Russia, 

where these countries are trying to attract foreign 

investors. Thus, the corporate governance listing 

requirements of the well-established stock exchanges 

in the United States (both the New York Stock 

Exchange or NYSE and the over-the-counter-stock-

exchange or NASDAQ), United Kingdom (London), 

and Singapore, are compared to listing requirements 

of the emerging stock exchanges in the UAE and 

Russia. The effectiveness of these corporate 

governance listing requirements for protecting 

investors is assessed by determining how they 

address ten common corporate governance factors
1
 in 

fraudulent financial reporting that represent lessons 

learned from recent spectacular frauds and the 2008 

financial crisis. 

This paper examined the corporate governance 

listing requirements in different major stock 

exchanges in the world for investor protection against 

ten common factors that caused fraudulent financial 

reporting. The paper concludes with the 

recommendation that ten factors that impinge 

critically on financial fraud should be controlled for, 

                                                           
1
 These factors are: (1) all-powerful chief executive officer 

(CEO), (2) weak system of management control, (3) focus on 
short term performance goals, (4) weak or non-existent code 
of ethics, (5) questionable business strategies with opaque 
disclosures, (6) senior management turnover, (7) insider 
stock sales, (8) CEO uncomfortable with criticism, (9) 
independence problems with external auditors, and (10) 
independence problems with investment bankers. 
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in order to improve risk management. Moreover, 

individual high risk areas need to be monitored 

closely. For example, it has been estimated that over 

half of the financial reporting frauds and earnings 

management cases involve revenue recognition 

practices. Aljifri (2007) stated that earnings 

management is generally conducted in areas of the 

timing of expenses and revenue recognition. Also, a 

recent 2012 survey of 170 Chief Financial Officers 

(CFOs) of U.S. public companies found that up to 

20% of U.S. companies misrepresent economic 

performance by managing earnings at approximately 

10% of earnings per share (Whitehouse, 2012).  

Consequently, the U.S. Securities and Exchange 

Commission (SEC) has reorganized its enforcement 

division to increase its focus on accounting fraud, 

including computer screening programs (Eaglesham, 

2013).  

A global survey of 3,500 corporate officials and 

employees in 36 countries in Europe, Africa, the 

Middle East, and India found that 20% knew of 

financial manipulations to either understate expenses 

or overstate revenue.  Among just senior managers 

and directors, the number was 42% (Norris, 2013). 

Consequently, risk management practices and 

guidelines are still relevant and should be 

summarized for investors in corporate governance 

listing requirements. The paper concludes that such 

fraudulent practices will continue unless major stock 

exchanges and public companies strengthen their 

corporate governance listing requirements and 

practices, respectively. This paper is organized in the 

following major sections: corporate governance 

listing requirements, additional regulations in the 

U.S. and Europe, ten common corporate governance 

factors in financial reporting frauds and the subprime 

mortgage crisis, current trends, and conclusions. 

 

2. Corporate Governance Listing 
Requirements   
 

The Appendix presents details of the listing 

requirements of these major stock exchanges, 

juxtaposed with the ten warning signs of possible 

corporate fraud. For example, the UAE state owned, 

the listing requirements of Abu Dhabi Securities 

Exchange and Borse Dubai stock exchange 

(established by the Securities and Commodities 

Authority to be effective in 2010) have drawn from 

both the United States (U.S.) and the United 

Kingdom (U.K.) listing requirements. Since the UAE 

Borse Dubai stock exchange’s goal is to become 

another major stock exchange by filling the ‘24/7’ 

continuous, world trading gap between the U.K. and 

Singapore, the latter stock exchange’s listing 

requirements for corporate governance have been 

included as well. Also, the Sarbanes-Oxley Act 

(SOX) requirements in the U.S. have been included 

as they were written to address several of the ten 

common fraud factors. The emerging Russia or RTS 

Stock Exchange listing requirements have focused 

upon the ten rules needed for major Russian 

companies to be included on its leading or most 

exclusive ‘List A’, as opposed to the less prestigious 

‘List B’ (Derisheva, 2007).  

Ten common corporate governance factors have 

been identified in fraudulent financial reporting 

research dating back to the early 1980s (Grove et al., 

1982) and have continued thereafter (Basilico and 

Grove, 2008).  In fact, these ten factors were present 

approximately 90% of the time in major financial 

reporting frauds of the 21
st
 century, including 

Citigroup, Lehman Brothers, Enron, WorldCom, 

Tyco, Parmalat, and Satyam (Grove and Basilico, 

2011).  Five of these ten factors appear to be 

adequately covered by the various stock exchanges’ 

listing requirements for corporate governance: all-

powerful chief executive officer (CEO), weak system 

of management control, focus on short term 

performance goals, weak or non-existent code of 

ethics, and questionable business strategies with 

opaque disclosures. The other five factors did not 

appear to be adequately covered by these same listing 

requirements: senior management turnover, insider 

stock sales, CEO uncomfortable with criticism, 

independence problems with external auditors, and 

independence problems with investment bankers. The 

major section of this paper assesses these ten fraud 

factors for investor protection by analyzing the 

various stock exchanges’ listing requirements (and 

related statutory regulations) for corporate 

governance.         

 

3. Additional Regulations in U.S. and 
Europe  
 

History has shown that many financial regulation 

reforms were motivated by crises. For instance, the 

U.S. Securities Exchange Act of 1934, which 

established the Securities and Exchange Commission 

(SEC), followed the U.S. stock market crash of 1929. 

The Foreign Corrupt Practices Act of 1977, the SEC 

Practice Section, and the Financial Accounting 

Standards Boards (FASB) were all established 

following the classic U.S. financial reporting frauds 

of the 1960s and 1970s, such as National Student 

Marketing, Stirling Homex, Equity Funding, W.T. 

Grant, and Penn Central. History repeated itself with 

the passing of the Sarbanes-Oxley Act (SOX) in July 

2002 after Enron, WorldCom, and other U.S. 

companies collapsed. SOX also created the Public 

Company Accounting Oversight Board (PCAOB) 

that establishes standards, performs quality reviews 

of auditing firms, and investigates and disciplines 

these audit firms and their employees. This Board is 

composed of five members, only two of whom can be 

certified public accountants (CPAs). Board members 

must serve full time and cannot receive payments, 

other than their retirement pay, from public 

accounting firms (Felo and Solieri, 2003). 
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History has also been repeating itself in Europe 

with various new regulations, following the collapse 

of Parmalat and Cirio. In the European Union (EU), 

the need to use international accounting standards 

became a priority after such financial reporting 

scandals. Starting in January 2005, International 

Financial Reporting Standards (IFRS) have been 

required for public EU companies. Both the IFRS and 

U.S. generally accepted accounting principles 

(GAAP) have been considered as forms of corporate 

governance. Both U.K. and Sweden have required the 

regular rotation of the lead partner on an audit but 

only Italy has required audit firm rotation every five 

years (Plender, 2004). Also, various U.K. securities 

laws have similar provisions to the major SOX 

requirements. For example, the Companies (Audit, 

Investigations and Community Enterprise) Act of 

2004 required companies, their officers, employees, 

and auditors to provide information for the 

investigation of company accounts that may be 

defective. 

 

4. Ten Common Corporate Governance 
Factors in Fraudulent Financial 
Reporting and the 2008 Financial  
 

Various short sellers, fund managers, investors, and 

financial analysts have used corporate governance 

factors to help make their investment decisions 

(Anders, 2002; Bryan-Low and Opdyke, 2002; 

Mulford and Comiskey, 2002; Schilit, 2010 and 200). 

Company managers, board members, internal 

auditors and external auditors also need to analyze 

corporate governance factors, particularly for risk 

management strategies that attempt to detect and 

prevent fraudulent financial reporting and risky 

investments. Corporate governance factors have been 

leading indicators of financial reporting frauds in 

many recent cases as these factors occurred well 

before the stock prices of these fraudulent companies 

dropped to near zero (Grove and Cook, 2004; Cook 

and Grove, 2007).  Furthermore, as noted by Sir 

David Tweedie (2007), Chair of the London-based 

International Accounting Standards Board, “The 

scandals we have seen in recent years are often 

attributed to accounting although, in fact, I think the 

U.S. cases are corporate governance scandals 

involving fraud.” For example, many of Enron’s 

corporate governance factors had surfaced by early 

September 2001 when Enron’s stock price was still 

trading in the $30 to $35 range (off its all time high of 

$90 in the summer of 2000) before 30 November, 

2001 when it dropped to near zero after exposure of 

its financial reporting fraud. Many corporate 

governance factors were also present when 

Parmalat’s stock price was EUR 3.09 on 3 September 

2003 before it dropped to EUR 0.11 on 22 December 

2003 after exposure of its financial reporting fraud.  

Corporate governance factors have also been 

present in the 2008 financial crisis. The first three of 

the ten fraud factors, all-powerful CEO, weak system 

of management control, and focus on short term 

performance goals, have all appeared to contribute to 

subprime mortgage problems in various investment 

banks. For example, CtW Investment Group, a union 

pension fund investment advisor to both private and 

public pension funds that have about $1.4 trillion in 

assets, has threatened to take action against both 

Citigroup and Merrill Lynch which cost shareholders 

$126 billion and $35 billion in 2007, respectively. 

CtW stated that the Audit and Finance Committees of 

both banks’ Boards failed to prevent these banks from 

incurring excessive risks from these subprime 

mortgage investments and failed to monitor the 

former (fired) CEOs who designed and implemented 

those risky strategies (Reuters, 2008).  

The magnitude of the 2008 financial crisis is 

demonstrated by the following subprime mortgage 

investment write-downs to date: $18 billion at 

Citigroup, $15 billion at Merrill Lynch, $15 billion at 

UBS, $11 billion at Morgan Stanley, and $2 billion at 

Bear Stearns. Total write-downs of subprime 

mortgage investments as of the end of 2007 totaled 

$100 billion with another $100 billion possible. CEOs 

at Citigroup, Merrill Lynch, UBS, and Bear Stearns 

all lost their jobs over subprime write-downs but the 

first two CEOs still received total severance packages 

of $95 million and $161.5 million, respectively!  The 

following investment banks have turned to foreign 

governments’ investment funds and wealthy foreign 

private investors in the Middle East and Asia for 

bailout financing:   

  Citigroup: $22 billion as follows: $7.5 

billion from Abu Dhabi Investment Authority, $6.8 

billion from Government of Singapore Investment 

Corporation, and $7.7 billion primarily from Kuwait 

Investment Authority and Alwaleed bin Talal (a Saud 

Prince);   

  Merrill Lynch: $12.2 billion as follows: $6.6 

billion from Korean Investment Corporation, Kuwait 

Investment Authority and Mizuho Financial Group of 

Japan and $5.6 billion primarily from Temasek 

Holdings (controlled by the Singapore government);  

  UBS: $11.5 billion as follows: $9.7 billion 

from the Government of Singapore Investment 

Corporation and $1.8 billion from an anonymous 

Middle Eastern investor;  

  Morgan Stanley: $5 billion from the China 

Investment Corporation;   

  Barclays: $5 billion as follows: $3 billion 

from China Development Bank and $2 billion from 

Temasek Holdings. 

The only major investment banking company to 

avoid this subprime mortgage mess was Goldman 

Sachs whose CFO enforced a strong system of 

internal controls for risk management. Goldman 

Sachs either sold off or bought insurance on its 

subprime mortgage investments and avoided any 

investment write-downs. It maintained a net short 

subprime position with the use of derivatives and 
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benefited from the declining prices in the mortgage 

market. Thus, in 2007 Goldman Sachs earned a 

record $11.6 billion and was the only major 

investment banking firm to pay year-end bonuses 

which were approximately $20.2 billion with its CEO 

obtaining record CEO compensation for this industry 

at $67.9 million.  Further supporting this point, the 

subprime mortgage crisis which is at the center of the 

debt predicament is ‘the biggest failure of ratings and 

risk management ever’ according to UBS (Grant, 

2008).  

The ten fraud (and corporate governance) 

factors represent common red flags that were leading 

indicators in many recent frauds and the 2008 

financial crisis. These ten factors are elaborated with 

specific company examples and with corporate 

governance observations from Warren Buffett, the 

CEO of Berkshire Hathaway, a multi-billionaire 

investor worth over $40 billion, and the second 

wealthiest person in the U.S., after Bill Gates. Buffett 

(2003-2007) has included a corporate governance 

section in his recent annual CEO letters to 

shareholders. He served on 20 public company boards 

and has interacted with more than 250 directors over 

the last 40 years. However, he has only been asked to 

serve on one compensation committee of all these 20 

boards since he has such tough, rigorous views on 

executive compensation, as opposed to the huge 

severance packages for the fired CEOs of Citigroup 

and Merrill Lynch.   

Corrective guidelines to overcome these 

corporate governance weaknesses were derived from 

corporate governance listing requirements of major 

and emerging stock exchanges around the world in 

the U.S., U.K., Russia, UAE, and Singapore. For 

example, the similar NYSE and NASDAQ listing 

standards for corporate governance were approved by 

the SEC on November 4, 2003. Both the NYSE and 

NASDAQ required that all their listed companies 

adopt and discuss these listing standards. Also, listed 

foreign companies must disclose any significant 

differences from these corporate governance listing 

standards. 

The following ten red flag factors for fraudulent 

financial reporting were also matched with 

regulations from SOX which posed remedies for the 

perceived ineffectiveness of corporate governance 

and external audits (Felo and Solieri, 2003). SOX was 

also applicable to more than 300 European companies 

that are dual-listed on U.S. stock exchanges since the 

SEC has required them to follow SOX for their U.S. 

listings. Also, there were currently about 1,300 

foreign firms registered with the SEC, as opposed to 

only 500 firms in 1992, and the number of foreign 

firms listed just on the NYSE has grown from 332 to 

424 in the last few years. The SEC’s resolve to 

enforce SOX with these foreign firms has been 

reinforced by European cases of fraudulent financial 

reporting, i.e., Parmalat, Cirio, Ahold, and Adecco. 

 

All-Powerful CEO   
 

The CEO is also the Chairperson of the Board of 

Directors.  Insiders (senior company managers) on 

the Board have majority control and there is a failure 

of corporate governance. 

Cullinan and Sutton (2002) found that the CEO 

and other senior managers were involved in 90% of 

the 276 companies cited by the SEC for earnings 

management or fraud in its Accounting and Auditing 

Enforcement Releases (AAERs) from 1987-1999.  

Beasley et al. (1999) found similar results in their 

study of AAERs from 1987-1997. Basilico et al. 

(2005) also found significant statistical differences 

for insider majority control of over 100 fraud 

companies in AAERs from 1986-2001 versus 

matched non-fraud companies. For example, the 

original CEO, usually the company founder, was also 

the Chairman of the Board at Enron, WorldCom, and 

Global Crossing. The Qwest Chairman of the Board 

who was the largest single Qwest shareholder, hand-

picked the CEO. In Europe, Parmalat began as a 

family-owned meat company that grew into a global 

food giant. The CEO, who was the company founder, 

the Chief Financial Officer (CFO), and the company 

lawyer continued to run the corporation together as 

insiders controlled the Board of Directors even after it 

went public. 

Concerning corporate governance for an 

effective board structure, Buffett (2005) observed: 

“true independence—meaning the willingness to 

challenge a forceful CEO when something is wrong 

or foolish—is an enormously valuable trait in a 

director. It is also rare.” He looked for people whose 

interests are in line with shareholders in a very big 

way. All eleven of his directors each own more than 

$4 million of Berkshire stock. They are paid nominal 

director fees. No directors and officers liability 

insurance is carried, not wanting them to be insulated 

from any corporate disaster that might occur. Buffett 

(2007) summarized this independence issue: ‘board 

members must be truly independent because many 

directors, who are now deemed independent by 

various authorities and observers, are far from that, 

relying heavily as they do, on directors’ fees, often 

ranging between $150,000 to $250,000 annually, to 

maintain their standard of living.’  Buffett wanted the 

directors’ behavior to be driven by the effect of their 

decisions on their net worth, not by their 

compensation. He called this approach ‘owner-

capitalism’ and said that he knows of no better way to 

create true independence for board directors.   

All the major stock exchange listing 

requirements for corporate governance have 

emphasized an independent Board of Directors to 

help counter-balance an all-powerful CEO in order to 

help protect investors. For example, the NYSE 

required that its listed companies have a majority of 

independent directors and has defined independence 

as directors having no material relationships with the 
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company over the past year. To help promote more 

independent Boards, SOX Section 402 prohibited 

corporate loans to company officers and directors. 

SOX Section 1105 also gave the SEC the power to 

ban, temporarily or permanently, individuals from 

serving as officers or directors of public companies if 

the individuals have committed securities fraud, like 

Martha Steward and Frank Quattrone. Also, several 

large companies, like Disney and MCI, have 

separated the two jobs of CEO and Chairman of the 

Board but JPMorgan Chase shareholders rejected 

such a separation in May, 2013. 

 

Weak System of Management Control 
 

The system of internal control (checks and balances, 

separation of duties, internal audit etc.) is so weak 

that senior management can override it anytime it 

wants. There is a failure of corporate governance. 

A weak system of internal controls was almost 

always present in major fraudulent financial reporting 

cases, both in current and past frauds. Senior 

management encouraged such a weak control system 

so that it can be easily overridden to make the desired 

financial targets, preferably by subordinates without 

the specific knowledge of top management. For 

example, although Parmalat had reported profits each 

year, a report prepared by an independent auditor for 

prosecutors in Milan said that Parmalat only had one 

profitable year between 1990 and 2002.  Also, 

Parmalat’s CEO has admitted shifting over EUR 500 

million cash from the company to other businesses. 

However, the independent Parmalat report put that 

number closer to EUR 1 billion cash and blamed the 

CEO. A Milan Magistrate close to the Parmalat case 

observed: “We need individuals and a culture that 

exercise controls” (Barber, 2004). Another example 

was the Swiss company Adecco, the world’s largest 

temporary employee agency. It had a Board of 

Directors and three-person Audit Committee, 

composed of only Europeans. Meanwhile, 20% of 

total revenues were in the U.S. where the fraud 

occurred from overstated revenues, billing errors, 

lack of internal controls, and poor information 

technology security. Adecco had failed to exert 

proper control over its foreign subsidiaries. 

This control problem has appeared to be 

timeless as the 2007 KPMG survey of 138 top 

corporate executives found that inadequate internal 

control was the primary contributor in the previous 

year to a fraud incident against their company. The 

survey found that a major contributor to fraud was 

management’s override of internal controls. The lead 

partner for KPMG’s Forensic practice concluded: 

‘Applying lessons learned from their efforts to 

implement controls over fraud risk could help boards, 

senior executives and other who have responsibility 

to manage the risk of fraud with early detection and 

prevention’ (KPMG, 2008). 

Concerning corporate governance for 

management controls, Buffett (2004) observed that 

many intelligent and decent directors failed miserably 

due to a “boardroom atmosphere.” He elaborated: 

“It’s almost impossible, for example, in a boardroom 

populated by well-mannered people, to raise the 

question of whether the CEO should be replaced. It’s 

equally awkward to question a proposed acquisition 

that has been endorsed by the CEO, particularly when 

his advisors are present and support his decision.” To 

avoid these “social” difficulties, Buffett has 

enthusiastically endorsed the NYSE requirement that 

outside directors regularly meet without the CEO. 

Also, the NYSE required that every listed company 

have an Audit Committee of at least three members 

composed entirely of independent directors who must 

be financially literate.  Furthermore, it has required 

that every listed company have an internal audit 

function.    

All the major stock exchange listing 

requirements have emphasized a strong system of 

internal controls to help protect investors. Various 

exchanges, like the NYSE, have specifically cited the 

need for independent Audit Committees and internal 

audit functions. Since a strong internal control 

environment is critical to preventing fraud, SOX 

Section 404 required that both the CEO and the CFO 

discuss their firm’s internal controls. Firms must also 

report on the policies and procedures in place to 

prevent fraud in their annual reports. CEOs and CFOs 

are required to state that establishing and maintaining 

the internal control structure is their responsibility 

and to provide an annual assessment of the 

effectiveness of those policies and procedures. In its 

recent Auditing Standard No. 5, the U.S. Public 

Companies Accounting Oversight Board (PCAOB), 

created by SOX, required that the external auditor 

give an opinion on the effectiveness of a firm’s 

internal controls in addition to the required opinion 

on the fairness of the firm’s financial statements. 

 

Focus on Short Term Performance Goals 
 

The overriding performance goal is to ‘make the 

numbers,’ for each quarter and each year.  More 

performance emphasis is given to revenue, or ‘top-

line’ growth, than earnings, or ‘bottom-line’ growth. 

Qwest’s CEO was criticized by his own board 

for having a short-term focus on making the numbers, 

particularly double-digit revenue growth. For 

example, Qwest did quarter-end swaps of its fiber 

optic networks with other companies, such as Global 

Crossing and Enron, to make its quarterly double-

digit revenue targets. Qwest also recorded thirteen 

months of advertising revenues from its telephone 

directories, instead of the normal twelve months, to 

make its annual revenue growth target one year. None 

of these swaps were disclosed to investors. To make 

its own revenue goals, the Dutch company Ahold 

recorded supplier rebates as revenues. Two German 
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firms rejected proposed mergers with Enron and 

Qwest, similarly citing aggressive revenue and 

earnings management accounting practices and huge 

off-balance sheet debt of these companies. 

To guard against an undue focus on short-term 

financial performance for compensation packages, a 

total compensation package could be divided into 

fixed and variable components.  For example, the 

variable component could be made up of several 

performance measures (Hilb, 2004):  

1. long-term financial performance over three 

years,  

2. comparative value indices (e.g. 50% 

Economic Value Added, 20% customer loyalty, 20% 

employee satisfaction, and 10% public image), and 

3. functional performance assessments (20% 

board committee performance, 30% individual board 

member performance, and 50% corporate 

performance). 

Similarly, Epstein and Roy (2002) have 

advocated that Kaplan and Norton’s (2000) Balanced 

Scorecard approach be used to evaluate, not only 

company performance, but also board performance. 

One of the four strategic perspectives of the Balanced 

Scorecard was slightly modified as the customer 

perspective would be expanded to a stakeholder 

perspective for the board. The other three Balanced 

Scorecard categories remained the same: financial, 

internal processes, and learning/growth. 

Concerning guidelines for executive 

compensation, Buffett (2006) stated: ‘In judging 

whether Corporate America is serious about 

reforming itself, CEO pay remains the acid test.  To 

date, the results aren’t encouraging.’ He noted that 

when CEOs meet with boards’ compensation 

committees, too often one side (the CEO) has cared 

much more than the other side about the pay package. 

The difference often has seemed unimportant to the 

board’s compensation committee, particularly when 

stock option grants had no effect on earnings prior to 

2006 under U.S. accounting rules. He observed that 

such negotiations often had a ‘play-money’ quality 

and said that directors should not serve on 

compensation committees unless they are capable of 

negotiating on behalf of the shareholders. Buffett 

noted that “CEOs have often amassed riches while 

their shareholders have experienced financial 

disasters. Directors should stop such piracy. It would 

be a travesty if the bloated pay of recent years 

became a baseline for future compensation.” The 

2008 financial crisis with the bloated severance 

packages for fired and continuing CEOs reinforced 

this observation.  Also, Buffett has argued that a red 

flag should exist if a company always does meet its 

quarterly and annual goals, like Enron did, since such 

performance ignores the reality of competitive 

environments and business cycles. 

All the major stock exchanges have independent 

compensation committee requirements to help protect 

investors concerning these types of compensation 

problems. For example, the NYSE required that all 

listed companies have a compensation committee 

comprised solely of independent directors. This 

committee must have a written charter which includes 

objectives for CEO compensation and performance 

evaluation. Annual performance evaluations of the 

board and its committees are required. Also, the SEC 

has required an annual compensation committee 

report with specific disclosures from the board in 

proxy statements to shareholders. 

SOX Section 302 required CEOs and CFOs to 

certify, in a written report, that they have reviewed all 

quarterly and annual reports filed with the SEC. They 

must state that, to the best of their knowledge, the 

reports present fairly the financial condition and 

operations of the firm and do not omit material 

information. Individuals can be fined up to $5 million 

and be sentenced to up to 20 years in prison for 

violating this requirement. This regulation helped 

prevent earnings manipulation by companies to meet 

the quarterly and annual earnings targets of financial 

analysts. Also, SOX Section 401(b) enabled the SEC 

to adopt Regulation G for the required disclosure and 

reconciliation of pro-forma financial measures to 

generally accepted accounting principles (GAAP). 

U.S. companies, especially technology companies, 

had been using pro-forma (non-GAAP) accounting to 

make short term revenue and earnings targets in their 

quarterly and annual press releases and conference 

calls. They are now required to reconcile any such 

pro-forma numbers to GAAP financial statement 

numbers in an 8-K report to the SEC.   

 

CEO is Uncomfortable with Criticism 
 

When questioned by outsiders, like financial analysts 

during conference calls, the CEO is defensive and 

abusive to these outsiders. The CEO and/or senior 

managers, like the CFO, may even wind up lying to 

these outsiders. 

Enron’s CEO, Jeffrey Skilling, was 

uncomfortable with criticism. In a conference call 

with financial analysts, he called one financial analyst 

an ‘asshole’ when questioned about Enron’s 

performance. Jim Chanos, who was the first hedge 

fund manager to question Enron’s performance, 

called Skilling’s conference call a disaster and the 

final piece of the puzzle. He began to short Enron’s 

stock shortly thereafter while it was still trading 

around $70 per share.  Also, Enron’s CEO and CFO 

both repeatedly told financial analysts that Enron 

would never be liable for bank loans with its Special 

Purpose Entities (SPEs). However, there were credit 

triggers in the bank loan covenants that could and did 

make Enron liable for such loans. The two major 

credit triggers were Enron’s common stock price 

falling below a certain level and Enron’s credit rating 

falling to junk bond status.   

Qwest’s CEO criticized the Morgan Stanley 

financial analysts who questioned his company’s 
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performance and who downgraded Qwest’s stock 

from a buy to a neutral status. He said that they were 

‘not the sharpest knives in the drawer’ and called 

their report ‘hogwash.’ He pledged never to talk to 

them again and terminated any future investment 

banking business with Morgan Stanley. Parmalat’s 

CEO was uncomfortable with criticism from his new 

auditors and Italian bankers. Italian law requires audit 

firms to be rotated every five years. To mitigate this 

law, he moved 51% of Parmalat’s operations and its 

questionable business practices to the Cayman Islands 

where the former lead audit firm had been rotated. 

Also, he shifted funds from Italian banks to a Bank of 

America account in the Cayman Islands. 

Concerning guidelines for an effective board, 

Buffett (2006) commented: “When the CEO cares 

deeply and the directors don’t, a necessary and 

powerful countervailing force in corporate 

governance is missing. Getting rid of mediocre CEOs 

and eliminating overreaching by the able ones 

requires action by owners - big owners. Twenty, or 

even fewer, of the largest institutions, acting together, 

could effectively reform corporate governance at a 

given company, simply by withholding their votes for 

directors who were tolerating odious behavior.” 

Similarly, the U.K. or London Stock Exchange 

listing requirements could be used to enhance such 

institutional power to help protect investors. Rule E1 

states that institutional investors (IS) should enter into 

a dialogue with companies based on the mutual 

understanding of objectives and Rule E2 stated that 

IS should avoid a box-ticking approach to assessing a 

company’s corporate governance. Thus, if IS asked 

tough questions of a company’s management, 

particularly the CEO, then, such executives should be 

more comfortable with criticism and additional tough 

questions from financial analysts, hedge fund 

managers, and other investors. Also, the UAE Article 

12.2b stated that shareholder rights shall include the 

opportunity to efficiently participate and vote at 

general assembly meetings and the right to discuss 

the matters listed on the agenda and to ask questions 

thereupon to the directors and external auditor, who 

shall answer them to the extent that shall not be in 

any prejudice of the company’s interest. More 

independent Boards of Directors, as required by all 

the stock exchanges, would also help protect 

investors. 

 

Senior Management Turnover 
 

The CEO and/or other senior managers, especially the 

CFO, quit their ‘dream jobs’ to ‘spend more time 

with their families.’   

Enron’s CEO, Jeffrey Skilling, resigned only six 

months after being promoted to his ‘dream job’, and 

called it a ‘purely personal’ decision, elaborating that 

he wanted to devote more time to his family. One 

investment fund manager, John Hammerschmidt, 

said: “That was the worst excuse I’ve ever heard. As 

soon as I heard that, I dumped my shares.” Others, 

including Sherron Watkins, the Enron whistleblower, 

have speculated that Skilling knew that Enron’s 

falling stock price would cause Enron’s loan 

guarantees of its SPE partnerships to be exposed and 

then lead to Enron’s bankruptcy. Similarly, Qwest’s 

CFO resigned over one year in advance of its 

accounting problems surfacing and Parmalat’s CFO 

quit nine months before it went into bankruptcy. 

To help reduce senior management turnover, a 

competent, independent nominating committee of the 

Board of Directors could help select senior managers 

who are interested in the long-term success of the 

company and its shareholders. Buffett (2005) 

commented: “In addition to being independent, 

directors should have business savvy, a shareholder 

orientation, and a genuine interest in the company. In 

my 40 years of board experience, the great majority 

of these directors lacked at least one of these three 

qualities. As a result, their contribution to shareholder 

well-being was minimal at best and too often 

negative. They simply did not know enough about 

business and/or care enough about shareholders to 

question foolish acquisitions or egregious 

compensation.” 

A similar focus on a competent Board’s 

nominating committee to help protect investors was 

the NYSE requirement that each listed company have 

a nominating/corporate governance committee 

comprised solely of independent directors. This 

committee must have a written charter which includes 

the criteria and responsibilities used to identify 

individuals qualified to become board members. 

Also, a version of the UAE requirement for directors 

could be used. Article 3.4 states that a director shall 

stay in office until he is succeeded, becomes 

deceased, resigns, or is dismissed via a Board of 

Directors’ decision. A statutory requirement, similar 

to the SOX requirement on insider trading, could be 

used to increase investor protection. Senior 

management turnover would have to be disclosed on 

a company’s website within two days and reported to 

the SEC in the same time. 

 

Insider Stock Sales 
 

Senior managers, especially the CEO and the CFO, 

are selling their own company’s common stock at 

current prices, rather than holding these shares for the 

long term.  At the same time, they are saying that 

their company’s stock is undervalued and has a great 

future. 

Significant insider trading occurred at Enron in 

the last half of 2000 and the first half of 2001 before 

its stock crashed in the last half of 2001 and it went 

into bankruptcy.  The former CEO (Ken Lay), the 

following CEO (Jeffrey Skilling), the general council, 

the CFO, and other chief executives all sold large 

blocks of stock and made $1.1 billion. In 2000, Lay 

made $66.3 million and Skilling made $60.7 million 
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from exercising stock options and selling the shares, 

roughly double the amounts the year before. Since the 

selling at Enron was prolific as the stock fell 

throughout 2001, one financial analyst at Thomson 

Financial, Paul Elliot, called such insider sales a 

“screaming red flag,” and questioned: “If Lay and 

Skilling believed that the stock was undervalued and 

headed for $120, as they repeatedly told investors, 

then why were they cashing in so heavily?” Lay and 

Skilling have been convicted on numerous counts of 

conspiracy and securities fraud. Skilling served a 

prison term of 7 years but Lay died before he could 

appeal his conviction. Similar insider trading 

occurred at major U.S. telecom companies. For 

example, eight Qwest senior executives made $2.2 

billion while still “touting” the stock price prospects 

at Qwest. The Qwest CEO has been convicted of 

numerous counts of insider trading and served a 

prison term of 5 years. Also, WorldCom’s CFO 

immediately exercised and sold all his stock options 

as soon as they vested.  He has also been convicted of 

insider trading and is serving a 25 year prison term.   

Both Russian and UAE stock exchange 

requirements are relevant for investor protection here. 

Russian Rule 8 states that an issuer’s Board of 

Directors shall pass a document on the use of 

confidential information about the issuer’s activities, 

securities issued by this company, and transactions, 

which involve the above securities, since its 

disclosures can considerably influence the market 

price of the issuer’s securities. UAE Article 14 

(Appendix, Section 2) states that the required 

Governance Report shall state the transactions of the 

directors and their relatives in the company’s 

securities during the period covered by the report. 

Executive stock trades have become easy to 

follow in the U.S. From the mandate of SOX Section 

403, the SEC required that such trades be reported 

electronically within two days and also posted on the 

company’s website. The old requirement was 45 

days. Managers often had an incentive to commit 

fraudulent financial reporting to receive bonuses and 

to profit from equity-based compensation. To reduce 

such incentives, SOX Section 304 required forfeiture 

of bonuses and profits from equity sales by CEOs and 

CFOs when firms restate financial statements from 

material non-compliance with financial reporting 

requirements as a result of misconduct. SOX Section 

306 prohibits officers and directors from purchasing 

or selling company stock during blackout periods 

when employees are prohibited from selling their 

company stock in 401 (k) retirement plans while plan 

administrators are being changed, like Enron did. 

Also, SEC Rule 10(b) 5-1 has enabled executives to 

liquidate their holdings over a period of time under 

very limited circumstances. 

 
 
 
 

Weak or Non-Existent Code of Ethics 
 

Company employees are encouraged to push their 

behavior and financial reporting to ethical and 

professional limits. The company’s code of ethics (if 

one exists) is not taken seriously. 

Parmalat unraveled quickly after it had trouble 

making a routine bond interest payment, prompting 

tougher scrutiny of its books by Italian regulators and 

its own auditors.  A follow-up audit found that 

Parmalat’s EUR 4 billion cash in a Bank of America 

account in the Cayman Islands did not exist. The 

auditors had sent the confirmation request to the bank 

through Parmalat’s internal mail system where it was 

intercepted. Then, the written confirmation from the 

bank back to Parmalat’s auditors was forged as were 

other supporting documents. The EUR 4 billion cash 

had just been fabricated to help cover up the CEO 

looting his company. Also, Parmalat employees were 

ordered to destroy documentation after the fraud 

surfaced but one employee turner over his computer 

and disks to investigators. Over fifty Parmalat 

employees, two former audit firms, and seven banks 

have been investigated. 

A Fortune financial magazine reporter, Bethany 

McLean (2001), was the first to question Enron’s 

value in the financial press. She noted that the use of 

the mark-to-market accounting method for pricing 

Enron’s securities in illiquid markets with no fair 

value benchmarks was a red flag for fraudulent 

financial reporting. She said, “Enron often relied 

upon internal models which created serious potential 

for abuse.” According to former Enron managers, 

salespeople used wildly optimistic assumptions about 

the forward price of commodities and other factors to 

value their contracts so profits would be inflated and 

their bonuses would be bigger. One power industry 

consultant said, “That’s valuation by rumor. There’s 

no way for those results to be taken seriously.”  In a 

home video at a retirement party for an Enron 

manager, Enron’s CEO, Skilling, boasted that he 

could “add a kazillion dollars to the bottom line 

anytime” by using this mark-to-market method. Also, 

seventy-five Enron employees, including secretaries 

and sales representatives, were taken to an empty 

trading floor and told to act as if they were trying to 

sell energy contracts to businesses over the phone. 

Then, Wall Street analysts were given a tour of this 

operation but not allowed to ask any questions of 

these employees. In another example, Tyco’s CFO 

said that he just forgot to include $12 million of loans 

forgiven by Tyco as income in his personal income 

tax return. 

All the major stock exchanges’ listing 

requirements have dealt with this ethics problem by 

requiring a code of ethics and related monitoring and 

communications procedures to help protect investors. 

For example, the NYSE required that its listed 

companies have a code of ethics and promptly 

disclose any waivers of the code. Also, CEOs must 
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certify annually that they are not aware of any 

company violations of NYSE corporate governance 

listing standards. CEOs must promptly notify the 

NYSE in writing if they become aware of any 

material non-compliance from these standards.   

SOX Section 406 requires firms to disclose 

whether they have adopted a code of ethics for their 

CEO, CFO, and senior accounting personnel. Also, 

they have to file an 8-K report with the SEC 

whenever there is a change or waiver in the code. 

This rule was a reaction to Enron’s Board twice 

waiving its conflict of interest policy to facilitate the 

establishment of the SPEs involving its CFO who ran 

them. SOX Section 407 required Audit Committees 

to establish procedures, like whistleblower hotlines, 

to receive and act on anonymous complaints 

concerning accounting, internal controls, and 

auditing. It made retaliation against whistleblowers a 

criminal act. 

 

Independence Problems with the 
Company’s External Auditors 
 

The company often pays the audit firm additional 

consulting fees that may exceed the audit fees. Using 

the same audit partner as the lead or engagement 

partner is often a condition for retaining the audit 

firm. 

Italian securities laws require that a company 

change its external auditors every five years (Barber, 

2004).  Parmalat got around that requirement in two 

ways: 1) it initially had its lead audit partner change 

auditing firms, and 2) it subsequently switched 51% 

of its business to the Cayman Islands where the 

former lead audit firm had been rotated. Thus, the 

same audit partner had signed various parts of 

Parmalat’s audits for the last twenty years. There 

were also independence problems with Enron’s 

auditor, Arthur Andersen (AA). AA’s consulting fees 

with Enron were $27 million, larger than its audit fees 

of $25 million. Many former AA auditors worked for 

Enron and Enron outsourced its entire internal 

auditing work to AA. AA was also the auditor of 

Qwest, Global Crossing and WorldCom and earned 

large consulting fees from those firms. The 

HealthSouth auditors charged about $1 million 

annually for audit fees while earning slightly less 

from performing janitorial inspections of 

HealthSouth’s 1,800 health-care facilities.   

All the stock exchanges have rules establishing 

Audit Committees that need to review the 

independence of external auditors.  For example, the 

Singapore Stock Exchange Rule 11 states that the 

Board should establish an Audit Committee, 

consisting of three non-executive independent 

directors and having written terms of reference which 

clearly set out its authority and duties, including the 

review of independence and objectivity of external 

auditors. However, none of these stock exchanges, 

including the U.S. ones, specifically defined auditor 

independence or required auditor working paper 

retention like SOX has done. 

SOX Section 508 requires that lead audit 

partners, but not audit firms, rotate off an audit 

engagement every five years. Also, a company is 

prohibited from hiring anyone who has worked for its 

audit firm during the one-year period preceding an 

audit. The prohibited jobs are CEO, CFO, Controller, 

Chief Accounting Officer, and equivalent positions. 

Section 508 also prohibits audit firms from designing 

and implementing financial information systems, 

providing internal audit services, and providing 

valuation and appraisal services to audit clients. Thus, 

only the major services of audit and income tax 

preparation may be performed by a firm’s auditor. 

SOX Section 802 required that public accounting 

firms retain documents prepared to support their audit 

reports for at least seven years. 

 

Independence Problems with the 
Company’s Investment Bankers 
 

Favorable ‘buy’ recommendations from an 

investment banker’s financial analysts may be a 

requirement for a company to do new business with 

an investment banking firm. Thus, the investment 

bankers’ research may not represent an independent 

analysis of the company’s investment potential. 

The sell-side financial analysts who worked for 

the investment bank firms that earned significant fees 

from Enron and Parmalat had the same independence 

problems as the auditors.  Typically, investment fees 

were much higher that equity research fees. As one 

example of independence problems, 17 of the 18 sell-

side analysts following Enron still had buy 

recommendations the day after the CEO Skilling 

resigned, ignoring that warning sign. Also, one big 

investment banking firm fired a financial analyst for 

changing his investment rating to a ‘sell’ 

recommendation on Enron at $38 per share. Another 

big firm told its financial analysts to maintain a ‘buy’ 

recommendation for Enron no matter what. One of 

Parmalat’s investment bankers upgraded its 

investment recommendation from hold to buy just 

before Parmalat went into bankruptcy, saying the 

current price of EUR 2.20 was attractive as 

Parmalat’s restructuring was an appealing story.     

None of the major stock exchanges have any 

corporate governance rules in this area to protect 

investors. However, SOX Section 501 enabled the 

SEC to create rules governing research analyst 

conflicts of interest and the SEC has been working 

with the Financial Industry Regulatory Authority 

(FINRA) to help protect investors. FINRA has been 

given the authority by U.S. federal law to discipline 

securities firms and their employees who violate its 

rules and federal securities laws. FINRA oversees and 

regulates U.S. stock exchange trading and 5,100 

brokerage firms, including about 670,000 registered 

securities representatives. Its Rule Filings are not 
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effective until approved by the SEC. Concerning the 

independence of financial analysts, FINRA 

established several rules in 2004 following major 

U.S. fraudulent financial reporting scandals. For 

example, its Rule 1050 required that all persons who 

function as research analysts be registered with 

FINRA and pass a qualification exam and Rule 1022 

required that supervisors of research analysts pass an 

additional exam. Rule 2711 prohibited a research 

analyst from participating in a road show related to an 

investment banking services transaction or 

communicating with current and prospective 

customers about that transaction.       

Also, in December 2002, the twelve largest 

investment banking firms in the U.S. agreed to pay 

almost $1 billion in fines to end SEC and other 

investigations into whether they issued misleading 

stock recommendations and handed out hot new 

shares to obtain corporate clients’ favor. These firms 

also had to pay an additional $500 million over five 

years to buy stock research from independent analysts 

and distribute it to investors. New York Attorney 

General Eliot Spitzer, the lead negotiator of the 

settlement, commented: “Hopefully, these rules will 

restore investor confidence by restoring integrity to 

the marketplace.” 

 

Questionable Business Strategies with 
Opaque Disclosures 
 

An opaque disclosure strategy may exist for the 

company’s business model and related financial 

reporting. The well-known investors, Warren Buffett 

and Peter Lynch, have given the following advice: ‘If 

you don’t understand what a company does, don’t 

invest in it. If management refuses to fill in holes and 

keeps investors in the dark, run!’   

Stock market investors were questioning 

Enron’s business strategies and opaque disclosures as 

Enron’s stock price fell from $80 in February 2001 to 

$1 by November 2001. Short-selling positions 

increased from 2 million shares in August 2000 to 8 

million shares by year-end 2000 to 33 million shares 

by October 2001 and 88 million shares by November 

2001. Similarly, from year-end 1999 to year-end 

2001, all three major telecom companies under SEC 

investigation had significant stock price decreases 

(WorldCom: $55 to $14; Qwest: $43 to $14; Global 

Crossing: $50 to $1). Also, Parmalat’s stock price fell 

from a 52 week high of EUR 3.09 on September 3, 

2003 to EUR 0.11 by the end of December 2003. 

Questionable business strategies existed along 

with opaque disclosure strategies at these firms.  For 

example, the Fortune magazine reporter McLean 

(2001) was the first business reporter to question 

Enron and commented: “How exactly does Enron 

make its money?  Details are hard to come by 

because Enron keeps   many of the specifics 

confidential for what it terms competitive reasons. 

The numbers that Enron does present are often 

extremely complicated…The inability to get behind 

the numbers combined with even higher expectations 

for the company may increase the chance of a nasty 

surprise… Seemingly basic questions, like the effects 

of lower natural gas prices and less volatility in 

energy markets on Enron’s profits, are still 

unanswered.”   

Similarly, Qwest had opaque disclosures of its 

revenue recognition accounting methods for its fiber 

optic swaps and equipment sales. A prime example of 

intentionally opaque, complex financial reporting and 

disclosure came from Enron’s related party 

transactions with special purpose entities (SPEs). As 

the short seller Chanos said, “We read the disclosure 

over and over and over again and we just didn’t 

understand it - and we read footnotes for a living.” 

Warren Buffet made a similar comment in his 2003 

CEO letter to shareholders. An A.G. Edwards energy 

analyst, Michael Heim said, “I’ve never seen such 

complicated disclosures. It was hard to follow the 

movement of money.” When pushed to reveal more, 

Enron management was uncooperative and pleaded 

confidentiality concerns. When its scandal became 

public, Enron was forced to add over $600 million in 

debt to its balance sheet from SPE off-balance sheet 

financing.   

Parmalat used a similar SPE strategy to earn its 

nickname as “Europe’s Enron.” It created an 

elaborate network of related party transactions, using 

opaque subsidiaries in tax havens such as the Cayman 

Islands and Luxembourg to hide the declining state of 

its finances. One subsidiary was called Buconero, 

which means black hole in Italian. Both Enron and 

Parmalat had unnecessarily complex business 

structures with hundreds of interwoven SPEs, 

affiliates, shell companies, and off shore companies 

in tax havens. An independent auditor’s report stated 

that Parmalat hid over EUR 13 billion in off-balance 

sheet debt. One investment bank did change to a sell 

recommendation for Parmalat in November 2002 

(about one year prior to the bankruptcy) as it could 

not understand the need for such opaque and complex 

finances.  Satyam was nicknamed “Asia’s Enron” for 

doing similar financial shenanigans.      

A similar strategy was used in the 2008 financial 

crisis with subprime mortgage investments which 

were moved off the balance sheet with “structured 

investment vehicles” (SIVs) to hide valuation and 

write-down problems. These institutions had about 

$400 billion of suspect securities hidden in these 

SIVs until discovered recently in investigations of the 

subprime mortgage mess.  Many investment banks 

inappropriately borrowed short term money to buy 

long term assets, such as mortgage securities which 

had fallen in value.  Lehman Brothers had hidden $50 

billion of such short-term financing off its books in 

2008 just before it went into bankruptcy. 

To help protect investors, the major stock 

exchanges’ listing requirements have attempted to 

deal with opaque disclosure problems by requiring 
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disclosures of a company’s performance and 

prospects by an independent Board of Directors. 

Also, the NYSE can go further and issue a public 

reprimand letter for violation of any of its corporate 

governance standards before invoking the ultimate 

penalty of delisting. SOX Section 401(a) enabled the 

SEC to adopt rules requiring disclosure of all material 

off-balance sheet transactions and Section 409 

required firms to report material changes in their 

financial condition on a rapid and current basis. Also, 

to increase timeliness and usefulness of financial 

disclosures, the SEC has required all publicly-listed 

companies in the U.S. to report their financial results 

in an online format using extensible business 

reporting language (XBRL) as of the 2012 reporting 

year.     

 

5. Current Trends  
 

One way to assess the effectiveness of the corporate 

governance listing requirements of major stock 

exchanges and related regulations, like SOX, is to 

look at current trends in financial reporting 

restatements by publicly-held companies. For 

example, approximately five years after Enron, 

WorldCom, Qwest, etc., corporate America still has 

many accounting errors. In 2007 1,172 U.S. 

companies filed financial restatements, down 15% 

from 2006 which was up 6.5% from 2005. In 2004 

and 2003 there were only 600 and 500 such 

restatements, respectively.  However, the pattern has 

been changing as the SOX requirements are fixing 

U.S. financial reporting for many investors. For the 

first time in a decade, companies of all sizes filed 

fewer restatements to correct accounting errors in 

2007 than they did the previous year in 2006. Also, 

restatements at large U.S. companies (with market 

capitalization over $750 million) dropped from 2005 

to 2006 by 26%. Similarly, midsize U.S. companies 

(with market capitalization between $75 million to 

$750 million) also dropped 13%. However, an 

increase in restatements (up 45%) from 2005 to 2006 

came from the small or ‘microcap’ companies (with 

market capitalization less than $75 million) which 

tend to be less regulated in the U.S. by the SEC and 

SOX (Glass Lewis & Co. 2008). The SEC typically 

has investigated just large or mid size companies for 

earnings management and fraud in its AAERs.  These 

lower numbers of restatements have had constant 

through the 2012 reporting years for companies.    

Since the advent of SOX requirements in the 

U.S., initial public offerings (IPOs) have increased in 

the U.K., primarily from Russian and Chinese 

companies, while IPOs have decreased in the U.S. 

However, fraud has increased in the U.K. while 

recently decreasing in the U.S. as previously 

discussed. Also, a growing body of economic 

research has shown that the cost of equity capital 

varies with the regulatory and disclosure 

environment. When a foreign company has cross-

listed on a U.S. exchange, it has incurred a significant 

reduction in its cost of capital and also has been given 

a valuation premium (often 30 per cent or more) over 

non-cross-listed companies from its home country. 

Conversely, when a foreign company has cross-listed 

on the London Stock Exchange, there has been no 

valuation premium nor has a reduction in the cost of 

capital occurred. These patterns have continued for 

over 15 years. The obvious explanation was that 

stricter enforcement in the U.S. has caused investors 

to view cross-listed company’s financial results with 

greater trust and assign a higher valuation, i.e. 

deterrence works. Also, criminal enforcement of 

securities offences has been virtually unknown in the 

U.K. and civil insider trading cases have remained 

rare. Given the hidden costs of insider trading, maybe 

the time has come for the U.K. to do more 

enforcement (Coffee, 2008). 

In 2005, National Ratings of Corporate 

Governance were established by the Russian Institute 

of Directors for 150 Russian companies, i.e. the 

majority of companies whose securities are traded on 

the Russian stock exchange. For the first half of 2004, 

only one company received a Class A rating for a 

high level of corporate governance while most 

companies (116) received a medium level of risk with 

a Class B rating for a positive level of corporate 

governance.  However, the corporate governance of 

these companies has been improving. At the end of 

January 2005, a second set of ratings was done. The 

number of companies receiving a Class A rating 

increased to five and the number of companies 

receiving a Class B also increased compared with 

companies with Class C or D ratings (low or 

unsatisfactory levels of corporate governance, 

respectively).  

In 2007, the Asian Corporate Governance 

Association (ACGA) produced its fourth survey of 

corporate governance in Asia in collaboration with 

the CLSA brokerage house. Five hundred eighty-two 

listed companies in eleven Asian-Pacific markets 

were rated on a corporate governance scale of one to 

100 and, then, summarized by countries’ stock 

exchanges using this scale. The derivatives trading 

scandal at China Aviation Oil, the Chinese state-

owned jet fuel importer, and accounting frauds at 

several smaller Singapore-listed companies reduced 

that city-state’s score, placing it level with Hong 

Kong as the ongoing number one and two rated stock 

exchanges. India was third and China was ninth. 

These surveys have raised awareness of good 

corporate governance practices in this region. For 

example, many Singapore companies have improved 

corporate governance practices, especially in 

promoting greater independence of boards and better 

communication with shareholders. Also, regional 

financial reporting and disclosures have improved 

while the independence of Audit Committees and 

political influence on regulatory action are still 

problematic. These corporate governance 
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improvements have helped offset the reluctance of 

equity investors to invest in listed companies in the 

region. Also, private equity investors have helped to 

improve corporate governance in listed companies 

since they had the patience and skill to work closely 

with management to improve their investment exit 

strategies.               

 

6. Conclusions  
 

This paper has assessed the corporate governance 

listing requirements of major global stock exchanges 

for investor protection against ten common corporate 

governance factors that facilitated fraudulent financial 

reporting as well as the 2008 financial crisis. This 

paper has shown how fraudulent financial reporting 

can occur in the absence of strong corporate 

governance. Investors appear to be protected by the 

corporate governance listing requirements of major 

global stock exchanges concerning five of the ten 

common corporate governance factors: 

1. All-Powerful CEO 

2. Weak system of management control 

3. Focus on short-term performance goals 

4. Weak or non-existent code of ethics 

5. Questionable business strategies with 

opaque disclosures 

Schilit (2010) discussed these five factors as 

facilitating earnings management and fraudulent 

financial reporting and Aljifri et.al. (2013) discussed 

disclosure issues relating to corporate governance.  

Also, the New York Stock Exchange (NYSE) 

sponsored a Commission on Corporate Governance 

after the 2008 financial crisis and this commission’s 

report in September, 2010 cited the failure of these 

five corporate governance principles as lessons to be 

learned from the 2008 financial crisis (NYSE, 2010).  

This paper has now labelled these first five common 

items as “structural” factors of corporate governance, 

as opposed to the five following common items, 

which this paper now has labelled as “behavioral” 

factors of corporate governance. These latter five 

factors are intrinsically much harder to regulate in 

order to protect investors.  Thus, investors appear to 

be unprotected by the various listing requirements of 

major global stock exchanges from these five 

“behavioral” fraud factors: 

1. CEO uncomfortable with criticism 

2. Senior management turnover 

3. Insider stock sales 

4. Independence problems with external 

auditors 

5. Independence problems with investment 

bankers  

However, these five “behavioral” factors did not 

appear as often as the five “structural” factors (64% 

versus 98%) in the previously cited study of major 

financial reporting frauds of the 21
st
 century (Grove 

and Basilico, 2011).  Thus, the “behavioral” factors 

may not need as much investor protection as the 

“structural” factors.  A 2013 study also reinforced the 

importance of the “structural” factors by concluding 

that “a poor tone at the top” is a strong predictor of 

aggressive or questionable financial reporting and 

investors should beware of such a poor tone at the top 

(King, 2013).  The five “structural” factors are all 

related to senior management establishing a “poor 

tone at the top” and have contributed to excessive risk 

taking and poor company and related stock market 

performance in both U.S. and European banks during 

the financial crisis (Allemand et.al, 2013, Grove et.al, 

2012, and Grove et.al, 2011). 

Using a benchmarking approach where the best 

practices of corporate governance are taken from 

various entities, the UAE approach drew from the 

U.S. and the U.K. listing requirements in constructing 

its own listing requirements. A similar approach 

could be used here as specific listing requirements or 

statutory laws in various countries could be used as 

benchmarks by other countries to strengthen investor 

protection. Accordingly, excerpts from major stock 

exchanges’ listing requirements for corporate 

governance and related SOX requirements were 

elaborated as guidelines to protect against each of the 

five “behavioral” factors as follows. 

Concerning the factor, CEO uncomfortable with 

criticism, the London Stock Exchange listing 

requirements could be used to bolster investor 

protection. Rule E1 states that institutional investors 

should enter into a dialogue with companies based on 

the mutual understanding of objectives and Rule E2 

stated that institutional investors should avoid a box-

ticking approach to assessing a company’s corporate 

governance. Thus, if institutional investors ask tough 

questions of a company’s management, particularly 

the CEO, then, he/she should be more comfortable 

with criticism and additional tough questions from 

financial analysts, hedge fund managers, and other 

investors in conference calls and other meetings with 

investors. Also, assistance may come from the UAE 

Article 12.2b which states that shareholder rights 

shall include the opportunity to efficiently participate 

and vote at general assembly meetings and the right 

to discuss the matters listed on the agenda and to ask 

questions to the directors and external auditor, who 

shall answer them to the extent that shall not be in 

any prejudice of the company’s interest.  More 

independent Boards of Directors, as required by all 

the stock exchanges, should help in this area as well. 

Concerning the factor, senior management 

turnover, a statutory requirement, similar to the SOX 

requirement on insider trading, could be used here to 

increase investor protection.  Senior management 

turnover would have to be disclosed on a company’s 

website within two days and reported to the SEC in 

the same time. Another aid would be the NYSE and 

NASDAQ requirements strengthening a company’s 

nominating committee with all independent directors.  

Also, a version of the UAE requirement for directors 

could be applied here. Article 3.4 states that a director 
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shall stay in office until he is succeeded, becomes 

deceased, resigns, or is dismissed by a Board of 

Directors’ decision.  

Concerning the factor, insider stock sales, 

various SOX requirements could be used by all the 

stock exchanges to enhance investor protection. SOX 

Section 403 requires executive stock trades be 

reported electronically within two days and also 

posted on the company’s website. SOX Section 304 

requires forfeiture of bonuses and profits from equity 

sales by the CEO and CFO when firms restate 

financial statements from material non-compliance 

with financial reporting requirements as a result of 

misconduct. Also, a Russian stock exchange 

requirement could be used here. Rule 8 states that an 

issuer’s Board of Directors shall pass a document on 

the use of confidential information about the issuer’s 

activities, securities issued by this company, and 

transactions, which involve the above securities, since 

its disclosures can considerably influence the market 

price of the issuer’s securities. Also, UAE Article 14 

(Appendix, Section 2) states that the required 

Governance Report shall state the transactions of the 

directors and their relatives in the company’s 

securities during the period of the report.  

Concerning the factor, independence problems 

with external auditors, various SOX sections could be 

used by all the stock exchanges to help protect 

investors. SOX Section 508 requires that lead audit 

partners be rotated off an audit engagement every five 

years and no audit team member be hired by a 

company during the one year preceding an audit. An 

Italian law was much stricter in requiring that the 

entire lead audit firm, not just the lead audit partner, 

be rotated off an audit engagement every five years. 

SOX Section 508 also prohibits audit firms from 

designing and implementing financial information 

systems, providing internal audit services, and 

providing valuation and appraisal services to audit 

clients. SOX Section 802 requires that external 

auditors retain audit working papers for at least seven 

years. All the non-U.S. stock exchanges have rules 

establishing Audit Committees that need to review 

the independence of external auditors. For example, 

the Singapore Stock Exchange Rule 11 states that the 

Board should establish an Audit Committee, 

consisting of three non-executive, independent 

directors, and have written terms of reference which 

clearly set out its authority and duties, including the 

review of independence and objectivity of external 

auditors. However, none of these stock exchanges’ 

listing requirements, including the U.S. ones, 

specifically defined auditor independence like the 

SOX Section 508 or required auditor working paper 

retention like Section 802.  This problem is ongoing 

as 30% of the 1,000 leading U.S. public companies 

have used the same audit firm to audit their books for 

at least the last 25 years and 11% have used the same 

audit firm continuously for 50 years of more.  

Howard Schilit, a leading U.S. forensic accountant, 

observed: “When you’re an auditor who’s trying to 

protect a long-term relationship, you have to suck up 

to the client, and the client knows it” (Zweig, 2012).  

To date, the major U.S. audit firms have successfully 

lobbied against a SOX requirement to rotate audit 

firms. 

Concerning the last factor, independence 

problems with investment bankers, SOX Section 501 

enabled the SEC to create rules governing research 

analyst conflicts of interest and the SEC has been 

acting with FINRA to establish and enforce the 

independence of financial analysts.  However, none 

of these major stock exchanges have any corporate 

governance rules in this area to help protect investors. 

One suggestion would be similar to the SOX Section 

508 prohibiting auditors from performing non-audit 

services other than tax. A similar rule here would 

prohibit investment banking firms from providing 

investment research recommendations on client 

companies, like the FINRA Rule 2711. Thus, all 

these ‘sell-side’ financial analysts who work for the 

investment banking firms would be prohibited from 

providing such research and from going on road 

shows to promote client security offerings. In 

essence, the investment research on these client 

companies would be performed by the ‘buy-side’ 

financial analysts who do independent research 

primarily for institutional investors, similar to the 

New York Attorney General’s settlement with the 

largest investment banks in the U.S. 

Corporate governance observations from the 

very successful investor, Warren Buffett, were used 

to emphasize the importance of various fraudulent 

financial reporting factors. This paper has shown the 

potential of corporate governance listing 

requirements from various global stock exchanges for 

preventing fraudulent financial reporting and, thus, 

for protecting investors. Managers, board members, 

internal and external auditors, and government 

regulators should apply these corporate governance 

listing requirements and related recommendations of 

this paper to help reduce financial reporting fraud and 

other investment disasters, like the 2008 financial 

crisis. 

A related strategy to help detect and prevent 

financial reporting fraud and other investment 

disasters was to strengthen risk management 

guidelines for companies, summarized as follows by 

Hilb (2004):   

The task of the board and top management is to 

define an integrated, future oriented risk management 

concept. It should be integrated with the existing 

planning and leadership processes but not constrain 

entrepreneurial freedom. Such a risk management 

concept should give management the assurance to 

cope with daily risk and it should keep the 

responsibility for directing and controlling within the 

board. Boards should report annually to owners about 

their risk assessment and decision-making processes. 

At the board level, risk management deals with the 
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process of early detection, prevention, and 

management of dangers, as well as identification and 

effective realization of entrepreneurial opportunities. 

Thus, there must be the conscious exploration of risks 

where opportunities can be realized and in the 

prevention or reduction of risk, where the anticipated 

risk outweighs the expected gains. Risk management 

deals primarily with higher assurance in planning and 

a higher probability that company objectives are 

achieved.   

These ten fraudulent financial reporting factors 

should be controlled for improved risk management 

and individual high-risk areas need to be monitored 

closely. For example, the SEC has reported that over 

50% of the financial reporting frauds and earnings 

management cases that it detected involved revenue 

recognition practices. Such risk management 

guidelines could be summarized for investors in the 

Governance Report required by the corporate 

governance listing requirements of the UAE stock 

exchange (Article 14)
2
: 

The Governance Report is an annual report of 

corporate governance practices signed by the 

Chairman of the Board of Directors and submitted to 

the Authority on an annual basis or on request during 

the accounting period covered by the report. The 

Governance Report shall be inclusive of all such 

information as set out in the required authority 

approved form, including in particular: 1) 

requirements, principles, and application methods as 

necessary for corporate governance, 2) violations as 

committed during the financial year together with the 

reasons and the method to remedy and avoid the same 

in the future, and 3) composition of the Board of 

Directors, according to the categories and terms of 

office of its members, determining the remunerations 

of General Manager, Executive Manager or CEO as 

appointed by the Board of Directors. 

This Governance Report required by the UAE. 

Authority has six approved sections: governance 

practices, transactions of directors in securities, 

composition of the Board of Directors, external 

auditor’s fees, Audit Committee, and general 

information.  The governance practices section could 

be expanded to require a summary of how a 

company’s risk management strategy dealt with these 

ten common factors of fraudulent financial reporting, 

how any violations of corporate governance are 

related to these ten factors, and what corrective 

actions had been taken to protect investors.  Such 

individual company actions and trends on a micro-

level could then be compared to recent country or 

regional actions and trends on a macro-level of 

corporate governance for benchmarking analyses. 

                                                           
2
 The corporate governance code issued in 2007 which was 

recently superseded and amended by the Ministerial 
Resolution No. 518 of 2009 (Aljifri at al., 2013). The 
resolution is mandatory for companies that are listed in the 
UAE and is effective from April 2010. 

Fraudulent financial reporting practices, which 

were analyzed with the ten “structural” and 

“behavioral” factors described in this study, will 

probably still occur in the absence of effective 

corporate governance listing requirements and related 

company practices. Thus, governments and 

regulatory policy makers should adopt effective 

corporate governance systems and mechanisms. 

However, “one size does not fit all” and finding an 

effective pattern of corporate governance listing 

requirements for different stock exchanges in 

different countries should take into account the 

different nature of these countries. Listed companies 

on these different stock exchanges should consider 

the listing requirements as an opportunity to improve 

their corporate governance practices, their financial 

reporting, and their own investors’ protection, rather 

than as an obligation or threat. 
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APPENDIX A 

SEASONED STOCK EXCHANGE LISTING REQUIREMENTS (SUMMARIZED) MATCHED WITH THE TEN COMMON CORPROATE 

GOVERNANCE FACTORS ASSOCIATED WITH FINANCIAL REPORTING FRAUD 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

1 

 

All powerful 

CEO 

 

Majority of independent 

directors (no material 

relationships over the past 

year after adoption of 

corporate governance listing 

standards).  

 

 

Sec. 402 - Corporate loans 

prohibited to officers and 

directors. 

 

Sec. 1105 – SEC given 

power to ban, temporarily 

or permanently, 

individuals who have 

committed securities fraud. 

 

Rule A1 - Every company 

should be headed by an 

effective board, which is 

collectively responsible for 

success of the company.  

 

Rule A2 - Clear division of 

responsibilities at the head of 

the company between the 

running of the board (Chairman) 

and the executive responsibility 

(CEO) for the running of the 

company’s business. No one 

individual should have 

unfettered powers of decision. 

 

Rule A3 - Board include a 

balance of executive and non-

executive directors 

(independent) such that no 

individual or group of 

individuals can dominate the 

decision-making.  

 

 

Rule 1 - Effective board to 

lead and control company. 

 

Rule 2 - Independent board 

(comprised of at least 1/3 

independent directors). 

 

Rule 3 - Clear division of 

responsibilities at the top of 

the company (board) and 

executive responsibility -  

balance of power and 

authority, such that no one 

individual represents a 

considerable concentration 

of power (role of Chairman 

and CEO separate and  

disclosure of relationship 

between Chairman and 

CEO).  

 

Rule 4 - Formal and 

transparent process for 

appointment of new BOD 

(nomination committee).  

 



Corporate Ownership & Control / Volume 11, Issue 4, 2014, Continued - 7 

 
733 

APPENDIX A 

 

 (CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

2 

 

Weak 

system of  

management 

control  

 

 

 

 

Outside directors regularly 

meet without the CEO. 

 

Audit Committee with at least 

3 members that are 

independent directors and 

financially literate. 

 

Required internal audit 

function. 

 

Sec. 404: 

 

CEO and CFO to discuss their 

firm’s internal controls (IC). 

 

Firms must report on the 

policies and procedures in 

place to prevent fraud in their 

annual reports. 

 

CEO and CFO required to state 

that they are responsible for 

establishing and maintaining 

IC structure and provide 

annual assessment of IC 

effectiveness.  

 

External audit must give an 

opinion on effectiveness of a 

firm’s IC. 

 

Rule C2 - Board should 

maintain a sound system of 

internal control to 

safeguard shareholders’ 

investment and the 

company’s assets. 

 

Rule C3 – Board should 

establish formal and 

transparent arrangements 

(Audit Committee) for 

considering how they 

should apply the financial 

reporting and internal 

control procedures and for 

maintaining an appropriate 

relationship (independence) 

with the company’s 

auditors. 

 

Rule 12 - Board should 

ensure that the management 

maintains a sound system of 

internal controls to safeguard 

the shareholders’ 

investments and the 

company’s assets.  

 

Rule 13 - The company 

should establish an internal 

audit function that is 

independent of the activities 

it audits.  
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 (CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

3 

 

Focus on 

short-term 

performance 

goals 

 

Compensation committee 

comprised solely of 

independent directors. 

 

Compensation committee 

required to have a written 

charter including objectives 

for CEO compensation and 

performance evaluation. 

 

Annual performance 

evaluation required for BOD 

and its committees. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Sec. 302: 

 

CEO and CFO to certify: they 

reviewed annual report filed 

with SEC (to the best of their 

knowledge reports present 

fairly the financial condition, 

operations, and no material 

omissions). 

 

CEO and CFO can be fined up 

to $5 million and sentenced up 

to 20 years for violating 

certification requirements. 

 

Rule 4: 

 

BOD form inner 

managerial resources and 

remuneration 

(compensation) committee.  

 

Principles and criteria used 

to assess rate of 

remuneration. 

 

Disclose essence of the 

contracts signed: selection 

criteria, regular assessment 

of activities carried out. 

 

Remuneration committee 

shall be comprised of 

independent directors and if 

necessary non-executive 

directors. 

 

Rule 5 - Formal assessment 

of board and board member 

effectiveness. 

 

Rule 7 - Formal and 

transparent policy on 

executive remuneration. No 

director involved in deciding 

his own remuneration 

(remuneration committee).  

 

Rule 8 - Level of 

remuneration should be 

attractive but not excessive. 

Large proportion of 

executive directors’ 

compensation link rewards to 

corporate and individual 

performance (long term 

incentives encouraged).  

 

Rule 9 - Clear disclosure in 

annual reports of 

remuneration policy. 
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 (CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

4 

 

CEO is 

uncomfortab

le with 

criticism 

 

None applicable.  

 

 

None applicable. 

 

Rule E1 - Institutional 

shareholders (IS) enter into 

dialogue with companies 

based on the mutual 

understanding of 

objectives. IS avoid box-

ticking approach to 

assessing a company’s 

corporate governance.  

 

Rule E2 - Institutional 

shareholders responsible for 

considered use of votes.  

 

None applicable. 

 

5 

 

Senior 

management 

turnover 

 

Nominating/corporate 

governance committee 

comprised solely of 

independent directors.  

 

Nominating committee create 

written charter with criteria 

used to identify board 

members. 

 

None applicable. 

 

There should be formal, 

rigorous and transparent 

procedures for the 

appointment of new 

directors to the board 

(nomination committee). 

 

None applicable. 
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 (CONTINUED) 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

6 

 

Insider stock 

sales 

 

None applicable. 

 

 

 

Sec. 403 - Executive trades 

reported electronically in 2 

days and posted on company’s 

website. 

 

Sec. 304 - Forfeiture of 

bonuses and profits from 

equity sales by CEO and CFO 

when firms restate financial 

statements from material non-

compliance with reporting 

requirements due to 

misconduct. 

 

Sec. 306 - Officers and 

directors prohibited from 

trading company stock during 

blackout periods when are 

employees prohibited from 

selling company stock in 

401(k) plans while plan 

administrators being changed. 

 

 

 

 

None applicable. 

 

None applicable.  
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 (CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

Sarbanes-Oxley Act United Kingdom 

(London) 

 

Singapore 

 

7 

 

Weak or 

nonexistent 

code of 

ethics 

 

Required code of ethics and 

prompt disclosure of any 

waivers of the code. 

 

CEO required to certify 

annually not aware of NYSE 

listing standard violations. 

 

CEO required to promptly 

notify NYSE in writing if 

become aware of material 

non-compliance with 

standards. 

 

 

Sec. 406 - Disclose whether 

adopted code of ethics for their 

CEO, CFO, and senior 

accounting personnel. File 8k 

report with SEC when change 

or waiver in code.  

 

Sec. 407 - Audit Committee 

establish procedures, like 

whistleblower hotlines, to 

receive and act on anonymous 

complaints concerning 

accounting, internal controls, 

and auditing. Retaliation 

against whistleblowers is a 

criminal act. 

 

Rule A5 - Board supplied 

in a timely manner with 

information appropriate to 

enable it to discharge its 

duties. All directors should 

receive induction on joining 

the board and should 

regularly update and refresh 

their skills and knowledge. 

 

Rule D1 - Dialogue with 

shareholders based on the 

mutual understanding of 

objectives.  

 

Rule D2 - Board use the 

annual general assembly 

meeting to communicate 

with investors and to 

encourage their 

participation.  

 

Rule 6 - Board members 

provided with complete, 

adequate and timely 

information prior to board 

meetings and on an on-going 

basis.  
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 (CONTINUED) 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

8 

 

Independenc

e problems 

with external 

auditors 

 

None applicable. 

 

Sec. 508:  

 

Lead audit partners rotate off 

an audit engagement every 5 

years.  

 

Prohibited from hiring anyone 

who has worked for its audit 

firm during 1 year period 

preceding an audit (positions 

include CEO, CFO, Controller, 

CAO, and equivalent 

positions). 

 

Audit firms prohibited from 

designing and implementing 

financial information systems, 

providing internal audit, 

valuation, appraisal services to 

audit clients.  

 

Sec. 802 - Public accounting 

firms retain audit documents at 

least 7 years. 

 

 

 

Rule C3 – Board establish 

Audit Committee to 

consider financial reporting 

and internal control 

procedures and for 

maintaining independence 

with the company’s 

auditors. 

 

Rule 11 - Board establish an 

Audit Committee (consist of 

3 non-executive independent 

directors) which reviews 

independence and objectivity 

of external auditors. 
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Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

  NYSE and NASDAQ 

(similar requirements) 

 

Sarbanes-Oxley Act 

United Kingdom 

(London) 

 

Singapore 

 

9 

 

Independenc

e problems 

with 

company’s 

investment 

bankers 

 

None applicable. 

 

Sec. 501 - SEC to create rules 

governing research analyst 

conflicts of interest (SEC has 

not acted on this section). 

 

Rule E1 - Institutional 

shareholders avoid a box-

ticking approach to 

assessing a company’s 

corporate governance.  

 

Rule 2 - Institutional 

shareholders responsible for 

considered use of their 

votes. 

 

None applicable. 

 

10 

 

Questionable 

business 

strategies 

with opaque 

disclosures 

 

NYSE issue public reprimand 

letter, list red flag next to 

stock ticker, or delist for 

violation of corporate 

governance standards. 

 

 

Sec. 401(a) enabled SEC to 

adopt rules requiring 

disclosure of all material off-

balance sheet transactions and 

debt. 

 

Sec. 409 requires firms to 

report material changes in 

financial condition on a ‘rapid 

and current basis.’ 

 

Rule C1 - Board present a 

balanced and 

understandable assessment 

of the company’s position 

and prospects.  

 

Rule 10 - Board present a 

balanced and understandable 

assessment of the company’s 

performance, position and 

prospects. 

 

Rule 14 – Board 

communicate with 

shareholders. 

 

Rule 15 - Encourage 

shareholder participation at 

annual meetings and allow 

opportunity to communicate 

views on various matters.  
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APPENDIX B 

EMERGING STOCK EXCHANGE LISTING REQUIREMENTS (SUMMARIZED) MATCHED WITH THE TEN COMMON CORPORATE 

GOVERNANCE FACTORS ASSOCIATED WITH FINANCIAL REPORTING FRAUD 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia 

 

United Arab Emirates 

 

1 

 

All powerful 

CEO 

 

Rule 1 and 2 - Form Board comprised of at least 3 independent 

directors.  

 

Rule 5 - Form a collegial executive body (management board).  

 

Article 3.1 - Management shall be undertaken by a BOD. 

 

Article 3.2 - Independent directors comprise at least 1/3 of 

BOD while the majority of directors shall be non-executive 

directors, who shall have experience and technical skills to 

the best interest of the company.  

 

Article 3.3 - Position of Chairman of the BOD and 

company’s manager and/or managing director may not be 

held by the same person.  

 

2  

 

Weak system of 

management 

control 

 

Rule 3: 

 

Form Audit Committee responsible for the appraisal of the joint 

stock company’s auditorship seekers, assessment of the auditor’s 

report and the issuer’s internal control procedures, and for the 

making of improvement proposals.  

 

Audit Committee comprised of independent directors 

If not possible to be all independent directors, may use director 

other than non-executive director (board members other than one-

man executive body and/or members of the issuer’s collegial 

executive body).  

 

 

 

Article 8 - BOD establish an internal control system and 

perform an annual review; disclose results of the review. 

 

Article 11 – BOD may delegate some of its authority in 

managerial matters to the management, in which case, clear 

instructions shall be given as regards the management’s 

authorities and particularly in relation to the circumstances 

in which the management shall obtain BOD approval before 

taking any decisions or entering into any obligations on 

behalf of the company. A written list of tasks and authorities 

maintained by the BOD and those delegated thereby upon 

the management shall be compiled and regularly revised.  
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(CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia  

 

United Arab Emirates 

 

2 

 

Weak system of 

management 

control 

(continued) 

 

Rule 6 - Internal documents drafted that specify: functions of the 

board members, collegial executive body, sole executive body, 

and managing company and provide information on issuer’s 

securities holding and issuer’s securities sale and/or purchase. 

 

Rule 9 - BOD shall pass a document on the issuer’s financial and 

economic activities and internal control procedures. Adherence to 

these procedures monitored by a special department, which shall 

pass the information on the detected violations to the auditing 

committee. 

 

 

3 

 

Focus on short-

term 

performance 

goals 

 

Rule 4:  

 

BOD shall form an inner managerial resources and remuneration 

(compensation) committee.  

 

Must specify with respect to BOD and collegial executive 

principles & criteria used to assess rate of remuneration, essence 

of the contracts signed, selection criteria and regular assessment 

of activities carried out. 

 

Remuneration committee shall be comprised of independent 

directors and if necessary non-executive directors.  

 

 

Article 6.1b – BOD form a remuneration committee.  

 

Article 7 - Remuneration committee shall create a system in 

which to compensate BOD.  
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(CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia  

 

United Arab Emirates 

 

4  

 

CEO is 

uncomfortable 

with criticism 

 

None applicable. 

 

Article 12.2b - Shareholder rights include opportunity to 

efficiently participate and vote at general assembly meetings 

and the right to discuss the matters listed on the agenda and 

to ask questions thereupon to the directors and external 

auditor.  

 

5 Senior 

management 

turnover 

None applicable. Article 3.4 - Director shall stay in office until he is 

succeeded, he deceases, resigns or is dismissed via BOD. 

 

 

6 

 

Insider stock 

sales  

 

Rule 8 - BOD shall pass a document about use of confidential 

information about issuer’s activities, securities issued by this 

company, and transactions, which involve the above securities, 

since its disclosure can considerably influence the market price of 

the issuer’s securities. 

 

 

Article 14 - Governance Report shall state the transactions 

of the directors and their relatives in the company’s 

securities during the period covered by the report 

(Appendix, Government Report Form, Section 2). 

7 Weak or 

nonexistent code 

of ethics 

Rule 9 - BOD shall pass a document on the issuer’s financial and 

economic activities and internal control procedures. The 

adherence to these procedures shall be monitored by a special 

department, which shall pass the information on the detected 

violations to the auditing committee. 

Article 5.1 - A newly appointed Director shall be given an 

induction tour of the company, provided information to 

ensure his understanding of the company’s activities and 

affairs and full awareness of his responsibilities. 

Management provide BOD and its ad-hoc committees with 

timely information to enable informed decisions and 

efficient performance. 
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(CONTINUED) 

 

  

Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia 

 

United Arab Emirates 

 

7 

 

Weak or 

nonexistent code 

of ethics 

(continued) 

  

Article 5.3 - Majority of directors can request the opinion of 

independent consultant relating to company’s affairs.   

 

Article 4.4 - Director shall adhere to loyal behavior taking 

into consideration the company’s and shareholders’ 

interests. Comply with applicable laws, regulations, 

decisions, company’s articles of association and bylaws.  

 

Article 5.6 – BOD set forth written rules in relation to the 

dealings of the company’s directors and employees in 

securities issued by the company or associated companies.  

 

Article 5.7 - Management implement development schemes 

as necessary for all directors to enhance their knowledge and 

skills to ensure their efficient participation in the BOD. 

 

Article 5.8 - Once appointed, every director shall disclose to 

the company the nature and dedicated times for, his 

positions in public companies, other significant obligations. 

 

Article 13 - Professional conduct rules adopted by the 

company as to fit its objectives and purpose and comply 

with the applicable laws and regulations. Directors, 

managers, employees and internal auditors must comply. 
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Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia 

 

United Arab Emirates 

 

8 

 

Independence 

problems with 

external auditors 

 

Rule 3 - Shall form an Audit Committee responsible for the 

appraisal of the joint stock company’s auditorship seekers, 

assessment of the auditor’s report and the issuer’s internal control 

procedures efficiency, and for the making of improvement 

proposals.  

 

Article 6.1A - BOD comprised of at least 2 independent 

directors, and the Chairman of the Board is not to be a 

member. 

 

Article 9:  

 

Audit Committee must consist of  at least 3 non-executive 

directors, a majority independent, and one financial expert. 

 

No prior audit partner of the external auditor may be a 

member of the Audit Committee until one year after 

departing as partner from the audit firm.  

 

Audit Committee is to recommend an external auditor to the 

board and monitor independence. 

 

Article 10 - External auditor should be nominated by the 

board based upon competence, reputation, and experience 

and Audit Committee’s recommendation and external 

auditor no relation to the company or any directors.  

 

9 Independence 

problems with 

company’s 

investment 

bankers 

None applicable. None applicable. 
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Fraud Factor 

 

Matched Stock Exchange Listing Requirement 

 

   

Russia 

 

United Arab Emirates 

 

10 

 

Questionable 

business 

strategies with 

opaque 

disclosures 

 

Rule 7 - BOD shall pass a document which determines rules and 

approaches for the disclosure of the issuer information.  

 

Rule 10 - The issuer’s articles of association shall ensure that 

announcement about the general shareholders’ meeting shall be 

made not later than 30 days before it is held, unless the law 

prescribes longer.   

 

Article 8.6 - BOD ensure disclosures made by the company 

provide useful, high level, non-misleading information to 

investors and full adherence to disclosure rules. 

 

Article 12.2a - Shareholders right to necessary and accurate 

information to enable them their rights without 

discrimination, provided that such information, including 

any information relating to the company’s plans before 

voting thereon or any other information, are exhaustive, 

accurate, and regularly and timely submitted and updated.  

 

 


